EVERYONE AGREES THE TAX CODE NEEDS REFORM.
BUT HOW DO WE GET IT RIGHT?
“A tax code should be fair, competitive, and simple, and the US tax code fails on all three counts.”
—CONGRESSMAN PAUL RYAN
“Simplification and fairness must be part of our tax code.”
—CONGRESSWOMAN NANCY PELOSI
“My organization, Americans for Tax Reform, created the pledge in 1986 as a simple, written commitment by a candidate or elected official that he or she will oppose, and vote against, tax increases. Over the years many candidates and elected officials have signed the pledge, including 236 current members of the House of Representatives and 41 current senators.”
—GROVER NORQUIST, WRITING IN THE NEW YORK TIMES
“Warren Buffett pays a lower tax rate than his secretary and the 19 other people who work in his office. He pays a much lower rate than I do, and, I suspect, lower than nearly everyone reading this column . . . Is this fair?”
—JAMES STEWART, THE NEW YORK TIMES
“Is it time for another 1986 moment? . . . Junking the tax code is one of [Obama’s] last chances to pour growth hormones into a sickly economy and get jobs back before November 2012.”
—STEPHEN MOORE, THE WALL STREET JOURNAL
“There is no doubt that our tax code is badly in need of reform.”
—SENATOR CHUCK GRASSLEY, IN A LETTER TO PRESIDENT OBAMA
“President Obama’s proposal to boost taxes for the wealthy by $1.5 trillion over the next decade is a good first step toward reforming a system in which billionaire hedge-fund executives are taxed at a lower rate than are their chauffeurs and private chefs.”
—EUGENE ROBINSON, THE WASHINGTON POST
A thoughtful and surprising argument for American tax reform, arguably the most overdue political debate facing the nation, from one of the most respected political and economic thinkers, advisers, and writers of our time.
THE UNITED STATES TAX CODE has undergone no serious reform since 1986. Since then, loopholes, exemptions, credits, and deductions have distorted its clarity, increased its inequity, and frustrated our ability to govern ourselves.
At its core, any tax system is in place to raise the revenue needed to pay the government’s bills. But where that revenue should come from raises crucial questions: Should our tax code be progressive, with the wealthier paying more than the poor, and if so, to what extent? Should we tax income or consumption or both? Of the various ideas proposed by economists and politicians—from tax increases to tax cuts, from a VAT to a Fair Tax—what will work and won’t? By tracing the history of our own tax system and by assessing the way other countries have solved similar problems, Bartlett explores the surprising answers to all of these questions, giving a sense of the tax code’s many benefits—and its inevitable burdens.
Tax reform will be a major issue debated in the years ahead. Growing budget deficits and the expiration of various tax cuts loom. Reform, once a philosophical dilemma, is turning into a practical crisis. By framing the various tax philosophies that dominate the debate, Bartlett explores the distributional, technical, and political advantages and costs of the various proposals and ideas that will come to dominate America’s political conversation in the years to come.
BRUCE BARTLETT is a columnist for the Economix blog of The New York Times; for The Fiscal Times, an online newspaper covering the economy, business, and personal finance; and for Tax Notes, a weekly magazine for tax policymakers and practitioners. Bartlett’s work is informed by many years in government, including service on the staffs of Congressmen Ron Paul and Jack Kemp and Senator Roger Jepsen; as staff director of the Joint Economic Committee of Congress; senior policy analyst in the Reagan White House; and deputy assistant secretary for economic policy at the Treasury Department during the George H.W. Bush administration. He lives in Virginia.
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Introduction
The tax code is like a garden. Without regular attention, it grows weeds that will soon overwhelm the plants and flowers. Unfortunately, no serious weeding had been done to the tax code since 1986. In the meantime, many new plants and flowers have been added without regard to the overall aesthetic of the garden. The result today is an overgrown mess. There is a desperate need to pull the weeds, cut away the brush, and rethink some of the plantings to restore order, beauty, and functionality to the garden.
At its core, the purpose of any tax system is to raise the revenue needed to pay the government’s bills. Ideally, one would like to start with a clear philosophy of what government should do and how much it should spend, and only then decide how to raise the revenue to pay for it. The size and composition of spending are critical determinants of the nature of a proper tax system.
A small government, such as we had in the nineteenth century, could be funded almost entirely by tariffs and taxes on alcohol and tobacco. A larger government, even one as small as we had in the 1920s, required a much broader tax base. A Social Security system required a payroll tax and so on.
The problem we have today is that there has been a serious divergence between the size of government that people want and what they are willing to pay for. The idea that deficits are an irresponsible passing on of debt to future generations is no longer sufficient to support a tax system capable of raising adequate revenue to finance current spending. Nor is there the political will to cut spending to the level people are willing to pay. At the same time, no one believes this trend is sustainable.
A debate about tax reform may help clarify the role of government in the twenty-first century. The public misunderstands basic facts about the tax system. Polls show that people consistently believe the federal tax burden to be significantly higher than it actually is, and few know that close to half of all tax filers either pay no federal income taxes at all or get a refund; that is, they have a negative tax rate.
The purpose of this book is to walk readers through the fundamentals of taxation at the simplest level: What is an effective tax rate? How does that differ from the statutory rates in the 1099 form? What is a marginal tax rate? What is the tax base? Why are different forms of income taxed differently? What is a tax expenditure? Is that the same thing as a tax loophole?
To cover a vast amount of material in a small number of pages and to make the discussion comprehensible, a lot of detail has been sacrificed and many nuances have been glossed over. No one should attempt to use this book to prepare their tax returns. The questions anyone might have about how the tax system affects them personally should be directed to a tax professional.
MY BIASES
I have tried to be fair. That is, I have attempted to cover the waterfront and present all the issues and various alternatives and options accurately and without distortion. But I haven’t tried too hard to hide my biases, either.
I believe that federal revenues will need to rise as a share of GDP in coming years to pay for the cost of an aging society and stabilize the nation’s finances. I think it is unrealistic to try to accomplish that solely by cutting spending. I also believe that should the need for higher revenues be accepted by Congress, it would be better to raise those additional revenues by taxing consumption rather than raising tax rates. But the wealthy will also have to increase their contribution. If they don’t, the rest of us will have to pay more.
I think it is irresponsible to view tax expenditures as fundamentally different from spending. Many conservatives and libertarians foolishly think every provision of the tax code that reduces revenue is per se good because it shrinks the size of government and allows people to spend their own money. This is nonsense. Any tax provision that causes economic resources to be utilized differently from their use in a free market—as all tax expenditures do by definition—cannot meaningfully be distinguished from direct spending in terms of government control over these resources. It is myopic in the extreme to view all tax cuts as good and all spending as bad, whether from a philosophical or an economic point of view.
While I do not present my own plan for tax reform, if it were up to me, I would institute a value-added tax (VAT) and use the revenue to make obvious fixes in the tax code. I would abolish the Alternative Minimum Tax and reduce the corporate tax rate, and put in place a tax that can be raised gradually over time to pay for rising entitlement spending. One idea might be to abolish the payroll tax for Medicare and earmark VAT revenues to pay for Medicare. That way, everyone will have an incentive to control Medicare costs, and at least some of the tax will be borne by its beneficiaries.
A NOTE ON FURTHER READINGS
The Further Readings appended to each chapter are not intended to be comprehensive. Their purpose is twofold: first, to give those curious about researching the topic themselves a starting point to begin; second, to document a few specific points in lieu of footnotes. Hopefully, readers will have no difficulty determining from the authors and titles which publications are relevant.
I have tried to limit myself to recent publications and emphasized those that are freely available online. Growing numbers of organizations have posted all of their publications online. These include the Congressional Budget Office (www.cbo.gov), Joint Committee on Taxation (www.jct.gov), U.S. Government Accountability Office (www.gao.gov), and National Bureau of Economic Research (www.nber.org), among others. The Treasury Department’s Office of Tax Policy also makes available a number of important tax policy documents that I reference (www.treasury.gov/resource-center/tax-policy/Pages/tax-reform.aspx). And many of the nation’s top law reviews now post all of their recent issues online for free. (A list is available at http://jurist.law.pitt.edu/lawreviews.)
Many of the academic articles I have listed are available with a simple search. I recommend Google Scholar (http://scholar.google.com). Type the title of an article you are interested in finding into the search engine, and often you will find a free copy. It is common for university professors to post all their work on personal websites or at the Social Science Research Network (www.ssrn.com). This is especially so for economists and law professors. Google Scholar also provides lists of articles similar to the one you have searched and those that have referenced it. If you search for a known classic in a particular field, you will often find almost everything on the topic ever published in an academic journal ranked in order of importance.
If such sources don’t work, try local libraries. Almost all now have powerful databases available online that are freely accessible for anyone with a library card and an Internet connection. My personal library in Fairfax Country, Virginia, for example, provides access to a database called ProQuest that makes available hundreds of newspapers, law reviews, and academic journals. In the event that the one I am looking for isn’t available, the Virginia State Library in Richmond has additional databases.
Many universities now provide limited access to their library databases for alumni. And many of the commercial publishers of academic journals now allow people to buy copies of individual articles. The price is usually excessive, but may be worth it in some cases.
HIGHLY RECOMMENDED RESOURCES
Insofar as the tax law is concerned, the resources of the Joint Committee on Taxation (JCT) are essential. It periodically publishes surveys of tax issues to inform members of the Senate Finance Committee and House Ways and Means Committee and help them prepare for hearings. Since many members of these committees are not lawyers, JCT reports tend to be relatively accessible to nonspecialists, yet are authoritative.
I would also recommend reports from the Congressional Research Service (CRS). Unfortunately, CRS distributes its publications only through congressional offices. However, most become publicly available and are often posted online through the Federation of American Scientists (www.fas.org/sgp/crs) and Open CRS (http://opencrs.com). Your representative or senator can always supply you with a CRS report if you know it exists.
On the economics of taxation, the premier research organization is the National Bureau of Economic Research. On a weekly basis, it publishes research by the top public finance economists in the United States. Its working papers are available for a modest fee, and all of its out-of-print books and journals are available free. One that I have referenced frequently is Tax Policy and the Economy, published annually.
Equally valuable is the Tax Policy Center (TPC, www.taxpolicycenter.org). It is especially useful for those researching topical tax proposals. TPC often posts revenue estimates and distribution tables for recent tax initiatives that are equal in quality to those produced by the JCT and the Treasury. There is also a wealth of historical data on the tax system that I have relied upon heavily in writing this book. Another good source is the Tax Foundation (www.taxfoundation.org). It tilts to the right side of the political spectrum, but its numbers are solid.
Regarding international tax issues, the Organization for Economic Cooperation and Development in Paris (OECD, www.oecd.org) is a central data source. It maintains an extensive tax database with files easily downloadable into spreadsheets. The OECD covers only major market-oriented economies, however. The best source for tax data on other countries is an annual report from the World Bank called “Paying Taxes.” The international accounting firm PWC compiles the data, which are available free to download (www.pwc.com/payingtaxes).
PWC also has a website with detailed information on the tax systems of virtually every country; this information is free except for a registration requirement (www.pwc.com/gx/en/worldwide-tax-summaries/index.jhtml). The international accounting firm KPMG produces an annual report called “Competitiveness Alternatives” that contains comparable tax data oriented more toward corporations. It is free to download (www.competitivealternatives.com).
Two indispensable journals in the field of tax policy are the National Tax Journal and Tax Notes. The former is published by the National Tax Association (http://ntanet.org). Recent issues are available only to members, but issues more than two years old are freely available back to 1988. The latter is a weekly magazine published by Tax Analysts (www.taxanalysts.com). It is expensive but invaluable. It is probably available online at any good university library. Another useful publication is the Statistics of Income Bulletin, which is published by the IRS and freely available on its website.
Part I
THE BASICS
Chapter 1
A Brief History of Federal Income Taxation
As every schoolchild knows, following the American Revolution, the Articles of Confederation governed the United States from 1781 to 1789. But the government established by the Articles proved to have a fatal weakness in the area of taxation. The federal government depended on the states to provide it with revenue, and like all taxpayers, the states didn’t much enjoy paying taxes to Washington. The federal government soon had a financial crisis. It lacked the revenue to function adequately, and so a constitutional convention was assembled to write a new basic law for the nation.
The Constitution, which replaced the Articles, gave the federal government independent taxing power so that it was no longer dependent on the states for revenue. The precise terms of the government’s taxing power are surprisingly vague. It is free to tax what it likes, subject to just two constraints: exports may not be taxed, and the federal government is prohibited from levying a direct tax unless it is proportionate to the population. The main purpose of the latter clause was to limit the federal government’s ability to tax slaves—one of the many compromises made by the Founding Fathers to accommodate the South’s “peculiar institution.”
Initially there was resistance to federal taxation, especially the whiskey tax, which led to a rebellion in 1794. But after Treasury Secretary Alexander Hamilton had the federal government assume state debts from the war, state taxes fell. On balance, the tax burden declined.
THE TARIFF
From the beginning, the federal government’s primary revenue source was the tariff. This led to continuing tensions between the northern states, where manufacturing was the dominant industry—manufacturers favored high, protective tariffs—and the southern states, where agriculture was the dominant industry and tariffs were thus unpopular. Interestingly, one argument for raising revenue through tariffs was that it was a progressive form of taxation, one that takes more, proportionately, from the rich than the poor. As Thomas Jefferson wrote in 1811 in a letter to Thaddeus Kociuszko, “The rich alone use imported articles, and on these alone the whole taxes of the General Government are levied. The poor man, who uses nothing but what is made in his own farm or family, or within his own country, pays not a farthing of tax to the General Government.”
Until the Civil War, tariffs constituted about 90 percent of all federal revenues. The balance came mainly from sales of federal lands. On the eve of the war, total federal revenues were $53.5 million, of which $49.6 million came from customs duties. Federal revenues consumed about 1.2 percent of the gross domestic product (GDP); they have averaged 18.5 percent of GDP since World War II.
The war increased the need for revenue. By 1866 federal revenues were ten times greater than they had been before the war. An important innovation was the creation of the first federal income tax in 1861. As the war progressed, the government’s revenue needs increased, and it raised the income tax. By 1866 income taxes constituted 55 percent of federal revenues. But even at the end of the war, the top rate was just 10 percent on incomes over $10,000 (equivalent to $142,000 today).
The unpopularity of the income tax led to its expiration in 1872. To replace the lost revenue, the federal government expanded the taxation of alcohol and tobacco. By 1900 these taxes constituted 43 percent of federal revenue. Customs duties raised 41 percent.
In 1894, Democrats attempted to revive the income tax in order to finance a reduction in tariffs, which fell heavily on the farmers and workers who constituted their base. A 2 percent flat-rate income tax was enacted on incomes over $4,000 (about $105,000 today). However, the following year the Supreme Court found it to be unconstitutional in the case of Pollock v. Farmers’ Loan and Trust Co. (1895), even though the Civil War income tax had been found to be constitutional in Springer v. United States (1880). The Court found that the income tax was a direct tax and not apportioned uniformly.
Although it was widely believed among legal scholars that the Supreme Court erred in the Pollock decision, this ruling nevertheless effectively foreclosed any further legislative efforts regarding an income tax without a change in the Constitution.
Growth of the Progressive movement and continuing agitation for tariff cuts kept up the pressure for an income tax. In 1909 President William Howard Taft, a Republican, endorsed a constitutional amendment to permit one. In part it was a delaying tactic to fend off increasing support for tariff cuts, which would have angered the GOP’s base among manufacturers.
SIXTEENTH AMENDMENT
The proposed Sixteenth Amendment passed both the House and the Senate surprisingly easily, but ratification by the states was slow. The last state, Delaware, didn’t ratify it until 1913, just days before Woodrow Wilson became only the second Democratic president since before the Civil War.
Wilson brought with him a Democratic Congress, which quickly enacted legislation reducing tariffs and creating a permanent income tax. The 1913 act imposed a 1 percent tax rate on all those with incomes above a personal exemption of $3,000 (about $66,000 today) and a top rate of 7 percent on those with incomes above $500,000 (about $11 million today). Consequently, few people paid substantial income taxes. But that changed with the outbreak of World War I. Anticipating U.S. involvement, the government raised tax rates in 1914 and 1916. The United States’ formal entry into the war in 1917 led to a further rise.
By 1918 the lowest rate of taxation was up to 6 percent on incomes over $1,000 (about $14,000 today), and the top rate was 77 percent on incomes over $1 million (about $14 million today). Although taxes were quickly reduced after the war, they were not lowered to their prewar level. By 1920 the bottom rate was down only to 4 percent, and the top rate fell to 73 percent. The thresholds were unchanged, but there was considerable inflation, which lowered the real income levels at which tax rates became effective.
The desire for significant income tax cuts helped Republican Warren Harding win the White House in 1920. He appointed the financier Andrew Mellon as his Treasury secretary, and Mellon began a decade-long effort to bring down the wartime tax rates. Kept on in his position by Calvin Coolidge, Mellon succeeded in getting the bottom tax rate down to just 0.375 percent in 1929 and the top rate down to 24 percent. However, in the process the threshold for the top rate was reduced to $100,000 (about $1.3 million today).
The Great Depression decimated federal finances. Revenues fell more than half between 1930 and 1932, while relief measures caused spending to rise 40 percent. In 1932 Herbert Hoover asked Congress to raise taxes to reduce the deficit. The bottom rate went back up to 4 percent and the top rate increased to 63 percent. In dollar terms, however, the largest increases were for excise taxes on a wide variety of goods and services, including gasoline, telephones, tires, and many others.
Franklin D. Roosevelt’s first major contribution to tax policy came in 1935, when he asked Congress to raise taxes on the rich. This move was driven less by revenue needs than by fairness. In a message to Congress on June 19, he said, “People know that vast personal incomes come not only through the effort or ability or luck of those who receive them, but also because of the opportunities for advantage which government itself contributes. Therefore, the duty rests upon the government to restrict such incomes by very high taxes.”
SOAKING THE RICH
Privately Roosevelt worried about the growing political support for socialist and crackpot schemes. To keep them in check, he had to increase the perception of fairness in the capitalist system. “I want to save our system, the capitalistic system,” he told an emissary of the archconservative newspaper publisher William Randolph Hearst. To do so, Roosevelt said, “it may be necessary to throw to the wolves the forty-six men who are reported to have incomes in excess of one million dollars a year.”
The 1935 tax bill raised the top rate to 79 percent, but also raised the income threshold at which the top rate applied, from $1 million to $5 million (about $78 million in today’s dollars). It was reported that only one person in America, John D. Rockefeller Jr., paid taxes at the top income tax rate.
The institution of Social Security that same year also had a major impact on taxation. Roosevelt insisted that it be financed conservatively to impress upon people that it was an earned benefit, not a giveaway welfare program. People had to pay into Social Security to get benefits; it was financed with a flat-rate tax of 2 percent; and revenues went into a trust fund, not unlike a private pension fund.
Social Security taxes began being collected in 1937, but the first benefits weren’t paid out until 1940. The payroll tax constituted a significant tax increase on the working population, most of whom paid no federal income taxes. Many economists believe that this increase was a major contributor to the recession of 1937–38 after several years of double-digit real growth in the economy. For three years the payroll tax took money out of the economy before benefit payments started putting it back in again.
World War II led to a drastic expansion of federal taxation. With the top rate already at virtually a confiscatory level after 1935, there was limited scope for raising significant additional revenues from the rich. The tax base had to expand to include the middle and working classes previously exempt from income taxes. On the eve of war only about 3 percent of Americans paid any income taxes. By the end of the war the rate was up to 30 percent. There were fewer than 4 million taxable returns in 1939. By 1943 this figure was up to more than 40 million.
During the war the bottom tax rate rose from 4 percent to 23 percent on incomes over $500 (about $6,000 today). The top rate increased from 79 percent to 94 percent on incomes above $200,000 (about $2.4 million today). Although tax rates were reduced after the war, the reduction was modest due to growth in the national debt and fears of inflation, which prohibited a large cut in federal revenues that would have increased the budget deficit. By 1949 the bottom income tax rate was down to just 16.6 percent and the top rate fell to 82.1 percent.
Concerns about Soviet expansionism prevented the sort of demobilization and cuts in military spending that accompanied previous major wars. Moreover, by 1950 the United States was again involved in a shooting war, this time in Korea. Consequently there was little scope for tax reduction throughout the 1950s, reinforced by Dwight Eisenhower’s opposition to deficit spending. The bottom tax rate stayed at 20 percent throughout the 1950s, while the top rate remained above 90 percent.
KENNEDY TAX CUT
By 1960 there was general agreement among economists that the economy needed a boost. Keynesian economists, who increasingly dominated economic discussions, wanted the federal government to increase federal spending and the budget deficit to increase aggregate demand and raise growth. While John F. Kennedy was sympathetic to the Keynesian argument, he worried about inflation and the precarious position of the dollar. He therefore resisted the recommendations of his economic advisers.
House Ways and Means Committee Chairman Wilbur Mills convinced Kennedy that a fiscal stimulus could just as well be done on the tax side as the spending side. A big cut in tax rates could serve the dual purpose of stimulating the supply and demand sides of the economy. It was also less likely to upset financial markets and was easier to enact, politically, than an equivalent increase in spending.
In 1963 Kennedy asked Congress to reduce the top income tax rate to 65 from 91 percent, and the bottom rate to 14 from 20 percent. Unfortunately he was assassinated before congressional action could be completed. Lyndon Johnson finished the job in 1964. The final bill was close to Kennedy’s proposal, except that the top rate was reduced only to 70 percent.
By the end of the 1960s inflation was becoming the nation’s number one economic problem. Keynesian economics recommended a tax increase to reduce aggregate demand. Reluctantly Johnson supported a surtax in 1968 that temporarily raised everyone’s income taxes by 10 percent. The impact on inflation was modest and due largely to a recession that began in December 1969.
Although more and more economists concluded that the Federal Reserve’s monetary policy was primarily responsible for inflation, the Keynesians had enough influence to prevent any permanent tax cuts during the 1970s. They believed that budget deficits were primarily responsible for inflation. Tax cuts would make it worse.
However, one of the most important ways that inflation harms the economy is by pushing people into higher tax brackets. This is the main reason federal revenues rose from 17.3 percent of GDP in 1971 to 19 percent in 1980. Marginal tax rates also increased for the same reason. According to the Treasury Department, for a four-person family with the median income, the marginal income tax rate—the tax on each additional dollar earned—rose from 19 to 24 percent over the same period. The marginal rate on a family with twice the median income went from 28 to 43 percent.
REAGAN TAX CUT
In the 1980 presidential campaign Ronald Reagan promised to replicate the Kennedy tax cut and reduce rates across the board. He supported the tax proposal sponsored by Rep. Jack Kemp of New York and Sen. Bill Roth of Delaware. As a member of Kemp’s staff, I had a key role in developing this legislation.
Reagan’s tax cut, enacted in 1981, reduced the top rate from 70 to 50 percent and the bottom rate from 14 to 11 percent. Reagan also supported the Tax Reform Act of 1986, which raised the bottom rate to 15 percent but reduced the top rate to just 28 percent. His successor, George H. W. Bush, agreed to a budget deal in 1990 that raised the top rate to 31 percent. Not only did this action undermine his conservative support in 1992, but it also poisoned the well for future tax reforms. The 1986 act was a deal in which the wealthy gave up their tax preferences in return for a lower top rate, but when the top rate was increased in 1990, the preferences were not restored.
Having broken the deal that underlay the 1986 reform, Bush made it easier for Bill Clinton to go back to the same well and raise the top rate to 39.6 percent in 1993. However, it is seldom noted that Clinton raised the threshold for the top rate from $86,500 to $250,000 ($500,000 for couples), equivalent to $375,000 ($750,000 for couples) today.
Although Republicans predicted an economic apocalypse from the 1993 tax increase, the opposite occurred, and a period of exceptionally rapid growth followed. Also, contrary to Republican predictions that the new revenue would be spent and not reduce the deficit, spending and the deficit both fell. Federal outlays fell from 22.1 percent of GDP in 1992 to 18.2 percent of GDP in Clinton’s last year in office; revenues rose from 17.5 percent of GDP to 20.6 percent of GDP. The deficit went from 4.7 percent of GDP to a surplus of 2.4 percent of GDP over the same period, a remarkable improvement of 7.1 percent of GDP. Thus, ironically, a liberal Democrat turned out to be America’s most fiscally conservative president since Calvin Coolidge.
In the 2000 election Republican George W. Bush campaigned on the idea that the budget surplus was dangerous because Congress might spend it. It was better, he said, to dissipate the surplus through tax cuts. True to his word, Bush supported tax cuts that caused the budget surplus to evaporate into a deficit of 3.2 percent of GDP by his last year in office, a fiscal reversal of 5.6 percent of GDP. And contrary to Republican promises that tax cuts would stimulate the economy, economic growth was sluggish throughout the early 2000s, culminating in the second worst economic slump in American history.
Barack Obama’s principal contribution to tax policy was to insist that the Bush tax cuts be allowed to expire on schedule at the end of 2010—exactly as Republicans had written the legislation in the first place—for those with incomes above $250,000. At the last minute, however, he agreed to extend the Bush tax cuts for another two years without change. They are scheduled to expire at the end of 2012 and will, undoubtedly, be a major issue in the presidential campaign that year.
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Chapter 2
How a Tax Bill Is Made
The Constitution grants the House of Representatives the exclusive right to originate revenue bills. All tax bills that pass Congress must have the letters H.R. before them. H.R. simply stands for House of Representatives. Senate bills are similarly designated by S.
Of course, this doesn’t mean that a senator cannot introduce a tax bill. But the House is disinclined to consider such legislation even if it passes the Senate, although there are exceptions. The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) essentially originated in the Senate. Some congressmen later sued in court, arguing that the Constitution had been violated. The Supreme Court responded, quite correctly, that the House had the power to enforce this provision on its own. There was no reason for the Court to intervene if the House chose to look the other way. In any case, the technical constitutional requirement was upheld. Eventually the Senate version of TEFRA was added as an amendment to an unrelated House bill, H.R. 4961.
Something similar happened when I was working for Rep. Jack Kemp in 1977. He had been trying to help one of his constituents with a tax problem that could only be fixed legislatively by enacting a private relief bill. Kemp’s bill passed the House in early 1977 and was awaiting action in the Senate Finance Committee when President Jimmy Carter asked Congress to enact a big new energy bill with many tax provisions. For tactical reasons, it was decided that the Senate should act first on this legislation, but the only House-passed tax bill the Senate had at its disposal was Kemp’s bill, so it added the energy bill to it as an amendment. Thus for a time Kemp was the primary sponsor of the Carter energy bill, which he strongly opposed.
TREASURY DEPARTMENT
Generally speaking, major tax bills originate with the Treasury Department, which has a division called the Office of Tax Policy staffed by a large number of economists and lawyers who have long and deep experience with the tax code. It can also draw upon the resources of the Internal Revenue Service if needed.
Historically the Treasury initiates big tax bills with a study or detailed proposal. Moreover it’s a rare year when the president doesn’t propose a laundry list of tax initiatives in his budget. The tax law is constantly changing even without new legislation, due to court cases and changing interpretations of existing tax provisions, which often lead to unintended consequences that require legislative fixes. Simultaneously with the budget, which is usually sent to Capitol Hill in late January or early February, the Treasury publishes what is called the Green Book, containing additional details on the administration’s tax proposals.
The House Ways and Means Committee usually gets the tax legislative process going by inviting the secretary of the Treasury to present the administration’s initiatives. This occasion is typically somewhat ceremonial. Afterward the committee will deal almost exclusively with the assistant secretary for tax policy. This person is a highly respected lawyer or law professor at the pinnacle of the tax profession. He or she normally has two deputy assistant secretaries, one a lawyer and the other an economist, who will also work closely with the Ways and Means Committee and Senate Finance Committee during the legislative process. Treasury’s Office of Legislative Affairs will also normally have a staff person who specializes in tax legislation.
In the 1920s both congressional tax-writing committees recognized that it was highly useful to have a permanent staff of tax experts at their disposal. This need led to creation of the Joint Committee on Taxation (JCT). Like the Office of Tax Policy, it is staffed with extremely knowledgeable economists and lawyers who are experts at drafting tax legislation and calculating the impact of various provisions on federal revenues and the impact on taxpayers at particular income levels. The chief of staff of the JCT has a status equal to the assistant secretary for tax policy. They work closely together on all aspects of the tax legislative process.
CONGRESSIONAL COMMITTEES
The Ways and Means Committee holds many days of public hearings on major tax bills. A variety of experts testify. They are often drawn from Washington-based think tanks and trade associations that represent businesses, industries, and taxpayer groups affected by proposed tax changes.
After many years of observing the hearing process and having been staff director for a congressional committee, I still have no idea whether congressional testimony has any real impact on legislation. There certainly have been cases when it did, and the testimony of true experts always carries a great deal of weight. But in many cases, the main purpose of testimony is to give people their day in court, so to speak, and let them feel that they at least had the opportunity to present their views formally. A committee chairman may also use testimony for marketing purposes by stacking the witness list with advocates sympathetic to his point of view.
Of course, one problem with this theory is that it is rare that even a majority of the members of the Ways and Means Committee or the Senate Finance Committee are around to hear testimony unless it is a high-profile witness such as the secretary of the Treasury, when C-SPAN cameras will likely be present. Most of the time a witness is lucky if there is one member of each party present for her testimony. Moreover a witness is usually limited to a five-minute summary of her views, with full statements published in the official record, which in years past may not have been published for months or even years after the hearing. These days witness statements are posted on committee websites and hearings may be televised on the Internet.
Generally the only people who come to congressional hearings are committee staff, reporters from trade publications, and lobbyists. Indeed lobbyists often arrange testimony in order to give their clients a belief that they have done something meaningful to advance their interests. They may have even gone so far as to beg a few members of the committee to show up for the testimony of their client, who may be a corporate CEO, and say a few words for the record implying that they care what he has to say.
This wasn’t always the case. In the past, testimony was an important part of the legislative process. The House and Senate usually would not take up a major bill or allow significant amendments unless hearings had been held on their provisions. This care was important because mistakes are easily made when legislation is made in haste. Even so, Congress almost always has to enact a technical corrections bill following every major tax bill to fix inevitable drafting errors.
Unfortunately, when Republicans took control of Congress in 1995 they dispensed with the hearing requirement. Tax bills were often brought up in committee for mark-up sessions when no member other than the chairman had seen it, making it difficult for congressmen to known and understand key provisions before the legislation reached the floor for a final vote.
LOBBYISTS
This short-circuited legislative process enhances the power of lobbyists. Such people are paid vast sums of money to be in the know about legislative provisions that affect their clients. Indeed oftentimes they are among the very few people who know what is in complex legislation. Their mastery of those details gives them far more influence than campaign contributions. And in the hothouse atmosphere in which final legislative language is worked out, just knowing the precise wording of a provision and suggesting the tiniest little tweak can be worth millions of dollars to those in the right place at the right time. For this reason tax lobbyists are the highest paid of all Washington lobbyists.
The power of lobbyists is especially pronounced in what are called conference committees. These are temporary joint committees established to work out the differences in House- and Senate-passed bills, which must be reconciled and repassed in exactly the same form before they can be sent to the president for his signature. Conference committees tend to be small and often are under intense pressure to finish their work quickly, with important decisions about whether to accept the House’s or Senate’s legislative language made in the blink of an eye. Although theoretically prohibited, conference bills sometimes contain provisions in neither the House nor the Senate bill, emerging through a sort of Immaculate Conception, often at the behest of a lobbyist.
Lest one think that the influence of lobbyists is entirely negative, I often found them to be helpful when I was a congressional staffer. One reason is that members of Congress tend to be myopic, aware only of what is happening on their side of the Capitol. Lobbyists were often the best sources of information about what was happening on the other side. And oftentimes lobbyists’ interests were the same as my boss’s, making them a sort of temporary adjunct staff in terms of advancing some shared interest. Keep in mind that many—perhaps most—lobbyists don’t work for big corporations; they work for associations such as the Farm Bureau, U.S. Chamber of Commerce, AFL-CIO, AARP, or other large groups with broad membership and legitimate interests.
In the past, Congress tried to protect itself from the influence of tax lobbyists by having a legislative process much more opaque and closed than it is today. The Ways and Means and Finance committees were much smaller and their membership was restricted to members with long seniority and safe seats, making them largely immune from the necessity of fundraising. Tax bills were often marked up behind closed doors, and amendments from the floor were discouraged. But in the 1970s congressional reformers revolted against this insular system and demanded more openness and transparency. This made the tax legislative process more democratic, but also less coherent.
INCOHERENT POLICY
Whether the tax legislative process we have today is better than what we had in the past is a matter of debate. During the George W. Bush and Obama administrations, the Treasury has been much less influential. The administration would often just signal a tax idea informally and then let the congressional meat grinder go to work. The result has been increasingly disjointed tax bills that have cluttered the tax code with a lot of ineffective incentives and giveaways for favored constituencies.
Such a process may work well enough when the administration’s goals are limited and tax cutting is the order of the day. But it does not work when the goal is reform. When taxes are being reduced there are only winners and no losers. But tax reform has both winners and losers because it presupposes revenue-neutrality, neither raising nor lowering the overall level of taxes. Those that would lose tax benefits have a powerful incentive to shift the burden onto someone else. This means that the process must be much more tightly controlled.
Another reason there needs to be central control in the tax reform process is that many provisions of the tax code interact with each other. When one element changes, it can set off a domino effect that requires many additional changes, lest the legislation inadvertently create an unjustified tax loophole, unintentionally penalize some group or activity, or fail to accomplish the purpose of the original change. Given the complexity of large tax reform bills, the Treasury needs to be involved in every aspect of the process from beginning to end. The end product should be coherent and not just a random collection of tax provisions that serve no larger social or economic purpose.
Historically, major tax reform bills have been drafted by the Treasury. The three most important tax reform bills of the past fifty years—enacted in 1969, 1976, and 1986—were all developed and shepherded through Congress this way. If the Obama administration wants to have real tax reform, it will need to return to this system and put Treasury back in charge of tax policy.
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Chapter 3
The Definition of Income
To tax income, one has to know what income is. That may seem obvious, but it becomes complicated the more one thinks about it. That is a key reason the term “income” is nowhere defined in law. Section 61 of the tax code is a tautology; it says that gross income “means all income from whatever source derived” and then lists a few examples. The leading Supreme Court case on the subject, Commissioner v. Glenshaw Glass (1955), adds little clarification, saying only that income consists of “undeniable accessions to wealth, clearly realized, and over which the taxpayers have complete dominion.” In practice “income” is whatever the Internal Revenue Service says it is.
Historically, governments did not tax incomes. The main reason is that until the Industrial Revolution, incomes were too low to tax. The vast majority of people made barely enough to survive. They had no significant surplus from which to pay more than a small amount of taxes. Governments got most of their revenue from taxes on trade, mainly because there were few major ports and imports could be tracked relatively easily. Also, imported goods tended to benefit the well-to-do, making tariffs a fairly progressive form of taxation. Taxes on real property were another mainstay of taxation because land and buildings were fixed.
But governments have always been creative in finding ways to tax. In medieval England, taxes were assessed on windows, the theory being that the more windows in a house, the more well-to-do the owner. Also, tax collectors could easily observe whether a house had windows and assess taxes without having to dig into a taxpayer’s finances. Only in the nineteenth century did income taxes become widespread.
Although in England, one of the first countries to adopt a permanent income tax, there was a lively debate about the precise definition of income, no such debate ever really took place in the United States. That is because in the case of the Civil War income tax and the 1913 income tax, war and the government’s desperate need for revenue precluded much discussion of basic principles. The government needed too much money too quickly to have the luxury of weighing all the options for constructing a logically consistent tax system.
ARE CAPITAL GAINS AND INTEREST INCOME?
An early problem was whether capital gains are income. In the case of Gray v. Darlington (1872), relating to the Civil War income tax, the Supreme Court originally held that they aren’t. The Court held that income necessarily implies a regular flow of consumable resources. But capital gains are irregular and often represent only inflation, giving owners of assets that have risen in monetary value no increased ability to consume. Moreover a capital gain realized in one year may represent small gains that arose over many years. Taxing such accumulated gains as if they were all earned in one year often made those with modest incomes appear to be rich in that one year. This is still a big problem.
The British took the view for many years that capital gains are not income except to professional traders. Occasional capital gains were excluded from taxation. Many American scholars in the early twentieth century took the same view. Perhaps if the government’s revenue needs hadn’t become so great after enactment of the income tax, with the onset of World War I, tax policy might have evolved differently. As it was, the government needed the revenue too badly to exclude anything from taxation. It was only because of a Supreme Court case, Eisner v. Macomber (1920), in which the Court ruled that capital gains had to be realized to be taxed, that the government didn’t tax unrealized gains.
Another important issue glossed over in the early development of the income tax was the issue of taxing saving. For centuries a long line of tax theorists, including Alexander Hamilton, argued that governments ought to tax only what people took out of the economy: what they consumed, in other words. Since saving added to society’s wealth, it should be exempt. Moreover, as a matter of fairness, it didn’t seem right to tax the frugal at the same rate as spendthrifts.
In the nineteenth century the great British economist John Stuart Mill took this argument a step further. He said that if saving is justly exempted from taxation, it follows that the return to saving—rent, dividends, and interest—should be free of taxation. He argued that taxing the income from capital is essentially a double tax if people are also taxed on the income from which they acquired their saving in the first place.
In the twentieth century the American economist Irving Fisher developed a more sophisticated version of Mill’s argument. He believed that interest can never be considered income, because it is simply the discount between present and future consumption. People will always prefer consumption today to consumption in the future, Fisher reasoned, and interest compensates them for the loss they suffer when they wait to consume income. Thus we shouldn’t tax interest for the same reason we don’t tax insurance settlements.
HAIG-SIMONS
In the 1920s and 1930s, however, most economists came around to the idea that the proper definition of income consists of consumption during the course of a calendar year plus the change in net worth. In short, it went beyond defining income as what people took out of the economy to include what they theoretically could take out if they wanted to. The primary purpose was to achieve fairness by taxing those with substantial assets, even if those assets were never spent or consumed in any way.
The two economists identified with this broader definition of income were Robert M. Haig and Henry C. Simons. They strongly influenced generations of tax administrators and theorists. Legislators have been less enamored with the Haig-Simons definition of income. In principle, it would require the taxation of unrealized capital gains, the abolition of all savings incentives such as Individual Retirement Accounts and 401(k) plans, and the taxation of many forms of income people may not even realize they have, such as the imputed rent homeowners pay to themselves by virtue of simultaneously being both landlord and renter.
In practice Congress and the Internal Revenue Service have never attempted to achieve a consistent approach to defining income, rejecting both a pure consumption tax that would exempt all saving and capital gains, and a comprehensive income tax based on Haig-Simons. We have always had a hybrid tax system that taxes some things that neither definition of income would tax at all, such as capital gains resulting only from inflation, while exempting other forms of income that would be taxed under either definition, such as employer-provided health insurance.
THE TAX UNIT
Another fundamental tax question that has never been resolved properly is the appropriate tax unit. Is the individual or the family the right unit of income taxation? At first the tax code treated everyone the same and taxed them all as individuals. However, a Supreme Court case, Poe v. Seaborn (1930), threw a monkey wrench into this system by ruling that married couples in community property states such as California could be taxed as if a husband and wife each earned half the couple’s total income.
This decision mattered because in those days there were few two-earner couples. Generally speaking, the husband earned all the income and the wife stayed home and raised the children. But if the wife was assumed to earn half her husband’s income, then because of progressive tax rates the couple would pay less in total taxes than if all the income was attributed to the husband.
Consequently married couples in some states paid less in federal income taxes than those with the same income living in other states. Not surprisingly, states moved to give their citizens a tax cut by adopting community property laws. To deal with this problem, Congress changed the tax code to tax individuals and families differently. But this “fix” just led to a new unfairness: two-earner couples would often pay more in combined taxes than they would if each were taxed separately, leading to further legislative fixes. As long as there are progressive tax rates, it’s not possible to resolve this problem so that everyone is happy.
APPROPRIATE TIME PERIOD
Finally, there is the question of the appropriate time period over which to tax people. It may seem obvious that a calendar year is the right one, but there’s no real reason why this should be the case. One unfairness that arises is that people with roughly the same income annually will be taxed less than others who have the same income over the same period of years, but who earned that income erratically, making a lot in some years, little in others. This system tends to put entrepreneurs and business owners at a disadvantage compared with steady wage earners.
Using a calendar year to measure taxable income also leads people and businesses to do a lot of income shifting and game playing with tax deductions. At the end of every year personal finance publications list tips on how people can save taxes by moving income forward and advancing payments for deductible expenses such as property taxes and mortgage interest. But of course that just makes one’s taxes higher the following year. It’s economically wasteful and doesn’t save taxes in the long run.
In principle, two people with the same lifetime incomes ought to pay roughly the same lifetime taxes. This could be accomplished relatively easily by taxing people on their average income over a period of years, rather than on just what they earned in a single year. The problem, of course, is that although they would pay less in good years, they would pay more in bad years, when they might otherwise pay nothing. This would tend to make the tax code procyclical, increasing both the highs and the lows of the business cycle.
DISTRIBUTION TABLES
Aside from the issue of fairness, there are practical problems with making tax policy that the definition of income imposes. These are embodied in the distribution tables produced for every major tax bill by the Treasury Department and the Joint Committee on Taxation. These tables put all taxpayers into different income classes and show how a tax bill will affect them. They will also often show how tax changes will affect groups of taxpayers depending on whether they are married or have children.
One problem with these tables is that they are not based on cash income or the definition used by the IRS for tax purposes. They are essentially based on a Haig-Simons definition of income, which tends to make people look richer than they are due to the inclusion of income they may not be aware they had. The Treasury Department’s distribution tables, for example, add to gross income unreported and underreported income, contributions to pension plans, nontaxable transfer payments, employer-provided fringe benefits, and many other forms of income for which there are no lines on tax returns.
The success or failure of a piece of tax legislation will often depend on how the distribution tables look. Congress almost always strives to make sure that every income group benefits or suffers proportionately in percentage terms. Much of the complexity of the tax code results because a tax bill was being tweaked to make the distribution tables come out right. This often means phasing out tax benefits for the wealthy, which creates a crazy quilt of effective tax rates at different income levels. People may see a sharp increase in taxes once they are over some income threshold, and then a sharp cut in taxes once they pass some other threshold.
This problem doesn’t affect just the wealthy. The working poor face high implicit tax rates when the Earned Income Tax Credit (EITC), a refundable credit for the working poor, is withdrawn as their income rises. They may also suffer by losing certain welfare benefits, such as housing subsidies, when they earn more than a relatively small amount of money. It’s not uncommon for poor people to lose more than a dollar of benefits when they earn an additional dollar over a modest threshold. They are paying a 100 percent tax rate on each additional dollar earned—a powerful barrier to self-improvement.
In recent years a big problem has been that because of the EITC and various other tax credits, close to half of all people filing federal income tax returns pay no income taxes at all (Table 3.1). Indeed because some credits are refundable, they may even get a government refund despite paying no income taxes. In other words, they have a negative tax rate.
Table 3.1 Tax Units Paying No Federal Income Tax, 2011
Source: Tax Policy Center.
Consequently it is difficult for Congress to cut income taxes in any way without appearing to favor the relatively well-to-do. The only way to cut taxes for those who don’t pay any is to increase refundable credits, which is exactly the same thing as sending people a government check. But because it is being done via the tax system, it’s called a tax cut rather than a government handout.
Curiously, the government never calculates distribution tables for spending. It has little idea who benefits from the vast bulk of spending programs or how they interact with each other. This makes it hard for Congress to offset the effect of some tax change by increasing spending. Unless it is done in the form of a refundable tax credit, it won’t show up in distribution tables. This opacity encourages Congress to do more and more de facto spending through the tax code, where it may lack the transparency of direct spending.
One goal of tax reform ought to be to rationalize our basic concept of taxable income. Many economists believe that the confusion over income strengthens the case for a pure consumption tax. Consumption can be more easily defined. A direct consumption tax could easily raise as much money as the federal income tax and relieve everyone from even having to file a tax return. But it would also mean that those now paying no federal income taxes would face a significant increase in taxation.
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Chapter 4
How to Understand Tax Rates
The concept of a “tax rate” is confusing because there are many different tax rates. Knowing which one to use is a matter of what sort of analysis one is doing. Table 4.1 shows the basic rate schedule that taxpayers used to calculate their federal income tax liability for 2011. There are also schedules for married people filing separately and heads of households.
Table 4.1 Federal Income Tax Rate Schedule, 2011
Source: Joint Committee on Taxation.
WHAT RATE MATTERS?
Generally speaking, economists are primarily concerned with the average or effective tax rate, which is simply taxes paid divided by income. That is the most meaningful measure of the burden of taxation. It also tells us how taxation affects disposable income, which is significant analytically for factors such as consumer spending, a key determinant of short-run economic growth. The broadest measure of the effective tax rate would be all federal taxes as a share of the gross domestic product, which measures the economy’s total income.
The marginal tax rate is also important. That is the tax rate that applies to the last dollar earned. It is essentially the statutory tax rate and can be seen in Table 4.1 as the percent on excess. It is critical for determining many investment decisions, such as whether to buy taxable bonds or tax-free municipal bonds. For example, if the interest spread between a taxable bond and an equivalent municipal bond is, say, 30 percent, then those in marginal tax brackets below that percent would come out ahead by buying taxable bonds and paying the tax. Those in higher brackets would be better off buying tax-free municipal bonds. Consequently many economists look at the spread between interest on taxable and tax-free bonds as a good measure of the average marginal tax rate in the economy. As one can see in Table 4.2, the vast bulk of taxpayers pay at most 15 percent on their last dollar earned. Only a very small number pay more than that.
Table 4.2 Distribution of Marginal Tax Rates, 2011
Source: Joint Committee on Taxation.
Keep in mind that Table 4.2 looks only at federal income taxes. The payroll tax and state and local income taxes would also apply to many taxpayers.
A curious phenomenon is that a great many people grossly overestimate their average tax rate (Table 4.3). An April 2010 poll asked people what they thought it was. The vast majority of respondents said it was much, much higher than it actually is. A goodly number believed that their federal income tax payment as a share of their income was well above the highest marginal tax rate of 35 percent.
Table 4.3 Tax Rate Perceptions and Reality, 2010
Sources: CBS News/New York Times poll (April 14, 2010); Joint Committee on Taxation.
TAXES ON THE RICH
Even among the wealthiest people in America, tax rates are not nearly as high as many people imagine. The Internal Revenue Service annually publishes data on the sources of income and taxes paid by the 400 Americans with the largest incomes. In 2008 only 60 percent of them paid any income taxes at the top rate of 35 percent; 40 percent paid at most 28 percent, and seventeen members of the top 400 (4.25 percent) were in a marginal tax bracket below 26 percent.
As Table 4.4 illustrates, effective tax rates on those with the 400 largest incomes have fallen sharply over the years since data first began being published. The average tax rate on the entire group—their total income divided by their total federal income taxes—fell from almost 30 percent in 1993 to less than 20 percent after 2002. And whereas the bulk of the top 400 paid at least 25 percent of their income in taxes in the early 1990s, in the 2000s 66 percent paid less than 20 percent, with some paying less than 10 percent.
Table 4.4 Average Tax Rates for the 400 Taxpayers with the Largest Incomes
Source: Internal Revenue Service.
TAXABLE INCOME
One reason many people are confused about how much federal income tax they pay is that there are many adjustments to their nominal income, different rates applying to different forms of income, and adjustments to their tax liability.
First, certain types of income are excluded from taxable income altogether. These include employer-provided health insurance and interest on municipal bonds. Also, certain expenses are allowed to be deducted from gross income before adjusted gross income (AGI) is determined. These include trade or business expenses for the self-employed, contributions to pension and retirement plans, and alimony payments, among others. AGI is the basic measure of income from which taxable income is calculated.
Second, people get a personal exemption, which was $3,800 in 2011. This amount is increased annually by the rate of inflation. In addition, people are allowed to take a standard deduction if they choose not to itemize their deductions. In 2011 the standard deduction was $5,800 for single persons and $11,600 for married couples filing jointly. For those who itemize, common deductions are those for mortgage interest, state and local taxes, and charitable contributions. Once all deductions have been taken, taxable income is determined and statutory tax rates are applied to calculate one’s tax liability. In general the rates in Table 4.1 apply, but there is a maximum tax rate of 15 percent on capital gains and dividends on corporate stock.
Third, some people reduce their taxes with tax credits, which are subtracted directly from their tax liability. These include a credit for each child of $1,000, the Earned Income Tax Credit (EITC) for people with low wages, various education credits, and many others. These credits apply regardless of whether someone itemizes or takes the standard deduction.
Finally, the law takes back many benefits as people’s incomes rise. Among them are the EITC and various tax credits. Until 2010 there was also a phaseout of the personal exemption and an overall limit on itemized deductions for those with high incomes. (Both of these provisions were temporarily repealed in 2010, but are scheduled to come back in 2013 without further congressional action.) These phaseouts have economic effects identical to marginal tax rates. If you lose a $100 tax credit once your income passes a certain point, that is no different from paying $100 more in taxes. Table 4.5 illustrates the marginal rate effect of some selected tax benefits that are phased out above certain income levels.
Table 4.5 Marginal Rate Effects of Selected Tax Provisions, 2010
Source: Tax Policy Center.
The phaseout of the EITC has especially pernicious effects on those with low incomes. The effective marginal tax rate on families with half the median income is actually well above that for families with incomes four times higher. In 2010 a four-person family with half the median income (for four-person families) faced a marginal tax rate of 31 percent on each additional dollar they earned due to the combined effect of federal income taxes plus the loss of EITC benefits, which phased out at a 40 percent rate on incomes above $16,450. By contrast, a four-person family with twice the median income made $153,000 but paid only 27 percent on each additional dollar earned. These anomalies exist throughout the tax code.
LABOR SUPPLY
While it may seem obvious that any increase in tax rates will reduce labor supply and economic output, this is not necessarily the case. Changes in average and marginal tax rates have different effects. If the average tax rate rises without any change in the marginal tax rate, this will more than likely increase work effort because of what economists call the “income effect.” Workers usually have a certain target level of income or need a certain amount of after-tax income on which to live. When that amount is reduced by a higher tax, workers tend to respond by trying to work more hours or perhaps getting a second job to raise their income back up to where they need it to be.
On the other hand, if one’s marginal tax rate rises and the average rate remains unchanged, then another effect, which economists call the “substitution effect,” takes precedence. In terms of labor supply, people always have the choice of working or taking leisure. They will work an additional day or hour only if their after-tax income increases by an amount that makes it worthwhile to do so. If the marginal tax rate on that additional income reduces the after-tax reward too much, workers will take leisure instead.
Thus one can see that if the average tax rate increases and the marginal tax rate goes down, then both the income effect and the substitution effect will push workers in the same direction: toward additional labor supply. Conversely, if the average tax rate is reduced and the marginal tax rate is increased, then once again both effects are pushing in the same direction: against additional labor supply.
The situation becomes ambiguous if average and marginal tax rates go in opposite directions. If average and marginal tax rates are raised simultaneously it’s unclear whether the income effect or the substitution effect will dominate. People will be encouraged to work more because of the former, but less because of the latter. As a matter of theory, one cannot say how people will react. The same problem would result if both average and marginal rates are cut at the same time.
The impact becomes less ambiguous when income transfers, which are financed by taxes, enter the calculation. These also have income and substitution effects. If a transfer such as unemployment compensation increases, it will reduce work effort; if it is withdrawn, it will increase labor supply. Thus an increase in the average tax rate used to finance income transfers will have equal and opposite income effects. Workers will work more to replace the lost income from the higher taxes, while those receiving transfers funded by the higher taxes will work less by about the same amount. Thus the income effect is canceled out in the aggregate.
This leaves only the substitution effect, which can be created directly by a higher marginal tax rate or effectively by withdrawing a transfer or tax benefit above a certain income level. For this reason there is a consensus view that marginal tax rates should be kept as low as possible and that taxes should be raised, when necessary, by raising the average tax rate. This can be done by closing tax loopholes, taking away tax preferences, and broadening the tax base. This is the essence of tax reform.
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Chapter 5
The Relationship Between Tax Rates and Tax Revenues
One of the issues that undoubtedly will arise during the tax reform debate is its impact on revenues. Historically, tax reforms have striven to be revenue-neutral, neither raising nor lowering revenues in the medium to long run. This means enacting revenue-raising measures, such as closing loopholes and broadening the tax base, along with the tax rate reductions that everyone agrees are the ultimate goal of tax reform. Virtually all economists agree in principle that it is best to have the lowest possible rates on the broadest possible base.
Calculating the revenue impact of tax reform, however, will be contentious for two reasons. First, conservatives will assert that rate reductions will have an exceptionally powerful impact on economic growth that may lead revenues to rise, and that revenue-raising measures will have such a depressing effect on growth that revenues may fall. In the end the only real reform that conservatives favor is cutting rates. It will take enormous effort to get them to accept loophole closing and base broadening except in principle. The revenue estimate of various tax provisions that constitute a tax reform package will be essential to its composition and chances of enactment.
The second problem is more technical. Different provisions of the tax code interact with each other. If you change one, it affects others. For example, in 1986 Congress got rid of the deduction for interest on consumer loans, thinking that it would raise revenue and discourage borrowing. This change led banks to create home equity loans, for which the interest remained deductible because mortgage interest was still deductible. By and large, people just borrowed against their home to fund the same consumption that they had previously paid for with credit lines and credit cards. Similarly if the mortgage interest deduction is eliminated, then fewer people will itemize, thus affecting the revenue consequences of many other tax deductions.
If Congress decides to plug one loophole, it may find that it is also necessary to plug others lest one simply become a substitute for the other, substantially reducing the revenue yield. It also matters to the revenue estimates in what order various reforms are implemented. If a rate reduction is assumed to come first, it will reduce the revenue yield from closing loopholes. A $1 deduction by someone in the top bracket costs the government 35 cents; but if the top rate is reduced to 30 percent, then that same deduction costs only 30 cents in revenue. So whether rate reductions are assumed to come first or last makes an enormous difference for calculating the impact on revenues of the entire tax reform package.
A recent study by the Syracuse University economist Len Burman concluded that the aggregate size of all tax expenditures added together is actually 6 percent larger than their nominal total. A key reason is that eliminating tax exclusions—income that need not be reported—raises taxable income, thus pushing people into higher tax brackets and raising the revenue loss associated with various deductions from adjusted gross income.
REVENUE ESTIMATING
Congress has always needed to know the revenue effects of tax bills. In the era before computers, such calculations were usually done by accountants who made no effort to incorporate economic effects. They just assumed that a 10 percent tax rate increase would raise revenues 10 percent over the previous year. And they seldom calculated revenue effects for more than the first year that a tax change was in effect.
Usually the Treasury Department would supply Congress with revenue estimates. But since the 1920s the Joint Committee on Taxation (JCT) has produced them as well, often relying heavily on Treasury’s Office of Tax Analysis for assistance. Other agencies may also make vital contributions in terms of data and analysis. The Congressional Budget Office provides the JCT with the underlying economic forecast and macroeconomic data upon which it scores tax bills. Treasury always uses the same economic forecast published in the budget, which is developed by a “troika” consisting of Treasury, the Office of Management and Budget, and the Council of Economic Advisers.
While policymakers often treat revenue estimates as written in stone, those familiar with how they are constructed know that the process often resembles sausage making. I learned this early in my career as a congressional staffer, when Congress was considering a windfall profits tax on oil production.
Curious about the revenue estimate, I called the JCT and was told that on this occasion it had simply used the estimate given to it by Treasury. So I called Treasury and was told that it had simply taken the Department of Energy’s forecast for oil production and multiplied it by the tax. In other words, Treasury assumed that a heavy new tax on oil production would have no effect on either supply or demand. I then called DOE to see where its oil production forecast came from and whether this forecast would be affected by the new tax. The person I spoke with said that the forecast came from a private consultant. I called him next. It turned out that the consultant’s estimate was a back-of-the-envelope calculation that he gave to DOE over the phone. He was horrified to learn that Congress was about to enact a major tax bill based on his computation.
For many years conservatives have complained that the traditional static revenue-estimating process, which ignores the behavioral and macroeconomic effects of tax changes, created a bias in favor of tax increases and against tax cuts. If revenue estimators took account of how taxes change behavior, economic growth, and other factors, the benefits of tax increases and the cost of tax cuts would not appear so large. This was particularly problematic during the 1990s, when Congress imposed a PAYGO (pay-as-you-go) requirement on itself such that increases in spending or tax cuts had to be offset with spending cuts or tax increases in order to keep the deficit from rising. Thus a tax cut scored on a static basis would require bigger spending cuts to be deficit-neutral, and a tax increase would finance a bigger increase in spending than was justified by a dynamic revenue score.
DYNAMIC SCORING
Over the years economists have become more sophisticated about measuring the revenue effects of tax changes. They now generally accept that a 10 percent increase in income tax rates will not raise income tax revenues 10 percent due to behavioral and macroeconomic effects; nor will a 10 percent tax rate reduction reduce revenues 10 percent.
That is, people and businesses will respond to a tax increase by reducing output and rearranging their finances to reduce the burden of the tax, and this response will lower the revenue yield. Conversely, a tax cut may lead to increased output, a reduction in the use of tax shelters, and other effects that will offset some of the revenue loss. Economists call these “feedback” or “dynamic” effects. A revenue score that did not incorporate such effects would be called a “static estimate.”
Unfortunately there is still no consensus on measuring the precise effects of tax changes, thus ensuring that how to score the revenue effects of tax reform will be highly contentious. Moreover there are lots of tax changes for which there is insufficient research or data upon which to calculate a dynamic revenue effect.
The Treasury and JCT now accept the principle that revenue scores ought to incorporate dynamic factors to improve their accuracy. But there are practical problems with doing so that prevent the routine use of dynamic scoring. Many proposed tax changes have no dynamic effects or de minimis effects too small to measure. A refundable tax credit for children, for example, is going to lose revenue dollar-for-dollar because it is essentially a spending program that runs through the tax code.
Another problem is that while revenue estimators could try calculating the behavioral effects of tax changes, it is much harder to calculate the effect of any tax change on the economy as a whole. It is also time-consuming. Because the JCT uses the baseline economic forecast from the Congressional Budget Office (CBO) to score tax bills, to incorporate macroeconomic effects CBO would have to prepare a new economic forecast taking account of the tax change, and then the JCT would have to prepare a new revenue estimate based on the new forecast.
This is less of a problem for Treasury, as the troika forecast assumes the economic effects of the administration’s tax proposals, which are assumed to be enacted as proposed. However, I know from personal experience that this is not necessarily true; at least it wasn’t true in the past. I worked in the office that developed the economic forecast. Oftentimes we had no idea what tax initiatives would be in the budget. Nor did we have access to the sorts of econometric models that would allow us to incorporate their effects.
Finally, there are important assumptions that have to be made about subsequent policy changes that can have major effects on the revenue score. For example, if a tax cut is expected to be temporary, it may have much less impact than if it is thought to be permanent. If people believe taxes will be increased in the future to offset the revenue loss of a tax cut, this will have a different effect from a revenue loss that is assumed to be permanent. Consequently revenue estimators must make assumptions about the extent to which people have foresight regarding future tax changes because it will affect the response to near-term or temporary changes.
For these reasons it is hard to generalize about the revenue effect of any tax change. In general, economists find that the behavioral and macroeconomic effects of a tax rate reduction will not recoup more than about a third of the static revenue loss. And Republican economists share this view as well.
• A 2005 Congressional Budget Office study during the time that the Republican economist Doug Holtz-Eakin was director concluded that a 10 percent cut in federal income tax rates would recoup at most 28 percent of the static revenue loss over ten years. And this estimate assumes that taxpayers have unlimited foresight and know that taxes will be raised after ten years to stabilize the debt/GDP ratio. Without foresight and with no compensating tax increases or spending cuts—a situation leading to an increase in the debt—feedback would be negative. In other words, the actual revenue loss would be larger than the static revenue loss.
• In a 2006 article published in the Journal of Public Economics, the Harvard economist Greg Mankiw, who chaired the Council of Economic Advisers during Bush II’s first term, estimated the long-run revenue feedback at 32.4 percent from a cut in taxes on capital and at 14.7 percent from a cut in labor taxes.
• A 2006 analysis of extending the 2001 and 2003 Bush tax cuts by the Republican-leaning Heritage Foundation estimated that only 30 percent of the gross revenue loss would be recouped through behavioral effects and macroeconomic stimulus.
DID THE REAGAN AND BUSH TAX CUTS PAY FOR THEMSELVES?
Tax cuts that don’t affect behavior will not recoup any of the revenue loss. Nevertheless many Republican politicians talk about all tax cuts as if they always pay for themselves. On July 13, 2010, Sen. Mitch McConnell (R-KY) said, “There’s no evidence whatsoever that the Bush tax cuts actually diminished revenue. They increased revenue, because of the vibrancy of these tax cuts in the economy.” On June 13, 2011, Tim Pawlenty, a former governor of Minnesota and then a candidate for the Republican presidential nomination, said, “When Ronald Reagan cut taxes in a significant way, revenues actually increased by almost 100 percent during his eight years as president. So this idea that significant, big tax cuts necessarily result in lower revenues—history does not [bear] that out.”
In point of fact, Pawlenty’s assertion is completely untrue. Federal revenues were $599.3 billion in fiscal year 1981 and were $991.1 billion in fiscal year 1989. That’s an increase of just 65 percent. But of course a lot of that represented simple inflation. If 1981 revenues had risen only by the rate of inflation, they would have been $798 billion by 1989. Thus the real revenue increase was just 24 percent. However, the population also grew. Looking at real revenues per capita, we see that they rose from $3,470 in 1981 to $4,006 in 1989, an increase of just 15 percent. Finally, it is important to remember that Ronald Reagan raised taxes eleven times, increasing revenues by $133 billion per year as of 1988, about a third of the nominal revenue increase during his presidency (see Table 5.1).
Table 5.1 Eleven Major Tax Increases, 1982–88: Impact as of 1988
Source: Budget of the U.S. Government, Fiscal Year 1990.
The only metric that really matters is revenues as a share of the gross domestic product. By this measure, total federal revenues fell from 19.6 percent of GDP in 1981 to 18.4 percent of GDP by 1989. This suggests that revenues were $66 billion lower in 1989 as a result of Reagan’s policies.
This is not surprising given that no one in the Reagan administration ever claimed that his 1981 tax cut would pay for itself or that it did. Reagan economists Bill Niskanen and Martin Anderson have written extensively on this oft-repeated myth. The conservative economist Lawrence Lindsey made a thorough effort to calculate the feedback effect in his 1990 book, The Growth Experiment. He concluded that the behavioral and macroeconomic effects of the 1981 tax cut, resulting from both supply-side and demand-side effects, recouped about a third of the static revenue loss.
BUSH TAX CUTS
Insofar as the Bush tax cuts are concerned, the economists behind them also never claimed that they paid for themselves. For example, Alan Viard, senior economist at the Council of Economic Advisers (CEA) during Bush’s first term, told the Washington Post in 2006, “Federal revenue is lower today than it would have been without the tax cuts. There’s really no dispute among economists about that.” Robert Carroll, deputy assistant secretary for tax analysis at the U.S. Treasury Department during Bush’s second term, also told the Post, “As a matter of principle, we do not think tax cuts pay for themselves.” On September 28, 2006, the Stanford economist Edward Lazear, chairman of the CEA in Bush’s second term, testified before the Senate Budget Committee:
Will the tax cuts pay for themselves? As a general rule, we do not think tax cuts pay for themselves. Certainly, the data . . . do not support this claim. Tax revenues in 2006 appear to have recovered to the level seen at this point in previous business cycles, but this does not make up for the lost revenue during 2003, 2004, and 2005. The tax cuts were a positive step and have contributed to the enhanced economic growth, additional jobs, higher real disposable income, and the low unemployment rates that we currently see today.
A 2011 calculation by the CBO concluded that the Bush tax cuts reduced federal revenues by $2.8 trillion between 2002 and 2011. (Technical factors and slow economic growth added another $3.4 trillion to the loss of revenue over what CBO expected in January 2001.)
It may be that in the end Congress will not attempt to enact a revenue-neutral tax reform. It may decide to make the package a net revenue loser, which would aid passage by increasing the number of winners and reducing the number of losers. But a tax package that reduces revenue is not tax reform. It’s just another tax cut.
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Chapter 6
How Taxes Affect Economic Growth
Although political discussion tends to frame the issue simply as “high taxes—bad for growth,” “low taxes—good for growth,” the truth is much more complex. It’s not just the level of taxation that is important for growth, but its composition, structure, and distribution. Also, the issue of taxation cannot be viewed in isolation from how the revenues are used. Some kinds of spending stimulate growth; some kinds retard it. Insofar as good taxes finance good spending, that will be good for growth. And tax cuts that increase the deficit may be bad for growth, while tax increases that reduce deficits may stimulate growth.
Conservatives often talk about taxation as if the optimal rate implicitly is zero. During a presidential debate in September 2011, Rep. Michele Bachmann (R-MN) said so: “I think you earned every dollar. You should get to keep every dollar you earn. That’s your money. That’s not the government’s money.” Tellingly, none of the other candidates for the Republican presidential nomination disagreed.
I have never once heard a conservative admit that there is a level of taxation below which it would be unwise to go. But of course there is a limit, unless one believes anarchy is the preferred state in which people should live. Insofar as government is legitimate, then the taxation necessary to fund it is also legitimate. That is the benefit of the burden.
Even ideological libertarians admit that some basic government functions are necessary to maximize growth. The market cannot defend itself; it requires, at a minimum, a military, a police force, and courts to protect against foreign invasion and crime and enforce contracts. And all economists recognize that there are public goods that enhance growth, which the market is incapable of producing on its own because, among other reasons, all the benefits cannot be monetized and free riders can’t be excluded. The national highway system is perhaps the best example of a pure public good that continues to be an enormous stimulus to growth.
INVESTMENT
Investment is clearly the most important factor in economic growth. Historically, investment has meant building factories and filling them with machines to produce goods. But economists now understand that investments in research and development, which produce new technology, and human capital are equally if not more important. A labor force without education, training, and skills is worth less than a labor force with those elements.
The ultimate purpose of all investment is to raise productivity: output per worker. In the long run, the growth rate of the economy—the gross domestic product, or GDP—is simply the rate of productivity growth plus growth of the labor force. Highly skilled workers with the proper tools and equipment produce far more than those without. That is why businesses don’t locate all their factories in developing countries, despite those countries’ minuscule taxes and wages. Whatever might be saved in terms of lower taxes and wages will be lost from increased costs for training, inferior quality, poor infrastructure, risks resulting from arbitrary assessments, insecure property rights, corruption, and other factors.
The most important determinant of investment is national saving. People often talk about saving and investment as if they were the same thing, but they are not. Saving comes from forgoing consumption: that is, goods and services that are produced today, but not consumed today. It is this surplus over and above current consumption that provides the resources that investors use to create capital in the form of plants, equipment, and research and development, or just to cover operating losses while a business is getting off the ground.
Generally speaking, people will accept a fairly low yield on saving in return for the security of knowing that it is unlikely to be lost. The reward on investment is always higher, as it carries risk. The job of the entrepreneur is to take saving and turn it into investment, making his profit on the spread between the lower rate of return on saving and the higher rate of return on investment.
The financial industry exists as an intermediary between savers and investors. Some of these intermediaries, such as banks, will be conservative, lending money only to safe and sound investments with low risk. Other intermediaries, such as hedge funds and venture capital funds, and individuals investing their own saving are much more willing to take on risk in return for the chance at a high reward.
TAXES AND SAVING
Taxation will affect savers and investors differently, and also affect different classes of investors differently. Research shows that taxation has little effect on the personal savings rate, that is, saving by individuals and households. This is because their two primary motives for saving are precautionary: having resources they can fall back on in the event of an emergency, and retirement. Of course, people save for other reasons as well, such as their children’s higher education or to get the down payment on a house, but these are also insensitive to the after-tax rate of return. People have to save for such things even if they get no return at all.
There’s a lot of debate among economists as to whether or to what extent various savings incentives in the tax code—such as Individual Retirement Accounts and 401(k) plans, which exclude contributions from taxable income and defer the return on such saving until withdrawal—stimulate net additional saving or merely cause people to shift saving from taxable to tax-deferred accounts. Undoubtedly people do save more to some extent, but probably not by much. What is less in dispute is that people tend to invest their funds in such accounts conservatively, in part because capital losses cannot be deducted from ordinary income, since contributions were already deducted in the first place.
The ability to deduct capital losses is a powerful incentive for risk-taking. Since the government takes a share of profits, it’s appropriate that it should share in losses as well. Unfortunately it does not. Individuals may take capital losses only against capital gains and can deduct just $3,000 of net losses against ordinary income per year, although unused losses may be carried forward.
From a macroeconomic point of view, the personal savings rate is generally not that important. The main contributor to gross national saving, which is all that matters for investment, is saving by businesses and governments. Businesses do the bulk of saving through depreciation allowances, deductions for the wearing out of plant and equipment so they can be replaced when the time comes, and retained earnings. They also contribute to saving through pensions provided to their employees.
Governments, on the other hand, have an ambiguous effect on saving. State and local governments add to savings because they must make contributions to pension plans for their employees and otherwise balance their operating budgets. But the federal government almost always runs a deficit. And when governments run a deficit, that is essentially negative saving, subtracting from the pool of saving available for private investment.
Gross national saving is the sum of household saving, plus business saving, plus government saving in the case of a surplus or negative saving in the case of a deficit. Thus it stands to reason that in some cases a tax increase that reduces the deficit will reduce negative saving and thereby add to national saving, which may increase investment, productivity, and growth. If a tax increase lowers the deficit by $100 billion, then in effect $100 billion has been added to national saving.
Whether a tax increase adds to national saving depends on whether the additional funds are used to reduce the deficit and not to fund additional consumption spending. Also, taxes must not be raised in a way that reduces private saving more than the additional revenue that is raised.
Nations would prefer to finance domestic investment from domestic saving. Generally speaking, more saving will encourage more investment, which will raise living standards in the long run due to increased productivity. In cases where a nation has insufficient domestic saving to finance domestic investment, saving can be imported from abroad. Conversely, an excess of domestic saving over domestic investment can be exported to other countries where there are more investment opportunities and a higher rate of return.
The United States has tended to have more investment opportunities in recent years than domestic saving to finance them. Other countries, such as China, have had more saving than they needed to finance domestic investment. Thus world saving has flowed to the United States, allowing investment to rise despite low domestic saving. As long as the rate of return on investment exceeds the rate of return on saving, this benefits everyone. But as time goes by, an increasing portion of national output will necessarily flow abroad to repay foreigners for their lending.
Taxation can affect these movements of capital to some extent. The impact is greatest in terms of foreign direct investment—investments in tangible assets such as factories and land. Portfolio investment in stocks and bonds is less sensitive to taxes and often thought of as “hot money” that responds more to interest rates, exchange rates, perceptions of national risk, and so on.
LABOR SUPPLY AND CAPITAL GAINS
Another key determinant of growth is labor supply. Economists disagree on how and to what extent taxation affects hours of work, the incentive to obtain education to increase one’s earning power, and the decision to work full-time or part-time or to enter and leave the labor force. Prime-age males are much less sensitive to taxes on labor than secondary workers such as working wives, who often leave the labor force for extended periods to care for children and tend to have a preference for part-time or temporary work. Furthermore because couples’ earnings are aggregated for tax purposes, the secondary earner is in effect taxed on his or her first dollar at the tax rate that applies to the primary earner’s last dollar earned. Thus secondary workers generally face much higher marginal tax rates than those on primary workers.
Although the impact of taxation often focuses on the rich, they are probably among the least sensitive to the impact of taxes on their labor supply. We all know of actors, singers, and business-people who work till they drop without showing the slightest sensitivity to the marginal tax rate they face. That’s not to say they pay no attention to taxes. They may work less than they could; they may move to low-tax states like Florida; and almost certainly they will arrange their finances to minimize their taxes. But labor supply is not as affected by taxes as commonly believed.
International evidence shows that corporate tax rates are especially important for economic growth, but taxes on real property, such as land and buildings, and consumption don’t have much impact. The overall level of taxation and the size of government generally correlate negatively with economic growth, but there are important exceptions, discussed in the chapter on foreign taxes.
Investment is where taxes make a difference. And experience shows that the tax rate on capital gains is the one that matters most. The reason is that success can become capitalized very quickly into asset values. Since entrepreneurs typically get most of their return in the form of capital gains, the tax on this form of income is critical for investment, business start-ups, innovation, inventing, and other factors essential for growth.
A case can be made that capital gains should not be taxed at all. Since they represent only the capitalized value of future taxable income streams—interest, rent, profits, or dividends—the capital gains tax can be viewed as a double tax. However, it doesn’t follow that selectively eliminating capital gains taxes is a good idea. In 1997 capital gains taxes on owner-occupied residences were effectively eliminated. Many economists now believe that this was a key factor contributing to the housing bubble of the 2000s.
On the other hand, the lower tax rate on capital gains, which has existed throughout most of the history of the income tax, may be the main reason high income tax rates didn’t stifle growth during the era when the top income tax rate was more than 90 percent, in the 1940s and 1950s. Throughout that period the top tax rate on long-term capital gains was just 25 percent. Thus entrepreneurial income was taxed at a much lower rate than ordinary income.
In addition to affecting the amount of investment, taxation affects its composition. Many provisions of the tax code encourage businesses and individuals to invest in particular ways. For example, in recent years Congress has enacted numerous tax subsidies for energy production. Almost by definition such tax preferences reduce the efficiency of investment because they confer a de facto subsidy designed to compensate for a lower market return. A key goal of tax reform should be to provide as much neutrality as possible so that investments are made on the basis of supply and demand rather than government subsidies.
RESEARCH AND DEVELOPMENT
One exception is research and development, the wellspring of growth. The reason special treatment of this form of investment may be justified is the same reason true public goods must be provided by government. The social return to R&D is far greater than that which can be captured by private businesses. Therefore the economy will have less R&D than is socially optimal. This is why presidents of both parties have consistently supported the R&D tax credit.
The big problem with the R&D credit is that it has never been made permanent; it expires every few years, and getting it renewed is often a struggle. Its impermanence has greatly reduced its effectiveness. Firms are reluctant to undertake R&D projects, which may take many years to plan and organize, on the assumption that they will get the R&D credit for their qualified investments. Thus it tends to be a windfall for what businesses would do anyway, rather than a stimulus to additional investment in R&D.
I have long suspected that Congress’s on-and-off treatment of the R&D credit results from a sort of conspiracy. When it gets renewed, corporate lobbyists can take credit for adding to their clients’ bottom line. It also justifies political contributions to members of Congress to get the R&D credit renewed. Thus it is a sort of win-win for everyone, except that it doesn’t work the way it is supposed to. Although theoretically justified, the R&D credit should be abolished unless it is made permanent.
This raises another issue about the effect of taxation on growth: the lack of permanence in the tax code. Since 2001 Congress has been unwilling or unable to enact any major tax changes permanently. The 2001 and 2003 tax cuts all expired at the end of 2010 but were renewed at the last minute and for just two years. They expire again at the end of 2012. While it goes without saying that any provision of statutory law can be changed at any time, having laws with expiration dates stamped on them discourages people and businesses from changing their behavior in response to them. As in the case of the R&D credit, it undermines their effectiveness in stimulating growth.
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Chapter 7
The Question of Progressivity
There are two basic ways that income can be taxed: proportionately or progressively. The former means that if your income goes up 10 percent, then your taxes also go up 10 percent, but that’s all. The latter means that if your income goes up 10 percent, then your taxes go up more than 10 percent; how much depends on the degree of progressivity.
Progressive taxation has always been controversial. In the Communist Manifesto (1848) Karl Marx said that “a heavy progressive or graduated income tax” is one of the key steps on the road to communism. A few years later the economist J. R. McCulloch voiced what has long been a standard conservative critique: “The moment you abandon, in the framing of such taxes, the cardinal principle of exacting from all individuals the same proportion of their income or of their property, you are at sea without rudder or compass, and there is no amount of injustice and folly you may not commit.” In other words, the problem with progressivity is the slippery slope argument. Acceptance of the principle of progressivity eventually leads to the confiscation of the wealth and income of the rich, so conservatives say.
In practice no one really believes this, although one hears echoes of it in extreme right-wing attacks on the tax system. But their real objection isn’t so much to progressivity as to taxation itself. For many conservatives, no system of taxation is more or less immoral than any other. Implicitly for them, it is all theft.
The real justification for progressivity is simply that the poor don’t have much income to tax. Moreover most people understand that taking a dollar out of the pocket of someone with barely enough to live on is going to cost him or her far more than taking an extra dollar from a millionaire.
DE FACTO PROGRESSIVITY
Acceptance of the principle that the poor should be exempted from income taxes and that all taxpayers deserve a personal exemption creates de facto progressivity regardless of the rate structure. Consider a single statutory rate of 10 percent and a $10,000 personal exemption. Someone earning $30,000 would pay tax on only $20,000 of income, or $2,000. Thus for this person the effective rate is $2,000 divided by $30,000, or 6.67 percent. Someone with an income of $100,000 would be taxed on $90,000 of that income, or $9,000, yielding an effective rate of 9 percent.
Thus effective progressivity has nothing to do with the rate structure. Even flat-rate tax systems have some degree of progressivity by having a personal exemption. To eliminate progressivity, it would also be necessary to eliminate the personal exemption and tax everyone on every single dollar of income. To my knowledge, no supporter of the flat tax has ever advocated such a system. On the contrary, all advocate a high personal exemption that would exempt the bulk of people from paying any taxes at all on cash wages.
Nevertheless many people object to the existence of progressive tax rates in the tax schedule. At present the lowest federal income tax rate is 10 percent, rising to 15, 25, 28, 33, and 35 percent. The income thresholds are adjusted yearly for inflation.
Over the years the degree of progressivity in the rate schedule has fallen dramatically. In the 1950s the top rate was more than 90 percent. As recently as 1980 the top rate was 70 percent. Over the past thirty years every major country has flattened its rate schedule and reduced the degree of nominal progressivity in its income tax system.
Whether actual progressivity has declined, however, depends on the various tax exemptions, deductions, and exclusions in the income tax. Tax rates apply to taxable income, which can be considerably less than one’s gross income. Some income, such as that on tax-exempt municipal bonds or that earned in Individual Retirement Accounts, doesn’t even have to be reported. And of course those who have mortgages can deduct the interest, and so on.
Changing various tax preferences can achieve almost any degree of progressivity even if there is one statutory rate that applies to everyone. We already raise effective progressivity on those with high incomes by phasing out their ability to claim the personal exemption. Another way to increase effective progressivity is by taxing income from capital multiple times by the corporate income tax, personal income tax, capital gains tax, and estate tax.
Think about a single rate of 10 percent. A corporation has one shareholder and one share of stock outstanding, earns $100, and pays $10 in taxes. It pays out the remaining $90 as a dividend to its shareholder, who pays $9 in taxes. But because of the dividend, the company’s stock goes up by $81. If the shareholder sells the stock there will be an $8 tax on the capital gain. The shareholder now has $72 left and dies, and the estate pays another $7 in tax. Thus of the original $100 of income there is now $65 left, for an effective rate of 35 percent even though the statutory rate is just 10 percent.
Obviously this example is simplified. One could even argue that the effective rate is understated because the original income from which the shareholder bought the stock was taxed. The simple point is that progressivity involves the definition of income, adjustments to income, and so on, not just the statutory rate schedule.
Since just about everyone accepts the idea of a personal exemption, we can assume that everyone accepts the principle of progressivity, even those who say they support a flat tax. The question is, How much progressivity is too much, and what are its costs?
TAXING THE RICH
Of course the core rationale for progressivity is the government’s need for revenue. Income in the United States is highly unequal. According to the Census Bureau, in 2009 the top 20 percent of households received more than half of all the income earned in the country. And according to the Tax Policy Center, 47 percent of those filing income tax returns that year owed nothing; that is, they had a zero or negative income tax liability. Therefore taxing the rich at higher rates is just a matter of practical necessity. If they didn’t pay more, everyone else would have to pay more than is the case now.
Philosophically one can argue that the last dollar earned by a millionaire isn’t worth as much to him or her as the first dollar. Economists call this principle “declining marginal utility.” It’s the reason the first donut tastes better than the second, the second tastes better than the third, and so on. So if a rich person’s last dollar isn’t worth that much to her, it’s reasonable to tax that dollar more, so that those with lower incomes, who presumably value their last dollar more highly, can pay less.
It has also been argued that the wealthy benefit from government disproportionately and therefore ought to contribute a disproportionate share of revenue. The economist Earl Thompson has argued that the Defense Department exists primarily to protect capital, most of which is owned by the wealthy. And the same point would apply as well to the police and justice system. Moreover much recent economic research emphasizes the importance to growth of institutional factors such as having adequate enforcement of contracts and property rights, a regulatory environment that prevents fraud and corruption, and other institutions from which the wealthy benefit.
Conservatives often talk about how the rich will go on strike and stop working if taxes are too high, as they did in Ayn Rand’s famous novel Atlas Shrugged. But the real constraint on soaking the rich is the existence of tax shelters. If you tax them too much, they will spend more of their time and effort figuring out ways to save taxes rather than earn income. And it’s a simple fact of life that those with large wealth and incomes have more opportunities for tax avoidance than those whose primary income comes from wages and salaries.
One reason this is the case is that rich people often own the businesses that generate their income, or they have a great deal of control over the timing and nature of their income. Rather than paying themselves a high salary that may be taxed as much as 35 percent, they can pay themselves in the form of dividends that are now taxed at a rate of just 15 percent.
The same problem exists for corporate executives, as Congress discovered when it restricted the deductibility of salaries over $1 million in 1993. This led corporate boards to pay their CEOs more in the form of stock options, which increased their compensation. It also created problems such as managers manipulating corporate profits to meet stock option targets. This is a classic example of the law of unintended consequences at work, and of how hard it is to tax the rich as a practical matter.
The opportunities for tax avoidance by those with large wealth and income are unlimited, but they are not costless. Lawyers and accountants are expensive. Many methods of tax avoidance require acceptance of a lower rate of return or giving up control of assets. One can avoid taxes on interest income, for example, by investing in municipal bonds, but such bonds carry a much lower interest rate than taxable bonds. The higher tax rates go, the more attractive such investments become.
At the extreme, rich people can simply leave the country and go live somewhere with lower taxes. The tax code tries to make this as difficult as possible by taxing American citizens even when they live abroad. By contrast, most foreign countries don’t tax their citizens on income earned abroad. Thus to really escape the U.S. tax collector, one has to renounce one’s citizenship, an action no one should take lightly. In 2010 about 1,500 people renounced their U.S. citizenship or gave up permanent resident status, many for tax reasons.
Of course, rich people also have options for tax evasion as well as avoidance. (The difference is that avoidance is legal, while evasion is illegal.) Hiding one’s assets in tax havens is a time-honored technique, although not as easy as it used to be. Major countries have been working together for years to crack down on tax havens and making tax evasion more difficult and costly.
PRACTICAL NECESSITY
In the end the question of progressivity is not so much a moral question as a practical one. The issue is not whether rich people should pay more than those with lower- or middle-class incomes—they will—but how much more they will pay before the opportunities for tax evasion and avoidance become too attractive and it begins to erode the tax base.
Much of the ideological opposition to progressivity stems from the view that it is less a practical means of raising the government’s revenue than an effort to redistribute income and to punish the rich simply because they are rich. In other words, it is a manifestation of envy. But others argue that conservative and biblical principles both justify progressivity.
Insofar as progressivity is intended to equalize incomes, it does a poor job of doing so. One simple reason is that the main measures of income inequality compiled by the Census Bureau are based on before-tax income and also exclude noncash government benefits such as housing subsidies and food stamps. Theoretically we could tax the rich at a rate of 99 percent and give all the money to the poor in the form of free food, clothing, and housing, and it would have no effect on either the distribution of income or the poverty rate. Neither the taxes nor the benefits count in the census income data.
The main way taxation affects the distribution of income is that high rates discourage rich people from realizing taxable income. The economist Paul Craig Roberts once noted that in countries with high tax rates on the rich, the rich tended to consume more luxuries such as Rolls Royce automobiles. The “psychic” income they got from driving a fine car was one that the government couldn’t tax. I think most economists would agree that it would be better if rich people use their assets to make investments that create jobs and wealth for society rather than wasting assets on conspicuous consumption. But the former will tend to raise income inequality, while the latter will reduce it.
It’s worth remembering that income inequality tends to fall sharply during economic recessions and rises during economic expansions. As John F. Kennedy put it in a 1963 speech, “A rising tide lifts all the boats.” The great economist Simon Kuznets theorized that income distribution necessarily worsens as an economy expands. Some people are just quicker than others to capitalize on growth, but eventually income distribution improves as the benefits become more widely dispersed.
In the end there is nothing especially pernicious about progressivity. It’s inherent in the nature of any income tax with a personal exemption. Insofar as there are economic problems with progressive tax systems, it is because the rates are too high, not because they are progressive.
Perhaps the best argument against progressivity is the one articulated by the conservative economist F. A. Hayek. He feared that increasing tax rates on the rich would lead to higher rates on everyone else. This was certainly the case during the 1930s and 1940s. Confiscatory tax rates on the wealthy paved the way for higher rates on the middle class.
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Chapter 8
Taxes and the Business Cycle
Economists have long sought ways of moderating business cycles so that economies could avoid the boom-and-bust cycle, which has existed throughout modern history. Historically, one problem is that governments were small and had a limited impact on the economy for good or ill. Those inclined to primarily blame government for the business cycle should remember that economic booms and busts also occurred hundreds of years ago, when governments were minuscule by today’s standards and before the institution of central banks. Some famous examples are the tulip mania of the seventeenth century and the South Sea bubble of the eighteenth century.
What distinguishes both booms and busts is that they are primarily about large changes in spending—consumer spending and investment spending—which rises rapidly in booms as people buy houses, tech stocks, or whatever characterizes a particular boom, and falls sharply in a downturn as people lose jobs and increase precautionary saving.
Thus economists have long focused on ways of moderating spending during upturns and stimulating it during downturns. Historically, taxation was not seen as having much of a role because before the twentieth century taxes weren’t very high and had little impact on the overall economy one way or another.
Recent research suggests that taxes may have played a more significant role in the Great Depression than economists thought. But insofar as spending is concerned, taxes were a nonfactor because on the eve of World War II, only about 3 percent of Americans paid any income taxes at all. Consequently economists continue to focus primarily on the role of the Federal Reserve and other monetary factors such as the gold standard to explain the length and depth of the Depression.
INVESTMENT TAX CREDIT
The first real effort to use tax policy as a countercyclical tool came during the Kennedy administration. One of its early initiatives was the creation of an Investment Tax Credit (ITC), which gave businesses a credit against their tax liability of 7 percent of the purchase price of capital equipment. Thus if a business bought a new machine tool for $100,000, it would be able to deduct $7,000 directly from its tax liability the year in which the machine went into service.
The first ITC went into effect in January 1962 to stimulate growth that was still sluggish following the 1960–61 recession. In 1960 real GDP grew just 2.5 percent, and this figure fell to 2.3 percent in 1961. Investment spending was especially weak. There was zero growth in gross private domestic investment in 1960, and a 0.7 percent contraction in 1961. But institution of the ITC led to a sharp rise of 12.7 percent in investment spending in 1962, which caused real GDP growth to climb 6.1 percent that year—a powerful performance.
Within a few years, however, there was concern that the economy was overheating and inflation was becoming a problem. Congress suspended the ITC in October 1966. But that led to such a sharp decline in investment spending that it was reinstated in March 1967. The ITC was suspended again in April 1969, reinstated in April 1971, and increased to 10 percent in 1975.
In 1979 the economists Alan Auerbach and Larry Summers evaluated the performance of the ITC as an economic stabilization tool and found it seriously flawed. “There is little evidence that a change in the investment tax credit is an effective tool for expansionary fiscal policy,” they concluded. Indeed they found that the ITC was destabilizing, leading to overinvestment in equipment at the expense of other types of investment. Partly for this reason Congress abolished the ITC in 1986.
From time to time some economists advocate reinstatement of the ITC. But a 1998 study by the economist Austan Goolsbee has convinced most of them that the main effect of an ITC would be to raise the price of equipment, negating most of its stimulative effect. The ITC would just enrich equipment manufacturers without providing much bang for the buck in terms of increasing overall investment or economic growth.
TAX REBATES
The first use of a tax rebate as a countercyclical tool came in 1975. In 1973 the deepest postwar recession until that time had begun. But inflation was also a problem, and policymakers were reluctant to enact a permanent tax cut lest it raise the deficit too much, thus worsening inflationary expectations. A onetime tax rebate was deemed a reasonable compromise that would put money in people’s pockets and stimulate consumer spending. The rebate equaled 10 percent of a taxpayer’s 1974 tax liability, with minimum payments of $100 and a maximum of $200. The recession ended in March 1975, just as Congress completed action on the rebate legislation.
Subsequent analysis found that the 1975 rebate had no significant effect on growth because it didn’t stimulate spending. By and large people saved the money or used it to pay down debt, the same thing economically. A 1977 study by the economists Franco Modigliani and Charles Steindel found that only about a fourth of the rebate was spent in the three quarters afterward. They concluded that “a rebate is not a particularly effective way of producing a prompt and temporary stimulus to consumption.” And the increased saving didn’t help growth because the deficit, which is negative saving, increased by exactly the same amount.
In a 1981 study the economist Alan Blinder found that a rebate had less than 40 percent of the impact of a permanent tax cut of similar magnitude, because permanent tax changes induce people to change their behavior in ways that temporary tax changes do not. A key reason is that people tend to have an idea of their “permanent income” and will save windfalls and draw down savings or borrow to cover shortfalls thought to be temporary. Thus policy needs to raise people’s perceptions of their permanent income if the goal is to get them to spend more.
Despite the theoretical and empirical evidence throwing cold water on the rebate idea, George W. Bush insisted on trying it again in 2001. Treasury Secretary Paul O’Neill told him it was a bad idea. As he explained in a March 27, 2001, speech, “Some suggest we send a rebate to the taxpayers now. . . . I was here when we tried that in 1975 and it just didn’t work. If we want to change consumption patterns, we need to make a permanent change in people’s tax burdens.” According to the journalist Ron Suskind, Glenn Hubbard, then the chairman of the Council of Economic Advisers, also tried to talk Bush out of another rebate, but to no avail.
As with the 1975 rebate, subsequent analysis found little impact. At the low end of estimates, the University of Michigan economists Matthew Shapiro and Joel Slemrod found that only about a fifth of the rebate was spent, the rest being saved and thus providing no stimulus. At the high end, the economists David Johnson, Jonathan Parker, and Nicholas Souleles found that perhaps two-thirds of the rebate was spent in the quarter it was received and the subsequent quarter combined. This still suggests a rather low impact relative to other policies. The recession ended in November 2001, just as the last of the rebates were being paid out.
Despite the lack of evidence that tax rebates are an effective short-term stimulus measure, Bush went back to the same well in early 2008, proposing yet another tax rebate when it became clear that the second recession of his administration had begun. I wrote op-eds for both the New York Times and the Wall Street Journal recounting the history of the rebate and explaining that it was a bad idea, but Congress enacted it anyway. The 2008 rebate sent out $106 billion in payments with the same goal of increasing short-term spending that had been refuted by the experiences of 1975 and 2001.
Once again subsequent analysis found little impact from the rebate, certainly little relative to the cost. Studies by the same economists who had studied the 2001 rebate found roughly the same impact. A March 2008 CNN/Opinion Research poll found that only 21 percent of people planned to spend their rebate; 73 percent planned to save it or use it to pay down debt. An April 2008 CBS News/New York Times poll found that only 18 percent of people expected to spend the rebate; 78 percent planned to save it or pay down debt. The Bureau of Labor Statistics concluded that 49 percent of the 2008 rebate was used to pay down debt, 18 percent was saved, and only 30 percent was spent.
The failure of the 2008 tax rebate to forestall or even mitigate the impact of the economic crisis led most economists to conclude that government spending needed to compensate for the falloff in household and business spending. This was especially critical since monetary policy was effectively impotent, as it is impossible for the Federal Reserve to cut interest rates below zero. Republicans nevertheless insisted that tax cuts and only tax cuts were capable of reviving growth, even though federal revenues were at their lowest share of GDP in sixty years. They consumed just 14.9 percent of GDP in both 2009 and 2010, down from 18.5 percent in 2007, which is about the postwar average. In the end the Obama administration split the difference, allocating 40 percent of the February 2009 fiscal stimulus package to a general tax credit that lowered taxes for every family with an income below $74,000.
The most interesting thing about the Obama initiative is that it sought to deal with the perceived failure of tax rebates on the basis of behavioral economics. It was thought that people were more inclined to save rebates because these were received in a lump sum. If, on the other hand, a tax cut reduced tax withholding so that people saw more money in their paychecks on a week-to-week basis, they might be more inclined to view this as an increase in their permanent income and spend it. Thus the main focus of the Making Work Pay Credit, which is what the Obama administration called its tax cut, was on increasing take-home pay.
This theory was not bad and shows that the Obama administration was trying to be creative. Unfortunately subsequent research showed that the Making Work Pay Credit had even less impact on spending than the 2008 rebate. Continuing research by the Congressional Budget Office shows that the tax cut was the least stimulative element of the stimulus package.
FINANCIAL TRANSACTIONS TAX
Although most research analyzing cyclical issues has dealt with ways in which tax policy could moderate downturns, some have looked at ways it could dampen booms, thus preventing the buildup of imbalances that often lead to subsequent busts. One suggestion that comes up from time to time is a tax on financial transactions.
The original idea was proposed by the economist John Maynard Keynes, who thought that if the cost of trading stocks was increased by a transactions tax, investors would have more of an incentive to hold assets and not trade so often. He believed this would reduce volatility and thereby moderate the business cycle. In the 1970s the Yale economist James Tobin extended the idea to currency transactions to moderate wide swings in foreign exchange rates.
In recent years almost all discussion of a tax on securities transactions has been about raising revenue. Since the volume of such transactions is high, a small tax could still raise large revenues. A tax of just 0.5 percent could raise more than $200 billion annually.
The big problem for a single country imposing such a tax is that trading would simply migrate to exchanges in other countries. It would be easy for traders and investors in the United States to move accounts to London, Paris, or Tokyo to evade the tax. Hence it would be necessary for major nations to impose a securities transaction tax together if it were to work. The United Nations floats this proposal from time to time, but it seems unlikely ever to happen.
The other problem is that a securities tax would reduce liquidity in capital markets and raise the cost of capital. And insofar as it reduced trading volume, the revenue yield would also fall. A 2011 study by the International Monetary Fund concluded that a securities transaction tax is “an inefficient instrument for regulating financial markets and preventing bubbles.”
REVENUE VOLATILITY
Insofar as the business cycle relates to taxation, the biggest problem may be that it leads to extreme volatility in revenues. During booms, revenues from income taxes pour into the Treasury. Congress inevitably tends to view this bounty as free money to be spent on new spending programs or tax cuts, which may add fuel to the boom and make the subsequent bust even more painful. The sharp downturn in revenue during recessions adds to the deficit and leaves the nation with a higher burden of debt and interest payments when they finally end.
Economists know that certain tax bases are more volatile than others. Capital gains taxes, in particular, are volatile, booming when times are good and crashing when times are bad. Income taxes in general are more volatile than property or consumption taxes. Another virtue of moving toward a more consumption-based tax system would be to stabilize government revenues and make budgeting more predictable. It would also avoid the common problem of politicians treating revenue inflows during boom periods as free money to spend on new programs and tax cuts that often make the retrenchment during bust periods more painful than necessary.
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Chapter 9
How Other Countries Tax Themselves
Obviously there is great variety in the way other countries tax themselves. Nevertheless some broad conclusions can be drawn by looking at countries with advanced economies and populations that are demographically similar to that of the United States.
1. Other major countries tax themselves more heavily than the United States does, but their governments also deliver services that Americans pay for out of pocket.
The Organization for Economic Cooperation and Development (OECD) collects internationally comparable data on all the major market-oriented economies. In 2008 the average tax burden in the OECD area was 34.8 percent of GDP, compared with 26.1 percent of GDP in the United States. These data include all levels of government: federal, state, and local. Most countries have unitary government structures with no meaningful separation between the federal, state, and local sectors in terms of fiscal affairs. But in other countries, particularly the United States, looking only at the central government would give a distorted picture of tax policy.
By and large, the wealthier a country, the heavier its tax burden. The most heavily taxed countries are in Scandinavia and Western Europe. Denmark had a tax/GDP ratio of 48.2 percent in 2008, followed by Sweden (46.3), Belgium (44.2), Italy (43.3), and France (43.2). Some economists believe these high tax ratios result from “Wagner’s Law,” named for the German economist Adolph Wagner, who hypothesized that once people had secured the necessities of life, they were more inclined to want additional government services.
Economists have speculated on why Europeans have been more receptive to higher taxes than Americans have. One theory is that the devastation of World War II made them more security-conscious and more willing to tolerate higher taxes in return for a broader welfare state that protected them from economic adversity. Another theory, advanced by the Harvard economists Alberto Alesina and Edward Glaeser, is that European countries have tended to be more homogeneous racially, ethnically, religiously, and historically than the United States, which has always been much more diverse. Thus Europeans have seen welfare state policies as benefiting people like themselves, whereas Americans tend to view such policies as benefiting outsiders and the “undeserving.” An August 2011 Rasmussen poll, for example, found that 71 percent of Americans believe that those on welfare don’t deserve it. Constitutional differences between the United States and Europe are also important in explaining their divergent approaches toward taxation and the welfare state.
Another important factor is that European welfare states deliver benefits to all their citizens in ways that the United States does not. All Europeans get health insurance from their government. Thus an apples-to-apples comparison of U.S. and European tax levels would add to those in the United States the heavy burden of private health insurance that Europeans don’t pay. That amounts to 9 percent of GDP in the United States and close to zero in countries with national health insurance.
Also, most European countries provide extensive cash benefits for all families with children. If one thinks of such payments as negative taxes, they reduce the effective tax burden significantly. For example, in Luxembourg, which has a tax/GDP ratio 10 percentage points higher than the United States, a typical middle-class married couple with two children paid an average tax rate of 16.5 percent in 2010, according to the OECD. But deducting family allowances from their taxes reduced their effective tax burden to just 1 percent.
Europeans are also less inclined to channel spending through the tax system, as Americans do. This gives the appearance of higher spending in Europe and lower taxes in the United States, but in many cases this is just an optical illusion. If Europeans used refundable tax credits, as we do, instead of direct spending, their tax burdens would appear lower, but nothing meaningful would change in terms of the size of government as a share of the economy.
2. Other countries tend to have higher tax rates but less progressivity than the United States.
Calculating the top tax rate across countries is not a simple matter. Indeed it’s not a simple matter even within the United States because the final tax rate depends on the state one lives in and the form of one’s income. Wage income is taxed as much as 35 percent by the federal income tax, and part of the payroll tax applies as well, whereas capital gains and dividends face a top federal rate of just 15 percent and are not covered by the payroll tax. Moreover the deductibility of state taxes at the federal level affects the effective top rate. The same problem exists in other countries as well.
That said, the OECD tries to estimate the top rate across countries, taking into account all the different levels of taxation and their interaction. Table 9.1 shows the top statutory personal income tax rate in selected countries in 2010 and the all-in rate that includes payroll taxes as well. The threshold income at which the top rate takes effect is measured as a multiple of the income earned by the average worker.
Table 9.1 Top Marginal Personal Income Tax Rate for Employees, 2010
Source: OECD.
As you can see, the United States has the lowest top rate. But more important, the income threshold at which the top rate takes effect is much higher in the United States. In most European countries, the top rate takes effect at a much lower income level. Indeed the average worker making an annual income in the $40,000-to-$50,000 range is in the top marginal tax bracket. Such countries effectively have flat-rate tax systems, and this is one reason they can have both higher rates and less progressivity.
Another important distinction between U.S. and foreign tax systems is that other countries rely much more heavily on consumption taxes than the United States does (see Table 9.2). Since consumption taxes are far more efficient than income taxes—imposing less of an economic cost per $1 raised—the overall burden of taxes in other countries is lower than it appears if we look only at the tax/GDP ratio. Consumption taxes are also regressive, taking more in percentage terms from those with low incomes, whereas income taxes are progressive. This is another reason the U.S. tax system is more progressive and European tax systems are less progressive than commonly believed.
Table 9.2 Tax Structure in OECD Countries, 2008 (percentage)
Source: OECD.
3. Countries with low tax/GDP ratios don’t necessarily grow faster than those with high tax/GDP ratios.
It is an article of faith among conservatives that the overall level of taxation has a powerful effect on economic growth. They also believe strongly that the United States has long grown faster than high-tax European countries for this reason. This is not true, as much research and Table 9.3 indicate.
Table 9.3 Average Annual Growth in Real GDP per Capita, 1979–2010, and Taxes as a Share of GDP, 1979
Sources: OECD and Bureau of Labor Statistics.
European tax structures are less harmful to growth than many Americans believe. Europeans tax capital relatively lightly and derive much more of their revenue from consumption taxes. But another key factor is that the structure of government spending is more growth-oriented in Europe.
More of European spending goes to provide goods and services, such as health care, while the bulk of U.S. federal spending goes to income transfers to the elderly and for national defense. The United States spends roughly twice as much as a share of GDP on defense compared with European countries. Many economists believe that such spending is essentially economic waste, indisputably so in the case of resources consumed by war. European countries also spend more on public works, which enhance growth insofar as they are genuine public goods, while such spending has been declining in the United States. The cutback in government spending on goods and services and public infrastructure has been blamed for the slowdown in growth in the United States since the 1970s.
Additionally, while European tax levels may discourage labor supply to some extent, other policies enhance it. Public provision of day care in Europe makes it easier for women to work. Better public transportation systems reduce time wasted commuting. Broader measures of well-being that go beyond per capita GDP—such as higher life expectancy, more leisure time, greater income equality, and less poverty—show that Europeans are better off than Americans in many important ways despite paying more taxes.
TAX IDEAS FROM OTHER COUNTRIES
Americans tend to be provincial when it comes to taxation; they seldom look to other countries for guidance. However, just as American states learn from and copy each other all the time, the federal government could learn from the experiences of other countries. Here are a few ideas that may be worth thinking about.
DUAL INCOME TAX. The Nordic countries have what is called a dual income tax under which labor income and income from capital are taxed separately, rather than being aggregated as in most countries. Each form of income has its own rate schedule. In general, capital income is taxed at a low flat rate, while labor income is taxed at much higher progressive rates. Capital income is defined broadly and does not make distinctions among capital gains, interest, and dividends, as the U.S. tax system does. The low taxation of capital in a dual income tax system is a key reason Nordic countries do not suffer economically from high tax rates. Those rates apply primarily to labor income.
WEALTH TAXES. Many European countries have national taxes on net wealth. Such taxes are assessed annually at a low rate of around 1 percent above some threshold. From time to time such a tax has been proposed for the United States for both equity and revenue reasons. The version of this tax in the Netherlands is particularly interesting. It’s similar to the Nordic system except that it has three “boxes” in which income is allocated. The first box is for wages, rent, and business income; the second involves cases where someone has a substantial ownership share in a business; and the third contains saving and investment income. The wealth tax element comes into play in the third box because taxpayers report their net assets rather than the income from those assets, as is the case in the United States. They are assumed to get a 4 percent annual rate of return on them, which is taxed whether they actually get 4 percent or not. The Netherlands wealth tax is a substitute for the taxation of capital income that is neutral as to the form of capital. One advantage is that Dutch taxpayers have no incentive to avoid realizing capital gains for tax reasons. Realization is irrelevant to the taxation of capital assets.
ENVIRONMENTAL TAXES. All major countries except the United States and Mexico raise substantial revenues from environmental taxes, which include taxes on motor vehicles, fuel, organic compounds, waste, and environmentally harmful activities. On average OECD countries raised 2.2 percent of GDP in revenue from such taxes in 2008, compared with 0.8 percent in the United States. Denmark and the Netherlands raised more than 4 percent of GDP in revenue from environmental taxes—three times what the United States raises from the corporate income tax. Many economists believe that taxing energy has the double advantage of improving the environment while raising revenue in a way that does little damage to incentives. Thus some sort of tax on energy, such as a carbon tax, might be the ideal way to raise revenue to pay for tax rate reductions in a revenue-neutral tax reform.
TAXING CITIZENS ABROAD. Every other country exempts from domestic taxation the earned income of its citizens living in other countries. The United States, by contrast, taxes its citizens wherever in the world they may live, even if all their income is earned outside the United States. To avoid U.S. taxes legally, American citizens must renounce their citizenship. Many analysts believe that this provision of the U.S. tax system is unfair, anachronistic, and counterproductive because it discourages U.S.-based multinationals from staffing their foreign operations with Americans. There is good reason to believe that this leads to reduced exports from the United States, since foreign nationals are more inclined to purchase goods and services for their employers from their home country.
Of course, there are an almost infinite number of ways we could alter our tax system that would benefit from the experiences of other countries, many of which are suggested in other chapters. For example, many countries don’t allow mortgage interest to be deducted, yet have home ownership rates similar to those in the United States. The point simply is to learn from the experiences of others as we do already among the states.
Perhaps the big lesson from other countries is that large welfare states require very conservative tax systems that tax capital lightly and consumption heavily. That allows large revenues to be raised without reducing economic growth. European countries accepted this trade-off long ago, but the United States has not. Conservatives still believe that the welfare state can be controlled by slashing spending, while liberals resist regressive tax systems as unfair. In coming years both groups may find useful lessons in the European experience.
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Part II
SOME PROBLEMS
Chapter 10
Spending Through the Tax Code
It’s common for almost everyone to write and think about government budgets as if there is a clear delineation between taxes and spending. Taxes take money out of people’s pockets and spending puts money in people’s pockets, they believe. It’s the difference between giving, on the one hand, and receiving, on the other. Since the giving is done under the threat of force, many say it is inherently immoral, and it follows that anything that allows taxpayers to keep their own money is therefore legitimate.
Unfortunately, in the real world the simple distinction between taxes and spending falls apart. There are, for example, large revenues collected by the federal government that are not counted as revenues at all, but as negative spending. That is, the budget shows that they reduce spending rather than raise revenue. Called “offsetting receipts” or “offsetting collections,” the best known is Medicare Part B premiums, which came to $61 billion in 2010. Other receipts that are netted against outlays rather than counted as revenues include those from the government’s business-like activities, such as the sale of electric power through the Tennessee Valley Authority.
The budgetary convention of treating some government revenues as negative spending has no effect on the deficit, but makes the government’s impact on the economy appear smaller than it is. In 2010 both revenues and expenditures were lower by $600 billion than they would be if offsetting receipts were counted as revenues rather than negative spending. In short, the federal government is 4 percent of the gross domestic product larger, in terms of both revenues and expenditures, than the standard data indicate.
Just as some revenues are counted as negative spending, some tax preferences are, in effect, spending programs. These provisions, which economists call “tax expenditures,” are a major source of complexity, unfairness, and economic distortion. Sometimes they reduce the tax liability of a business or family by exempting or excluding income from taxation; at other times they involve tax credits that reduce tax payments directly. And in some cases these credits are refundable for those with no income tax liability to offset, making them identical to a direct spending program in all but name.
HORIZONTAL EQUITY
Both common sense and basic principles of taxation tell us that people with roughly the same income ought to pay roughly the same amount of income taxes. Economists call this idea “horizontal equity.” Not only is it unfair to tax two people in roughly the same circumstances much differently, but it encourages a lot of wasteful efforts by people to shift their income and investments to lower their tax liability.
Probably the best-known way that the tax system violates horizontal equity involves housing. One homeowner may deduct both mortgage interest and property taxes from her income, and in addition she will generally not have to pay taxes on any capital gains when she sells her home. (But neither can she deduct any capital losses.) By contrast, her next-door neighbor, who rents an identical house, will receive no tax advantage even though his rent to some extent embodies the interest and taxes paid by his landlord.
Although most homeowners make monthly payments to their mortgage company that are probably in excess of what renters pay for similar accommodations, that so much of the payment is tax deductible often makes ownership cheaper than renting. Moreover the owner captures the gain when home prices rise. If she has a fixed mortgage she knows her payments will not rise even if interest rates or home prices rise. By contrast, the renter can expect his rent to rise annually along with the cost of living. For these reasons, most people prefer to own rather than rent, if possible.
For many years lawmakers have believed that encouraging homeownership is per se a good thing. It helped create a stable middle class, whose members took more of an interest in their communities, supported local schools, and so on. And for many middle-class families, the equity in their home represents a substantial portion of their total saving.
Unfortunately, in recent years many homeowners treated their home equity like a piggy bank to raid with home equity loans, a key attraction of which is the deductibility of interest, to finance vacations and other frivolous expenditures. This habit put them in dire straits when home prices fell. Furthermore economists believe that the nation as a whole has suffered because too much of national investment went into housing rather than industry.
TAX LOOPHOLES
Once upon a time, special tax deals such as the mortgage interest deduction were known as “tax loopholes.” I seldom hear this term anymore. The attitude that everyone is entitled to save as much in taxes as he or she can get away with has become so ingrained that no one seems to care any more that some people pay far less in taxes than others in similar circumstances. It’s as if the concept of taxation as theft—rather than as a shared burden that all should contribute toward as the cost of maintaining a civil society—is now so widely shared that many people applaud those who have figured out how to game the system and pay less than their fair share rather than condemn them as social parasites who claim society’s benefits without paying for them.
In 2010 the Tax Policy Center produced an interesting table that illustrates the extreme variation in effective federal income tax rates (taxes divided by income) among those with roughly similar incomes (Table 10.1). Looking just at the figures for the top 1 percent of taxpayers, who had an average income of about $2 million, it shows that the bottom 10 percent of those in this income class paid only 2.6 percent in federal income taxes, while those in the top 10 percent of the top 1 percent paid 26.9 percent, or ten times more. Thus many taxpayers in the top 1 percent paid less of their income in federal income taxes than the top quarter of those in the second income quintile (20 percent of households). In 2007 it took an income of more than $350,000 to be in the top 1 percent; the income threshold for the second income quintile was just $20,500.
Table 10.1 Variation in Effective Federal Income Tax Rates, 2010
Source: Tax Policy Center.
People used to be incensed when the rich paid tax rates lower than those barely in the middle class. Today they don’t seem to care. Why, I don’t know. I think it may have to do with the decline of the balanced budget as the expected norm in budget policy. When that was the case, people understood that if one group of taxpayers didn’t pay their fair share, others had to pay more. But since 2001 Republicans have insisted that “deficits don’t matter,” as former vice president Dick Cheney once said, and that big tax cuts are always justified even when the budget is grossly out of balance. An effect of this widely shared attitude appears to be that taxpayers no longer feel that one taxpayer’s exploitation of tax loopholes comes at their expense.
REFUNDABLE TAX CREDITS
Another fact illustrated by Table 10.1 is that many tax filers not only pay no federal income taxes but actually get a check from the government. That is what it means when we say people have a negative tax liability. This results principally from a program called the Earned Income Tax Credit (EITC). Originally designed to offset the payroll tax for those with incomes too low to owe federal income taxes, the EITC has expanded over the years to be an all-purpose welfare program for workers with children.
Almost all economists praise the EITC as an effective program for aiding the working poor. In 2008 it put $51 billion into their pockets. The vast bulk of this—more than $44 billion—was the refunded portion, with the rest offsetting federal income taxes that would otherwise have been owed. This $44 billion, while treated as a “tax cut” in the tax distribution tables, is obviously a government spending program.
The EITC was first introduced during the Gerald Ford administration. Republicans reasoned that it was a good idea to help the working poor and strengthen work incentives, in contrast to those who didn’t work at all and collected welfare checks. Ronald Reagan and George H. W. Bush also favored raising the EITC as a better way of helping the poor than increasing the minimum wage.
Tax credits were once anathema to Republican thinking. They preferred tax deductions and exemptions because these means benefited those in high tax brackets more and didn’t benefit those with no tax liability. But in the 1990s Republicans began to embrace tax credits for a variety of purposes, in part because tough budget caps enacted by George H. W. Bush and Bill Clinton left a loophole for spending disguised as a tax cut.
In 1997 Republicans created a child credit of $400 that was partially refundable. But under the George W. Bush administration, it was raised to $1,000 per child and the refundability was expanded. In 2009 Democrats also got on the refundable tax credit bandwagon, creating one for first-time home buyers and an all-purpose credit called the Making Work Pay Credit. There are also refundable credits for adoption, health insurance, and other purposes.
The proliferation of tax credits has created many problems. The biggest is that they have produced a huge class of people who file income tax returns but pay nothing. In 2011, 47 percent of all tax filers paid no federal income taxes, and refundable credits offset all of the payroll tax liability as well for 22.9 percent of filers. Many of those paying no federal income taxes are fairly well-to-do. The Wall Street Journal calls them “lucky duckies.”
Other problems include strong incentives for tax fraud. In early 2011 the Treasury Department’s inspector general for tax administration reported that in 2009, $11 billion to $13 billion of EITC payments had been claimed improperly. Some political scientists worry that having such a large class of people who contribute nothing to the federal government’s general operations undermines democracy and makes them less engaged in what their government does. Finally, having a large class of people with a zero or negative tax liability is a severe barrier to tax reform. For example, the flat tax, which many conservatives support, would constitute a significant tax increase for everyone with a negative tax liability, as the least amount of taxes one could pay under the flat tax would be zero.
THE HIDDEN AMERICAN WELFARE STATE
When one properly accounts for tax expenditures, the American welfare state is far larger than most people imagine. They tend to look at taxes and spending as a share of GDP, see that those percentages are much lower in the United States than in countries in Europe that have long embraced “big government,” and conclude that we are fundamentally different. But it’s more a difference of semantics than substance, economists increasingly conclude.
Take health care. As we saw in 2009, there is strong opposition to national health insurance in the United States. The idea of a “public option” was rejected even by Democrats during debate on the Affordable Care Act. But the tax expenditure for employer-provided health insurance is $184 billion. In effect, the federal government directs that $184 billion of the nation’s resources be channeled into health care. But because it is done through the tax code rather than by providing health care to people through national health insurance, as in other nations, we pretend that we have a smaller public sector than nations with government-run health systems.
In other countries people basically pay taxes for health insurance, whereas Americans have that cost deducted from their compensation or pay it out of their pockets. If we had national health insurance, people would be able to stop paying out of pocket, and their wages would rise by the cost their employers now pay for health insurance. If their taxes rose by the same amount, they would be no worse off than they are now, but taxes and government spending would both be higher. This explains almost all of the difference in tax burdens between the United States and Europe.
Similarly, in terms of housing, the federal government “spends” close to $100 billion through the mortgage interest deduction, encouraging people to buy a house rather than rent, plus another $35 billion by effectively exempting taxation on home sales, and still another $25 billion by allowing homeowners to deduct their property taxes. It also spends $67 billion encouraging people to save for retirement through 401(k) plans, $45 billion for defined benefit pensions provided by employers, $17 billion for Keogh plans for the self-employed, and $16 billion for Individual Retirement Accounts. In other countries people pay higher taxes and in return receive much more generous government pensions at retirement.
There may be reasons to think that privately provided social welfare benefits are superior to those provided by government. But the idea that they are cheaper is not one of them. According to the OECD, Americans spend more of their income on health care than the citizens of any other country—about 17 percent of GDP. That’s 5 percent of GDP more than the country with the next largest amount of health care spending as a share of its economy. And, contrary to popular belief, many studies show that on balance Americans don’t have better health or health care than people in countries with significantly lower levels of health care spending or with national health insurance.
A recent OECD study calculated social spending as a share of GDP in major countries, taking account of things such as tax expenditures that consume economic resources without showing up in the budget or standard measures of government as a share of GDP. According to this study, net public social welfare outlays consumed 27.2 percent of GDP in the United States in 2005—well above the percentages for countries generally thought to have big governments, such as Denmark (see Table 10.2).
Table 10.2 Net Social Spending as a Share of GDP, 2005
Source: OECD.
BUDGET SEMANTICS
Some years ago the economist David Bradford explained how conventional concepts of taxing and spending distort our understanding of how government affects the economy. As he hypothesized, suppose the Defense Department decided to pay for a new bomber by giving the contractor a tradable, refundable tax credit instead of just writing a check. The contractor would save an amount of taxes exactly equal to what it would otherwise charge DOD, and if its tax liability wasn’t large enough, it could simply sell the tax credit to another company.
In this example, government spending will be lower by the cost of the bomber, and taxes will also be lower by the amount of the tax credit. Superficially it would appear that we have achieved a magical way of cutting the size of government costlessly. But it is just sleight of hand. Exactly the same resources—the labor, technology, energy, and materials necessary to build a bomber—have been taken out of the private economy and preempted for government use, just as they would if DOD paid for the bomber directly.
Nevertheless many conservatives solemnly proclaim that there is a fundamental difference between government spending and tax expenditures. As Sen. Orrin Hatch (R-UT), the ranking Republican on the Senate Finance Committee, explained in a statement on July 12, 2011:
The federal government cannot spend money that it never touched and never possessed. Tax Expenditures let taxpayers keep more of their own money. And only by the public consent is the government permitted to take some of it in taxation to pay for certain public goods. When tax hike proponents say we are giving businesses and individuals all this money in tax expenditures, they are incorrectly assuming that the government has that money to give in the first place, when in fact it does not. To the contrary, the government never touches the money that a taxpayer keeps due to benefitting from a tax expenditure, whereas with spending, the government actually collects money from taxpayers and then spends it.
Another difference between tax expenditures and spending is that reducing or eliminating a tax expenditure without an offsetting tax cut to reach a revenue neutral level will cause the size of the federal government to grow, while reducing or eliminating spending causes the size of the federal government to shrink.
This statement is complete nonsense. If a tax expenditure encourages taxpayers to spend or invest funds in a way other than the way they would have done in the absence of the tax expenditure, there is no difference, economically, than if the government taxed the money and spent it the same way the taxpayers did only because of the tax expenditure. By Sen. Hatch’s logic, we could reduce the size of government by passing laws forcing people to spend their own labor and money to build roads—which is exactly how roads got built until the modern era.
In the end what matters is the extent to which national resources are being redirected out of those governed by economic fundamentals and into those directed by government. Tax expenditures can do this just as taxes and spending can. It’s sophistry to think that all tax cuts reduce the role of government in the economy. And it’s wrong to assume that taxes and spending as a share of GDP are meaningful measures of government’s impact on the economy and society.
The goal of tax reform should be to create neutrality to the greatest extent possible. Let businesses and families make economic decisions without being biased or even pressured to do one thing rather than another, such as buy rather than rent a home, just because the tax code makes it worthwhile. Tax reform should also strive to restore horizontal equity and eliminate the wide disparity in effective tax rates among those in similar circumstances.
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Chapter 11
Taxes and the Health System
Taxation has an enormous influence on health policy. Key features of the American health care system, such as the widespread provision of employer-provided health insurance, exist primarily because tax policy made them advantageous. It would have been better to have dealt with the tax aspects of health care policy during debate on the Affordable Care Act in 2009, but that, unfortunately, didn’t happen. Tax reform may present another opportunity to address these issues and perhaps improve both the tax system and the health care system at the same time.
The most important way tax policy affects health care policy is that employer-provided health insurance is deductible as a business expense but not taxable to workers. Indeed it is excluded from the tax base and need not even be reported on individual tax returns. Moreover, neither employers nor employees pay payroll taxes on health insurance benefits even though these are clearly part of the employees’ wages. (The self-employed get an income tax deduction for health insurance but, unfairly, get no relief from the payroll tax.)
Additionally, individuals are not required to pay taxes on the large benefits they receive from Medicare over and above their contributions. Furthermore unreimbursed medical costs that exceed 7.5 percent of adjusted gross income (10 percent beginning in 2013) are tax deductible. And some individuals may establish health care savings accounts, which allow them to make tax-deductible contributions in order to pay nonreimbursed medical expenses.
EXCLUSION FOR HEALTH INSURANCE
The exclusion for employer-provided health insurance is far and away the largest of all tax expenditures. In 2012 it reduced federal income tax revenues by more than $184 billion and payroll taxes by another $250 billion. The next largest tax expenditure, for mortgage interest, reduced federal revenues less than $100 billion.
Before World War II health insurance was not widely available. Medical costs were low, largely because medical technology was primitive. Hospitalization was rare, and most people received medical care at home. Convalescence was the main cure for most medical problems, and the main cost of sickness was lost wages rather than out-of-pocket expenses for doctors and medicine.
But as medical technology improved, its cost increased. Hospitals acquired X-ray machines and other modern equipment, and established laboratories for analyzing diseases and other medical conditions. Training for medical doctors improved, as did surgical techniques, and ever-advancing pharmaceuticals became more expensive. These led to improvements in medical outcomes that increased the demand for medical services.
Hospitals developed the first medical insurance, the Blue Cross system. In 1929 Baylor University Hospital contracted with local Dallas teachers to provide up to twenty-one days of hospitalization for $6 annually (about $75 today). Doctors, however, were skeptical of health insurance. They feared that insurance companies would interfere with their practice. But in the 1930s they banded together to create the Blue Shield system, in part out of fear that a government-run program would be established unless private health insurance was widely available.
In 1940 only about 12 million people in a population of 132 million had health insurance. During the war the federal government imposed wage and price controls to keep inflation in check. But because so many men had been called up for military service, there was a severe labor shortage. Businesses looked for ways to increase de facto wages to attract workers. One way was to offer free health insurance, permitted by the Stabilization Act of 1942.
In 1943 the Internal Revenue Service issued a ruling that premiums on health insurance for workers paid directly to insurance companies were not taxable to the worker. In 1954 Congress codified this ruling and expanded the scope of the exclusion for health insurance. Given that the high tax rates during World War II and the Korean War remained in effect until 1964, workers were receptive to receiving tax-free income in the form of health benefits. As a consequence, health insurance coverage soared. By 1960, in a population of 179 million, 122 million Americans had health insurance.
EXCESSIVE CONSUMPTION
In the 1970s economists grew concerned that the exclusion for health insurance was incentivizing people to buy excess health insurance. Instead of providing protection for unforeseen events, analogous to fires in the case of homeowners insurance or accidents in the case of auto insurance, health insurance evolved into something broader. In effect, people were paying for ordinary consumption with before-tax dollars by having their health insurance cover regular doctors’ visits, prescription drugs, and other medical services that were not unforeseen or not catastrophic. It was as if one’s auto insurance covered not only accidents but routine maintenance and gasoline as well.
Overbuying health insurance and the declining amount of medical care paid out of pocket led to a vast increase in demand for such services and raised their cost. Medical cost inflation drove up health insurance premiums, which consumed a rising share of employee compensation. This is a key reason cash wages have stagnated since the 1970s. Productivity gains have largely been channeled into increasingly expensive benefits rather than paychecks. In 1970 pension and health benefits constituted just 4.5 percent of total employee compensation; by 2010 that figure had almost doubled to 8.5 percent—more than $1 trillion.
For many years a number of proposals have been put forward to cap or abolish the exclusion for health insurance. During the 2008 campaign, for example, Sen. John McCain (R-AZ), the Republican presidential nominee, said he would eliminate the exclusion and use the revenue to give individuals a $5,000 refundable tax credit with which to buy individual health insurance policies.
An important benefit of the McCain plan would have been to “delink” health insurance from employment. The current system often forces workers to remain in a job just to hold on to their health insurance. Delinking would promote worker mobility and make it easier for small businesses, which are less likely to offer much in the way of benefits, to compete with big companies more likely to offer a full range of benefits.
Converting the health insurance exclusion to a refundable tax credit would also improve fairness. As with tax deductions, an exclusion benefits those in high tax brackets more than those in lower brackets, as the tax saving is a function of one’s tax rate, whereas a refundable tax credit benefits everyone equally, regardless of income. The MIT economist Jonathan Gruber estimates that five-sixths of the tax savings from the exclusion for health insurance benefits those in the top half of the income distribution.
Lack of fairness is also a key problem with the deduction for medical expenses. It’s of no value to those who don’t itemize their tax returns or who have no federal income tax liability. Therefore the benefits accrue almost exclusively to those with high incomes rather than those with the heaviest burden of unreimbursed medical expenses. According to the Joint Committee on Taxation, 88 percent of the benefits of the medical deduction went to households with incomes over $50,000 in 2009.
PERVERSE EFFECTS
Another concern about the medical deduction is that it may discourage those who can easily afford health insurance from buying it because the federal government will partially share the costs when large medical outlays are necessary. The Harvard law professor Louis Kaplow calls the deduction “an odd sort of free, partial, quasi-compulsory insurance: for no explicit premium (except higher taxes generally), some individuals (those who itemize) receive partial coverage (for losses above a floor) at a level equaling their tax rate (and thus higher for the more wealthy) for qualifying losses (with privately insured losses not qualifying).”
For many years conservative economists argued that having most health care costs paid by insurance companies discouraged individuals from comparing prices for health care expenses and shopping around for the best price, and that this arguably contributed to medical cost inflation. They suggested that if people could set up health care savings accounts to pay routine medical costs they would become more price-sensitive, thereby holding down costs.
Congress established health savings accounts (HSAs) in 2003 in the legislation that established Medicare Part D. Individuals with high deductible health insurance policies are permitted to establish HSAs and deduct the contributions from their taxable income. Qualified health care expenses may be paid from the accounts and are not taxable. Certain types of insurance may also be purchased with funds from HSAs. Withdrawals from them not used for qualified health care expenses are taxable, and also subject to a 20 percent penalty. But after age sixty-five the penalty is waived.
Conservative economists were confident that HSAs would be popular with both individuals and employers, which are permitted to set them up and make contributions for their employees. The Harvard economist Martin Feldstein said they had the potential “to transform health care finances, bringing costs under control and making health care reflect what patients and their doctors really want.” However, in the years since HSAs were established, relatively few businesses and individuals have taken advantage of them. Critics charge that they primarily benefit the healthy and wealthy.
TAX-FREE MEDICARE BENEFITS
An important but seldom noted tax benefit is the tax-free status of Medicare. Insofar as lifetime Medicare benefits exceed lifetime contributions (not including the employer’s share because it is tax-deductible), that constitutes income to individuals and in principle ought to be included in the tax base.
If Medicare contributions were actuarially fair and people paid fully for aggregate Medicare benefits through taxes and premiums, it wouldn’t matter that some people got more benefits than they paid for, as others would get less. That is the nature of a true insurance system. Gains and losses would offset each other, and there would be no net income to Medicare beneficiaries.
However, Medicare taxes and premiums cover only a fraction of benefits, and almost all beneficiaries receive a large net transfer that improves their well-being and is income in every meaningful sense of the term. According to an Urban Institute study, the average person retiring at age sixty-five in 2011 will receive lifetime Medicare benefits that are three times greater than his or her contribution. Men will get back $170,000 in benefits for a lifetime contribution of $60,000. Because of their greater longevity, women will get back $188,000 in benefits.
The tax-free status of Medicare benefits is not part of the law, but based on a 1970 revenue ruling by the IRS. Since Social Security benefits were tax-free, the IRS figured Medicare should be treated symmetrically.
But in 1993 Congress began subjecting some Social Security benefits to taxation. Many legal scholars believe that all benefits should be taxable in the same way that private pensions are taxed. Not only would this raise revenue that could be channeled into the Social Security trust fund to stabilize its finances, but it would improve the fairness of the system by imposing de facto means testing: reducing net benefits for the well-to-do while exempting the poor. It has also been argued that equalizing the tax treatment of Social Security and private pensions would strengthen Social Security politically by solidifying its status as an earned benefit rather than as a government giveaway.
According to the Congressional Research Service, the tax expenditure for Medicare is substantial. In 2012 the revenue loss associated with Part A, which pays for hospitalization, was $36 billion. The tax expenditure for Part B, which covers doctors’ visits, was $25 billion. (Note that Part B premiums are fixed by law to cover only 25 percent of the program’s costs, with the balance coming from general revenues.) And the tax expenditure for Part D, which pays for prescription drugs, is $7 billion. Thus the total revenue loss associated with the nontaxation of Medicare benefits is close to $70 billion.
As noted earlier, it would have been better to reexamine the tax treatment of health care benefits in the context of health care reform. Unfortunately, except for a new 40 percent tax on certain high-cost health plans taking effect in 2018, tax issues were not considered when Congress debated the Affordable Care Act. This was a gross oversight.
REFORM OPTIONS
A variety of proposals have been put forward over the years for limiting and better targeting tax subsidies for health insurance and care. A 2008 Congressional Budget Office report listed these options:
• Reduce the tax exclusion for employment-based health insurance and the health insurance deduction for self-employed individuals.
• Replace the income tax exclusion for employment-based health insurance with a deduction.
• Replace the income and payroll tax exclusion with a refundable credit.
• Allow self-employed workers to deduct health insurance premiums from income that is subject to payroll taxes.
• Expand eligibility for an “above the line” deduction for health insurance premiums.
• Disallow new contributions to health savings accounts.
• Allow health insurance plans with coinsurance of at least 50 percent to qualify for the health savings account tax preference.
• Levy an excise tax on medigap plans.
Obviously this list doesn’t exhaust the available alternatives. Given that tax policy has been blamed for many of the problems in our health care system, Congress should consider revisiting tax provisions related to health care when it considers tax reform.
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Chapter 12
Tax Preferences for Housing
Almost every time tax reform comes up, the question of whether the mortgage interest deduction will be abolished or restricted also comes up. And, just as predictably, homeowners resist and powerful trade associations such as the National Association of Realtors and the National Association of Home Builders lobby Congress to drop the idea, which it does.
It would be easier to just forget about tampering with the mortgage interest deduction, but the problem is that there are good reasons why it is a bad idea. It’s a key area where tax policy could encourage people to change their behavior in ways that would be beneficial both to themselves and to the economy as a whole.
The mortgage interest deduction is one of the largest tax expenditures. If we want to reduce tax rates by broadening the tax base, it becomes much harder to do if the mortgage interest deduction is taken off the table right from the beginning. Moreover giving it a pass means that the next most popular deduction will be much harder to eliminate than it would be if all options were on the table.
Although mortgage interest is the most important tax preference for real estate, there are others as well. The biggest is the deduction for property taxes, but the special tax treatment of capital gains on home sales is also important.
MORTGAGE INTEREST DEDUCTION
The deduction for mortgage interest is undoubtedly the most well-liked preference in the tax code. It saves homeowners a tremendous amount of taxes, and that tax saving is capitalized in home values. Thus even if homeowners might pay less tax in a reform that scaled back the mortgage interest deduction, they would probably still oppose it if they thought it would reduce the value of their principal asset. And because the mortgage interest deduction is such a large one for most homeowners, it generally pushes deductions above the threshold of the standard deduction and thus allows homeowners to itemize other deductions that they might not otherwise be able to take advantage of.
Contrary to popular belief, the mortgage interest deduction was not created to encourage homeownership. When the income tax was created in 1913, it allowed a deduction for all interest paid for whatever reason. In those days people tended to pay cash when they bought a house, and consumer borrowing was far less prevalent than it is today. Congress reasoned that most interest paid was for business purposes and thus a legitimate business expense.
From the beginning there have been two major criticisms of the mortgage interest deduction. The first is that it primarily benefits the well-to-do. They are more likely to own a home rather than rent and are also more likely to be in a high tax bracket. Thus someone in the 35 percent bracket saves 35 cents in taxes for every $1 of mortgage interest paid, but someone in the 15 percent bracket saves only 15 cents for every $1 of mortgage interest paid. Therefore it is not surprising that the bulk of mortgage interest is paid by those with incomes above $50,000 per year (see Table 12.1).
Table 12.1 Distribution of the Mortgage Interest Deduction, 2009
Source: Joint Committee on Taxation.
A second criticism is that the mortgage interest deduction is unfair to those who rent, since rental payments are nondeductible. The mortgage interest deduction was undoubtedly a major factor in the decline of rental housing after World War II and the vast migration of the middle class out of the cities into suburbs, where homeownership predominates. The rise in taxes during World War II, which increased the percentage of people paying income taxes ten times, was also an important factor because many more people needed tax preferences available to the middle class.
EXCESSIVE HOMEOWNERSHIP
Another concern economists have expressed is that by encouraging excessive homeownership, the mortgage interest deduction may have discouraged people from investing in bonds and common stock, which would provide capital to industry that would increase economic growth, productivity, and wages. Instead people have tended to put far too much of their saving into illiquid housing, where it earned a low return and made them vulnerable to downturns in the housing market. According to the Federal Reserve, between 2006 and 2010 the downturn in housing prices wiped out more than $6 trillion in homeowner wealth and saving.
Many economists believe that the decline in real estate wealth was at the core of the Great Recession. The easy availability of second mortgages and home equity loans in recent years encouraged homeowners to tap their real estate wealth for consumption. Estimates suggest that homeowners spend about $5 for every $100 increase in their financial wealth, but as much as $9 for every $100 increase in housing wealth because they view it as more stable. Thus the loss of $6 trillion in such wealth probably pulled $500 billion per year in spending out of the economy and accounted for much of the severity of the downturn.
Economists also note that unemployment was exacerbated by the fact that many of the unemployed could not move to where jobs were available because they could not sell their home for a price that would cover their mortgage. Even in times when unemployment was less of a problem and the housing market was more robust, the difficulty of selling homes created immobility in the labor market, which made it harder for employers to find workers and workers to find jobs.
Despite these problems, however, Americans are devoted to homeownership and disinclined to support measures that would make it more expensive or reduce the value of their largest asset. An April 2011 Gallup poll is typical. It found that 61 percent of people oppose eliminating the mortgage interest deduction even if tax rates are reduced simultaneously. Only 31 percent of people were in favor. Not surprisingly, the former percentage approximately equals the homeownership rate.
As noted earlier, a key and not unreasonable concern homeowners have is that withdrawal of the mortgage interest deduction would cause home prices to fall. In 1995, when there was a brief boomlet for the flat tax, which would eliminate all personal deductions in the tax code, the Realtors Association contracted with the prominent economic consulting firm DRI/McGraw-Hill to calculate the impact on home prices. It concluded that the flat tax would cause a 15 percent drop. Although some economists raised serious questions about the methodology of the study and thought the impact on home prices was overstated, whatever support there was for the flat tax evaporated.
One point worth keeping in mind should this issue come up again is that whatever negative effect there may be on home prices would be a one-time-only effect. Once mortgage deductibility was gone and home prices were adjusted, the prices would rise at the same rate they would have risen otherwise.
We know this because many other countries, such as Australia, Canada, Germany, Israel, and Japan, do not allow mortgage interest to be deducted, have homeownership rates comparable to or even greater than those in the United States, and in many cases have seen historical home appreciation even greater than that in the United States. Great Britain abolished the deduction for mortgage interest in April 2000, yet housing prices rose more over the next decade than they did in the United States despite predictions to the contrary.
Of course, there are options for scaling back the mortgage interest deduction short of complete abolition. The United States capped the amount of a mortgage on which interest could be deducted at $1 million in 1987 (principal and secondary residences combined). That amount could be further reduced. In 1993 Finland changed its law so that all taxpayers deducted mortgage interest at the same rate, thus reducing the advantage that high-income homeowners had relative to those with lower incomes. A number of economists have suggested limiting the deduction for mortgage interest to a certain percentage of income or converting the deduction into a tax credit as a way of limiting it and improving fairness.
PROPERTY TAXES AND CAPITAL GAINS
Although the mortgage interest deduction is the best-known tax preference to benefit housing, it is not the only one. Another is the deductibility of property taxes, which renters pay implicitly through their rent but cannot deduct. As with the mortgage interest deduction, the benefits of property tax deductibility go primarily to the wealthy. In 2007, 70 percent of the value of the property tax deduction went to those with incomes above $100,000. Keep in mind that even if interest can’t be deducted above a $1 million mortgage, property taxes are deductible no matter how expensive a home is.
As with mortgage interest, the deductibility of property taxes dates back to the original income tax in 1913 and was based on the theory that all taxes should be deductible. But in the years since, Congress has gradually taken away the deduction for many taxes. Most recently the Tax Reform Act of 1986 eliminated the deduction for state and local sales taxes. (Limited deductibility was restored in 2004 for people living in states with no income taxes.) The deductibility of property taxes is also subject to a phaseout for those with high incomes.
Additionally, capital gains on sales of owner-occupied residences receive special tax treatment. Beginning in 1951 it was possible to defer taxes on capital gains as long as the seller bought a new home of equal or greater value within a certain time period. This often imposed a severe burden on those forced to sell a home because of a divorce or job transfer, and on those moving from parts of the country where home prices are high to those where they are lower. I know someone who had gold fixtures installed in his bathroom in order to raise the price of a house he bought to be able to roll over the capital gain. (Improvements to a newly purchased home went into the purchase price for tax purposes.)
Beginning in the 1960s Congress created special rules for the elderly. Eventually those over age fifty-five were permitted a one-time exclusion of up to $125,000 in gains on home sales. In 1997 Congress decided that all taxpayers should benefit, and the law was changed to allow homeowners to realize up to $250,000 in capital gains on owner-occupied residences every two years tax-free ($500,000 for couples filing jointly). Research shows that home price appreciation from that date was much greater for homes below the $500,000 threshold. Some economists blame this provision for fueling the housing bubble in the 2000s.
A first-time home buyer tax credit was enacted in 2008 as a temporary measure to stimulate home purchases. Despite a lack of evidence that it accomplished much and a lot of evidence that people claimed the credit improperly, Congress renewed it twice. Although there was pressure to continue the credit, it was allowed to expire in early 2010.
Having spent a number of years in the 1990s advocating abolition of the mortgage interest deduction as part of a flat-tax reform that would eliminate all deductions, I know how devoted people are to that particular deduction and how difficult it will be to restrict it. Nevertheless there is a case for doing so because mortgage interest is the second largest tax expenditure, reducing federal revenues by almost $100 billion in 2012 alone.
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Chapter 13
How Federal Taxes Affect the States
Discussions of tax reform tend to ignore the impact on state and local governments because they have their own tax systems. But state and federal taxes are intertwined, and tax changes at the federal level ripple throughout the states. A key reason is that the states follow the federal tax base, federal definitions of income, and so on to a large extent. Most states use the same tax base as the IRS does, with state tax rates applying to the income reported on federal 1040 forms. The states also depend on IRS enforcement, as the IRS notifies states when it uncovers a tax problem with one of their residents. Moreover there are certain federal tax provisions that affect state and local governments directly, in particular the deduction for state and local income and property taxes and the exclusion of interest on state and local government bonds. Since these are major targets for tax reformers, states and localities have a large stake in federal tax reform.
State and local income and property taxes paid have been fully deductible since the beginning of the modern income tax in 1913. Deductibility of state sales taxes was abolished in 1986, but in 2004 it was restored for those who live in states without an income tax, such as Texas and Florida. Likewise the exclusion of interest on state and local government bonds has existed for as long as there has been a federal income tax. In 2012 the Treasury Department estimated that the deduction for state and local taxes reduced federal revenues by $49 billion, and the exclusion for interest on state and local government bonds reduced federal revenues by $37 billion.
EFFECTS OF THE TAXES PAID DEDUCTION
Critics of the deduction for state and local taxes often focus on the idea that it causes such taxes to be higher than they would be in the absence of deductibility. Assuming that there is a political and economic limit to taxation by state and local governments, deductibility allows them to tax more than they would otherwise be able to do.
Consider those in the 25 percent tax bracket who itemize their returns. If they pay $1,000 in state income taxes, their true burden is only $750 because they will save $250 in federal income taxes as a result of deductibility. Similarly federal deductibility reduces the progressivity of state income tax rates. At present the highest state income tax rate is 11 percent, in both Hawaii and Oregon. Since the top federal income tax rate is 35 percent, the effective top state tax rate is 35 percent less. That makes the effective top rate a little over 7 percent in both states.
It’s hard to prove how much higher state taxes are because of federal deductibility, but there’s no question that they are higher. Indeed economists have long recommended that states impose higher and more graduated tax rates precisely because a good part of the burden is in effect shifted to the federal government. This was especially so in the 1970s, when the top federal income tax rate was 70 percent. State taxpayers received a de facto 70 percent subsidy on their deductible state and local taxes. In an article published in 1972 the Federal Reserve Bank of Boston economist Edward Moscovitch explained why states with flat-rate income taxes would benefit from switching to graduated rates:
A graduated tax allows the state to shift a large part of the tax burden onto the federal government. Since all major state and local taxes are deductible for federal income-tax purposes, the federal government in effect bears part of the burden of state taxes. By shifting state taxes onto those taxpayers in the highest federal tax brackets, the adoption of graduated rates increases the total amount of federal tax savings, and thereby reduces the total burden of a state income-tax. In effect, adoption of graduated rates offers an opportunity for the state to participate in a form of state-initiated revenue-sharing.
As with all deductions, the value increases the higher one’s income tax bracket is. Consequently the bulk of the tax savings from the deduction for state and local taxes accrues to the wealthy. According to the Joint Committee on Taxation, just 2.5 percent of the aggregate tax savings from this deduction in 2009 went to those with incomes below $50,000, and 16 percent went to those with incomes between $50,000 and $100,000. The rest, 81 percent of the aggregate tax savings, went to those with incomes above $100,000, with 60 percent of these benefits going to those with incomes above $200,000.
EFFECTS ON STATE SPENDING
Another concern raised by economists is that the deduction for state and local taxes encourages state and local governments to take on responsibilities that could be better handled by the private sector. Trash collection is a good example. If a private company picks up your trash, you can’t deduct the fee, but if your town picks it up and includes the cost in your property taxes, it is deductible. Not only does this system discourage governments from privatizing services, but it also discourages them from charging fees for such services because only taxes are deductible, not fees, even if paid to a state or local government.
Low-tax states also assert that the deduction for state and local taxes constitutes a de facto subsidy from them to high-tax states. According to this argument, since taxpayers in low-tax states get less benefit from deductibility and because it reduces overall federal revenues that must be collected in other ways, they pay higher federal taxes than would be the case if high-tax states didn’t receive a tax subsidy from the federal government.
For these reasons, tax reformers have long targeted the deduction for state and local taxes for elimination. The first major effort to do so was in 1984, when the Treasury Department recommended it in a report to President Reagan. Treasury said that the deduction was unnecessary as a matter of principle. Its major justification, it said, was to prevent the combined state and federal tax rate from exceeding 100 percent during the era when the top federal tax rate was 90 percent or more. In 1984, however, the top rate was 50 percent; today the top federal income rate is just 35 percent. Therefore the rationale that a deduction for state and local taxes is necessary to prevent confiscatory taxation is no longer valid.
Treasury was also concerned that people could shift private consumption spending onto government by, for example, having local governments establish municipal swimming pools, tennis courts, golf courses, and other means of entertainment unconnected to the essential nature of government. And despite laws in most states that try to equalize per pupil education spending, it’s obvious that those in wealthy communities have better schools than those in central cities and poor areas. Wealthy people, who could afford private tuition for their children, save that expense because they are able to send their children to public schools paid for with deductible taxes. As the Treasury report explained:
Expenditures by state and local governments provide benefits primarily for residents of the taxing jurisdiction. To the extent that state and local taxes merely reflect the benefits of services provided to taxpayers, there is no more reason for a federal subsidy for spending by state and local governments than for private spending. . . . It would be better—fairer, simpler, and more neutral—to have lower federal tax rates and have state and local government services—like private purchases—funded from after-tax dollars.
The proposal never went anywhere due to intense opposition from high-tax states. Governor Mario Cuomo of New York, in particular, aggressively fought the idea of abolishing or even limiting the deduction for state and local taxes. Whenever the idea has come up, politicians from New York have always been in the forefront of opposition. In 1996, for example, Mayor Rudolph Giuliani of New York City was critical of Republican presidential aspirant Steve Forbes’s support for the flat tax because it would eliminate the deduction for state and local taxes along with all other deductions. When President George W. Bush appointed a tax reform commission in 2005, it recommended abolition of the deduction for state and local taxes. Not surprisingly, Sen. Charles Schumer of New York was the strongest critic. The proposal went nowhere.
ALTERNATIVE MINIMUM TAX UNDERMINES DEDUCTION
Despite the strong political support for the deduction for state and local taxes, it has nevertheless been substantially eroded by two provisions of the tax code. First is the Alternative Minimum Tax (AMT). Second is a provision popularly known as “Pease,” after the congressman who was its author, which phased out personal exemptions for those with high incomes. Although repealed temporarily, Pease will come back in 2013 without congressional action.
The AMT was established in 1969 to prevent wealthy people from eliminating their income tax liability through aggressive use of legal tax preferences. It’s been revised several times since. The way it works now, people have to calculate their federal income taxes twice: first under the regular income tax and again under an alternative tax system. In this alternative tax system, they lose some important income adjustments, such as the personal exemption and the deduction for state and local taxes. There are two tax rates for the AMT: 26 percent on the first $175,000 and 28 percent on the rest, plus a large exemption. People pay whichever system yields a higher tax payment. In 2009, 4 million taxpayers paid $32 billion more in taxes because of the AMT.
Thus we see that taxpayers covered by the AMT already lose the value of the deduction for state and local taxes. And those losing the deduction tend to live in high-tax states like New York. That’s why the AMT is often called a tax on the so-called blue states that tend to be controlled by Democrats and have high taxes.
Under Pease, the value of all itemized deductions was phased out for those with high incomes. In 1991 the threshold was established at $100,000 of adjusted gross income for joint filers and $50,000 for singles, indexed for inflation. Above those income levels, taxpayers lost 3 percent of their itemized deductions, including the deduction for state and local taxes. However, the provision was capped so that no taxpayers lost more than 80 percent of their itemized deductions.
TAX-EXEMPT BONDS
The tax exclusion for interest on state and local government bonds is another way that federal tax law affects state and local governments. Economists generally view this exclusion as a subsidy from the federal government to state and local governments, which are able to sell bonds at interest rates well below equivalent taxable bonds. Economists assume that the difference between the taxable bond rate and the rate on tax-exempt bonds approximately equals the average marginal tax rate. Movements in the spread, therefore, tell us what is the market’s perception of changes in implicit marginal tax rates.
For many years economists and tax theorists have argued that the exemption for interest on state and local government bonds should be abolished. By subsidizing only one aspect of state and local government budgets, the exemption is inefficient and leads to overbuilding and misuse of the tax exclusion for projects such as sports stadiums that seldom justify their cost. Historically a key reason such arguments were rejected is that it was thought that the constitutional principle of federalism required a tax exemption for state and local government bonds. However, in the case of South Carolina v. Baker (1988), the Supreme Court rejected this argument. Consequently there would be no constitutional barrier to eliminating or scaling back the tax exemption for state and local government bonds.
State and local governments will resist any federal tax change that affects them negatively. However, it may be possible to mitigate the affects through some sort of on-budget program such as revenue sharing that would hold them harmless while cleaning up the tax code and eliminating distortions that may impose economic costs on society. Since many taxpayers already lose many of the tax benefits related to state and local government taxation through the AMT and other federal tax provisions, they may be less resistant to losing the deduction for state and local government taxes than politicians think, if they get something worthwhile in return.
It has been argued that the strong incentive for states to conform to the federal tax base, the nondeductibility of fees for government services, and various laws and court decisions restricting state taxing authority have imposed on states tax systems that tend to make their revenues highly volatile. Revenues rise in cyclical upswings—a situation that encourages tax cuts and new spending programs—and crash in economic downturns. Hard balanced budget requirements forced states to cut spending and raise taxes during the economic downturn that began in 2007. Many economists believe that this fiscal contraction was so pronounced in the aggregate that it lengthened and deepened the downturn despite an increase in state aid in the 2009 Recovery Act. To the extent that tax reform encouraged states to adopt more stable revenue sources it would be beneficial.
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Chapter 14
The Problem of Charitable Contributions
The deduction for charitable contributions is a large tax expenditure. Its size is a bit confusing because the Treasury Department lists it separately under three different categories: those for education, those for health care, and all others. The total revenue loss was $53 billion in 2012. It will undoubtedly be an issue in tax reform if only because the incentive to make charitable contributions is to a large extent a function of one’s marginal tax rate: those in the top bracket save 35 cents for every $1 they contribute. If the top rate is reduced, therefore, the tax saving for every $1 contributed will necessarily fall. Every time tax reform comes up, the large and politically powerful nonprofit sector issues warnings about the effect on contributions.
Another perennial issue is fairness. A vast amount of charitable contributions cannot be deducted because they are made by those who do not itemize and take the standard deduction instead. Most of the money thrown into the collection plate each week is probably never deducted on tax returns. In 2009, 55 percent of the tax saving from the charitable contributions deduction went to those making more than $200,000; another 26 percent went to those making between $100,000 and $200,000. Less than 5 percent went to those making less than $50,000 (see Table 14.1).
Table 14.1 Taxpayers Who Itemized, 2010
Source: Tax Policy Center.
PRIORITIES OF THE WEALTHY OVERREPRESENTED
Because the incentives for giving are so much greater for the wealthy, the priorities of the wealthy tend to be overrepresented among nonprofit institutions. According to surveys, 66 percent of contributions by those with incomes below $100,000 goes to religious institutions; only 7 percent goes to organizations focusing on health, education, or the arts. By contrast, among those with incomes over $1 million, 66 percent of contributions goes to health, education, or the arts; only 17 percent goes to religious organizations.
And because the tax code permits a full deduction for the fair market value of assets contributed to charity, this system also tends to primarily benefit the well-to-do. Consider a rich woman who bought some stock for $10 that is now worth $100. If she sold the stock and realized a capital gain, she would pay $13.50 in taxes (15 percent of $90). Donating the balance to charity would save $30 in taxes (35 percent of $85). When the capital gains tax is subtracted, she saves $17 in taxes on net. But if she donates the stock without first selling it, she can deduct the full $100 and save $35 in taxes—twice the tax saving. Since those with modest incomes are less likely to be able to donate appreciated property to charity, they don’t benefit from this tax provision to the same extent.
Of course, the tax saving for the rich is potentially even greater in the case of assets such as art or real estate for which it may not be possible to calculate the true market value without a sale. It’s easy enough to find some expert who will say that a painting is worth $1 million—saving the donor as much as $350,000 in taxes—when its market value may be a fraction of the assessed value. And it’s in the interest of recipients to assist in exaggerating the value of such contributions to facilitate gift-giving.
THEORETICAL JUSTIFICATION
The justification for the charitable contributions deduction has been a continuing issue of debate among tax theorists. While the First Amendment provides solid ground for it in the case of gifts to religious institutions, allowing a deduction for donations to art museums or public television is much more problematic. Some theorists argue that such contributions are just a form of consumption from which the giver benefits in various ways, such as having his or her name prominently displayed on a building or exhibition.
In other cases, deductible contributions to think tanks and related organizations are substitutes for nondeductible political contributions. I once talked to a wealthy contributor to a think tank where I was working. I was curious about the extent to which our tax-exempt status affected his giving. He said it had no impact at all. He said that he had a certain budget for political and public policy giving, and contributions to political candidates, think tanks, and similar organizations were lumped together in that budget, with no distinction between those that were tax-exempt and those that weren’t.
I was shocked by this revelation. There isn’t any way a think tank can compete with a political party in promising legislative action on some policy question. Theoretically think tanks aren’t even supposed to endorse legislation, although all of them do. They meet the letter of the law by adding a disclaimer at the end of their reports saying that nothing in the report should be taken as an effort to affect the passage of legislation.
To the extent that rich people saw contributions to candidates and political parties, on the one hand, and those to think tanks, on the other, as fungible, it would put inexorable pressure on the latter to produce immediate political results on the contributor’s agenda. Think tanks have responded by setting up sister organizations for which contributions are not tax deductible but which are permitted to be openly partisan, endorsing candidates, running advertisements, making campaign contributions, and so on.
For example, in 2010 the conservative Heritage Foundation, which is tax exempt under section 501(c)(3) of the tax code, set up a parallel organization called Heritage Action for America, which is not tax exempt and is organized under section 501(c)(4) of the tax code. This reorganization permits Heritage to be more active politically on the issues of concern to its contributors without jeopardizing its tax-exempt status. Conversely, many political groups and trade associations have 501(c)(3) affiliates for those that need tax-exempt status to receive funds from a foundation, an estate, or someone in need of the tax deduction.
THINK TANK CORRUPTION
It’s hard to know to what extent this trend has corrupted the original idea of the think tank as an academic institution not unlike a university department that simply doesn’t hold classes. Instead think tanks view members of Congress, administration officials, and the media as their students, so to speak. Unfortunately the pressure to deliver immediate political results has corrupted this ideal. It is not uncommon these days for Washington think tanks to fire analysts for partisan reasons unrelated to the quality of their work, and research that runs afoul of a think tank’s political agenda has disappeared down the memory hole. This practice would be a scandal in academia, but is considered standard practice among think tanks.
Many think tanks now pay their leaders salaries equivalent to those earned by the CEOs of major corporations, who occupy most of the positions on think tank boards, and they are inclined to view their president as a peer who should be paid equivalently. Academics, who used to be common on think tank boards, have almost entirely disappeared from them. In my observation, they had an “annoying” tendency to view a think tank’s success more by the quality of its work than by the growth of its contributions. As long as its contributions continue to rise, a think tank considers itself successful even if its agenda goes nowhere, the major media ignore its work, and its research fails to pass a basic test of competence in the academic sphere.
REFORM OPTIONS
A number of reforms have been suggested over the years for improving the operation and effectiveness of the nonprofit sector, as well as the fairness of the deduction for charitable contributions. Here are a few.
CHANGE THE DEDUCTION TO A CREDIT. Instead of making the tax saving a function of one’s marginal tax rate, so that savings are greater for those with high incomes, allow a tax credit of, say, 15 percent of a contribution. That way the tax saving would be the same for everyone. Nonprofit organizations would be less intent on currying favor with the well-to-do, and those addressing the concerns of average people would benefit. We would probably see less money go to art museums and more to groups such as the Salvation Army that aid those in need.
ALLOW ONLY DEDUCTIONS ABOVE A FLOOR. Another idea would be to limit the deduction for charitable contributions that exceed 2 percent of adjusted gross income. The idea is to reward marginal contributions rather than those that would be made anyway. While it would reduce contributions somewhat, it would raise tax revenue that could perhaps be better targeted in some other way.
ALLOW A DEDUCTION FOR NONITEMIZERS. As noted earlier, those taking the standard deduction cannot deduct charitable contributions. Allowing them to do so would increase charitable contributions, but also reduce tax revenue, increase tax complexity, and open the door to allowing the deductibility of other expenses that the standard deduction is in lieu of. Permitting a deduction for nonitemizers above a floor, however, would prevent rewarding people for something they would do anyway, and this would increase contributions while limiting the loss of revenue.
LIMIT THE DEDUCTIBILITY OF CHARITABLE CONTRIBUTIONS TO INSTITUTIONS GENUINELY ENGAGED IN PUBLIC SERVICE. The test for becoming a 501(c)(3) organization is rather loose, and few organizations are ever audited. Far too many devote excessive resources to fundraising and little to programs. There ought to be some reasonable test of effectiveness that can weed out groups with impressive-sounding names but nonexistent accomplishments.
TAX THE INVESTMENT INCOME OF CHARITIES. The Harvard law professor Daniel Halperin argues that even if a deduction for charitable contributions is justified, it doesn’t follow that the investment income of charities should be tax-free. He believes that this tax treatment is an unjustified subsidy. In recent years some policymakers have questioned the propensity of some colleges to accumulate vast endowments that compound tax-free without offering any apparent benefits to students.
RESTRICT THE BUSINESS ACTIVITIES OF NONPROFITS. More and more nonprofits engage in business activities that directly compete with commercial businesses. Nonprofit credit unions compete with banks, electrical and telephone cooperatives compete with public utilities, nonprofit hospitals compete with for-profit hospitals, and so on. Among nonprofits providing private goods and services, three-quarters of their revenue derives from such provision. Many commercial businesses complain that they are suffering from unfair competition.
Some scholars suggest getting rid of the charitable contributions deduction altogether. Many countries do not allow such a deduction and don’t appear to suffer as a result. These include Austria, Finland, Ireland, Italy, Sweden, and Switzerland. Some scholars argue that the efficiency of nonprofits would increase if they weren’t given a tax subsidy and that it is inherently unfair for taxpayers to subsidize the giving of others just because the recipient has 501(c)(3) status.
If I give a poor person $10 to buy some food, I get no deduction. My donation must be channeled through a tax-exempt organization that provides food to the poor. This discourages spontaneous relief efforts and the creation of commercial enterprises that might be more effective at improving the lot of the poor.
Although it is unlikely that Congress will ever abolish the charitable contributions deduction, it can be improved in terms of fairness and efficiency in ways that wouldn’t increase the revenue cost. The debate on tax reform should examine charitable giving.
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Chapter 15
The Problem of Taxing Capital Gains
Capital gains have long presented special problems for tax policy. The key quandary is that capital gains are not taxed until an asset is sold and the gain is realized. Thus the taxpayer decides if, when, and how to be taxed. Another is that unrealized capital gains held until death never pay the capital gains tax. When heirs sell assets, they are taxed as if the assets were purchased on the day they were inherited insofar as the capital gains tax is concerned. The third major problem is that capital gains are not indexed for inflation. Research shows that a substantial portion of realized gains represent only inflation, but are taxed as if they were real.
ARE CAPITAL GAINS INCOME?
When Congress created the modern income tax in 1913, there were a great many tax issues not thought through or not addressed legislatively. Among these was the taxation of capital gains. When the Civil War income tax was in effect, capital gains were taxed like any other form of income. But after the war, in the case of Gray v. Darlington (1872), the Supreme Court ruled that because capital gains might represent income earned over many years, taxing capital gains as if all the income had been earned in the year in which gains were realized was unconstitutional.
The decision had no practical effect, as the Civil War income tax was allowed to lapse the same year the case was decided. But when the income tax was revived in 1913, many commentators assumed that the ruling in Darlington would hold. The Internal Revenue Service, however, ignored it and taxed capital gains as ordinary income. This led to a number of confusing court decisions.
Economists at the time generally supported the idea that capital gains were not a form of income independent from the income generated by capital: interest, rent, and dividends. If the income from capital was taxed, taxing capital gains as well was in effect a double tax on the same income. Economists noted that this was the long-standing view in Britain, where capital gains were tax-free except for professional traders.
The analogy, one often heard at the time, was that capital is like a fruit-bearing tree. Income is like the annual fruit harvest. To the extent that the tree grew larger and could produce more fruit, this growth represented a capital gain. But the additional fruit resulting from the growth would also raise income. Therefore taxing both the fruit and the growth of the tree was a double tax that would diminish the tree’s productive capacity and reduce fruit production.
In the case of Merchants Loan and Trust Co. v. Smietanka (1921), the Supreme Court overruled itself and decided that capital gains were indeed taxable. Commentators have speculated that the Court might have ruled otherwise if the government hadn’t been under such intense pressure to raise revenue wherever it could be found, to meet the fiscal demands of World War I.
With the capital gains question having been resolved as a constitutional matter, Congress was left to decide how capital gains should be taxed. Historically the factor that has been of primary concern is revenue and the extreme sensitivity of capital gains tax receipts to changes in the tax rate, the holding period, and the treatment of capital losses. Considerations of fairness and the impact on economic growth have tended to be secondary, although they are often invoked by politicians seeking to change the taxation of capital gains.
TAX HISTORY
It is difficult to summarize the historical tax treatment of capital gains. A recent effort by the Joint Committee on Taxation required a five-page table to do so, and a 2006 report by the Congressional Research Service found at least twenty major legislative acts affecting capital gains since 1913. The important thing to know is that except for a couple of brief periods, long-term capital gains have been taxed at preferential rates well below the tax rate on ordinary income. This differential was especially important during periods when the top statutory income tax rate was particularly high. During the 1940s and 1950s, when the top income tax rate was over 90 percent, there was an alternative rate of just 25 percent on long-term capital gains.
Normally assets needed to be held six months to get long-term treatment; short-term gains were taxed as ordinary income. The purpose of the holding period, apparently, was to suppress the volatility of stock prices.
In the early years of the income tax, capital gains were taxed as ordinary income, but capital losses were fully deductible against ordinary income. As a consequence the government suffered a net loss of revenue. In 1921 Congress instituted the first preference for capital gains, taxing them at a rate of just 12.5 percent. But since losses were still deductible against ordinary income, which could be taxed at rates as high as 73 percent, little net revenue was raised. If gains had not been taxed at all there would have been no reason to allow losses to be deductible. The government would have gained revenue.
Congress enacted a limit on the deductibility of losses against ordinary income of $1,000 in 1942. Since 1978 taxpayers have been allowed to deduct only $3,000 of capital losses against ordinary income. (Realized capital losses are deductible against realized gains.) Economists believe that this is a severe impediment to risk-taking. In effect, the government gets a share of all realized gains, but does not share when there are losses. Had deductible losses kept pace with inflation since 1978, taxpayers would be able to deduct more than $10,000 against ordinary income today.
An even bigger problem, insofar as inflation affects capital gains, is that the taxes apply to those gains that simply represent inflation as well as those that are real. In principle, taxation should apply only to real gains. During periods of high inflation, it is not uncommon for the capital gains tax to exceed 100 percent of real gains, thus imposing a confiscatory burden on investors that impedes capital formation.
Over the years a number of proposals have been made to index capital gains so that taxes would apply only to real gains. Unfortunately there are serious administrative problems with doing so, such as determining what measure of inflation is appropriate and indexing losses so that they can be used to offset gains appropriately. Although these problems are not insurmountable, indexing capital gains would add enormous complexity to an already complex tax system. Historically Congress has felt that excluding a portion of gains from taxation or taxing capital gains at a lower rate is a better way to deal with the problem of inflation.
REVENUE CONSIDERATIONS DOMINATE
In recent years revenue considerations have dominated the capital gains debate. The Tax Reform Act of 1969 raised the maximum tax rate on long-term capital gains from 25 percent to 35 percent, phased in over three years. Subsequently, realized gains and capital gains revenues fell, rather than rising as expected. Revenues fell from $5.9 billion in 1968 to $3.2 billion in 1970. Some of this was just a timing effect—people realized gains they planned to realize later—and some was due to the recession. But nominal revenues didn’t get back to their 1968 level until 1976, with inflation being the principal factor. In real terms they were still below their 1968 level. Aggregate gains fell from almost 4 percent of GDP in 1968 to just 1.9 percent in 1975.
In the late 1970s a number of economists, especially Martin Feldstein of Harvard, argued that a high capital gains tax combined with inflation created a powerful lock-in effect. People held on to their assets or borrowed against them rather than selling them. This tendency both deprived the government of revenue and created economic inefficiency. Old and underperforming assets were protected from market forces, while new business start-ups and those with more growth potential were deprived of capital. Feldstein argued that a cut in the capital gains tax rate would pay for itself by increasing realizations.
The Feldstein argument was so powerful that a Democratic Congress enacted a reduction in the long-term capital gains rate to 28 percent in 1978. Although Treasury Secretary Michael Blumenthal objected to this legislation, President Carter signed it into law. A 1985 study by the Treasury Department concluded that the rate cut did raise revenue initially, but probably not in the longer run. Aggregate capital gains realizations rose from 2.2 percent of GDP in 1978 to 2.9 percent in 1979 before falling to 2.7 percent in 1980 and 2.6 percent in 1981.
At that time the effective capital gains tax was reduced by allowing taxpayers to exclude 60 percent of gains from taxation, with ordinary income tax rates applying to the balance. Thus on a $100 gain, only $40 would be taxed. With the top income tax rate being 70 percent, a 60 percent exclusion therefore yielded a maximum effective capital gains rate of 28 percent (70 percent of 40 percent). Consequently when Congress reduced the top income tax rate to 50 percent in 1981, this automatically reduced the top capital gains rate to 20 percent. Realized capital gains rose from 2.6 percent of GDP in 1981 to 4.1 percent of GDP in 1985. Capital gains revenues went from $12.8 billion in 1981 to $26.5 billion in 1985 despite the lower rate.
CAPITAL GAINS AS REGULAR INCOME
In 1986 Congress and the Reagan administration agreed to a reform that reduced the top income tax rate to just 28 percent. Liberals insisted that the preference for capital gains be eliminated as a matter of fairness. They have long objected to the special treatment of capital gains as an unjustified tax loophole. Reagan reasoned that raising the maximum capital gains rate to what it was after the 1978 legislation was a reasonable price to pay for getting the top rate on all income down to its lowest level since the 1920s.
There was a burst of capital gains realizations before the rate went up. Aggregate realizations jumped to 7.35 percent of GDP in 1986 and revenues doubled to $53 billion from the year before. But revenues and realizations fell sharply thereafter. Realizations fell steadily to 1.9 percent of GDP in 1991 and revenues dropped to $25 billion. The George H. W. Bush administration pushed hard for a cut in the capital gains rate to stimulate investment and growth, and argued that it would pay for itself in terms of increased capital gains realizations. The Democratic Congress would not go along.
After Republicans gained control of Congress in 1994, they succeeded in getting President Clinton to agree to a cut in the maximum capital gains rate to 20 percent in 1997. Revenues rose from $66 billion in 1996 to $127 billion in 2000. Realizations as a share of GDP rose from 3.3 percent to 6.5 percent. Of course, the tech bubble of the late 1990s contributed heavily to the rise in realizations and revenues, but the capital gains tax cut undoubtedly helped fuel the boom by making it easier for tech companies to raise capital.
In 2003 George W. Bush and a Republican Congress reduced the maximum capital gains rate to 15 percent, primarily as an economic stimulus measure. The stimulus was undermined, however, since this provision was in effect only temporarily due to congressional budget rules. It expired at the end of 2010. President Obama had proposed raising the maximum capital gains rate to 20 percent as a deficit reduction measure, but in December 2010 agreed to a two-year extension of the 15 percent rate. It will expire again at the end of 2012. Economists agree that temporary tax changes are less effective at modifying behavior than permanent ones.
While there is no question that changes in the capital gains tax rate can affect realizations and revenues, its impact on economic growth is ambiguous. A 2009 report by the Congressional Research Service found little evidence that the cut in the capital gains rate raised saving or investment. Consequently there is little reason to believe that it has increased economic growth. Supporters of a lower capital gains rate, however, point to its impact on the composition of investment and on innovation and risk-taking, factors difficult to quantify but potentially important.
In the debate on tax reform, the treatment of capital gains will be a major issue. Conservatives will insist that the tax rate not be raised lest it devastate the economy. Liberals will emphasize the highly unequal distribution of capital gains. A lower rate on capital gains benefits the wealthy almost exclusively, as Table 15.1 illustrates.
Table 15.1 Distribution of Capital Gains by Income, 2006
Source: Tax Policy Center.
Conservatives will respond that poor people do not create jobs and that many of those benefiting from the capital gains preference are entrepreneurs who start businesses or finance new start-ups. They will also argue that many of those with high incomes may have been in that group for only a single year, when they sold a farm or business and realized a large capital gain that may have represented a lifetime of small, unrealized annual gains.
REFORM OPTIONS
As noted earlier, the treatment of tax losses probably has more impact on entrepreneurship and risk-taking than does the capital gains rate. In principle, investors should be able to deduct all losses against ordinary income, but Congress is unlikely to ever enact such a proposal, as it would reduce tax revenues sharply. Investors would sell primarily assets that had fallen in value and realize their losses, which would reduce their taxable income. Meanwhile they would hold on to assets that had risen in value, which would be tax-free until realized. The only way a full loss offset would be feasible is if Congress moved toward taxing unrealized gains annually, a move that some tax theorists favor. But politically there is zero chance that this change will ever happen.
Since a lower capital gains rate is to a large extent compensation for the failure to index capital gains for inflation, one possible trade-off might be to raise the capital gains rate but apply the tax only to real gains.
Another issue that comes up with the capital gains tax is that most gains are reinvested, making it more of a transactions tax than one on income. If gains are rolled over into another investment, the thinking goes, taxpayers should be permitted to delay paying a tax on any gain. Again, this might be a reasonable trade-off for raising the rate.
A related problem that Congress may wish to address is the tax treatment of mutual funds. When fund managers realize capital gains or losses, these pass through to the fund’s investors. Thus someone who never sold his or her mutual fund shares may nevertheless be forced to report gains and pay taxes on them. A number of proposals have been put forward over the years to allow mutual fund investors to defer taxes until they sell their shares.
Should Congress consider reform of capital gains taxes it will certainly visit the issue of hedge funds, a type of private equity investment limited to the wealthy that has more risk and reward potential than mutual funds. At present, hedge fund managers are taxed on their profits, often called “carried interest,” at the capital gains tax rate of 15 percent. But many people argue that such profits are management fees that ought to be taxed as ordinary income at rates as high as 35 percent. The argument is complicated, but as a matter of politics and fairness, the current policy appears untenable.
It would be desirable in principle to get rid of the step-up basis on assets held until death. As long as people can have in effect a zero capital gains rate if they hold an asset until death, there will always be a capital gains lock-in effect, no matter how low the rate. It’s also unfair because two people with the same capital gains will pay significantly different taxes if one realizes those gains before death while the other does not.
FURTHER READINGS
Auerbach, Alan J. “Capital Gains Taxation and Tax Reform.” National Tax Journal (Sept. 1989): 391–401.
Bartlett, Bruce. “Inflation and Capital Gains.” Tax Notes (June 2, 1997): 1263–66.
Blum, Walter J. “A Handy Summary of the Capital Gains Arguments.” Taxes—The Tax Magazine (April 1957): 247–66.
Burman, Leonard. The Labyrinth of Capital Gains Tax Policy. Brookings Institution, 1999.
Congressional Budget Office. Indexing Capital Gains. Aug. 1990.
Congressional Research Service. “The Economic Effects of Capital Gains Taxation.” Report No. R40411 (Mar. 4, 2009).
Congressional Research Service. “Individual Capital Gains Income: Legislative History.” Report No. 98–473 (May 18, 2006).
Dickson, Joel M., and John B. Shoven. “Taxation and Mutual Funds: An Investor Perspective.” Tax Policy and the Economy 9 (1995): 151–80.
Domar, Evsey D., and Richard A. Musgrave. “Proportional Income Taxation and Risk-Taking.” Quarterly Journal of Economics (May 1944): 388–422.
Fleischer, Victor. “Two and Twenty: Taxing Partnership Profits in Private Equity Funds.” New York University Law Review (Apr. 2008): 1–59.
Johnson, Calvin H. “Taxing the Consumption of Capital Gains.” Virginia Tax Review (Winter 2009): 477–529.
Joint Committee on Taxation. “Present Law and Historical Overview of the Federal Tax System.” Report No. JCX-1–11 (Jan. 18, 2011).
Kornhauser, Marjorie E. “The Origins of Capital Gains Taxation: What’s Law Got to Do with It?” Southwestern Law Journal (Nov. 1985): 869–928.
Mayhall, Van. “Capital Gains Taxation—The First 100 Years.” Louisiana Law Review (Fall 1980): 81–99.
Organization for Economic Cooperation and Development. Taxation of Capital Gains of Individuals. Tax Policy Study No. 14 (2006).
Paschall, C. Thomas. “U.S. Capital Gains Taxes: Arbitrary Holding Periods, Debatable Tax Rates.” Southern California Law Review (May 2000): 843–78.
Repetti, James R. “The Use of Tax Law to Stabilize the Stock Market: The Efficacy of Holding Period Requirements.” Virginia Tax Review (Winter 1989): 591–637.
Seltzer, Lawrence H. The Nature and Tax Treatment of Capital Gains and Losses. National Bureau of Economic Research, 1951.
Somers, Harold M. “Capital Gains Tax: Significance of Changes in Holding Period and Long Term Rate.” Vanderbilt Law Review (June 1963): 509–33.
Surrey, Stanley S. “Definitional Problems in Capital Gains Taxation.” Harvard Law Review (Apr. 1956): 985–1019.
U.S. Treasury Department. Report to Congress on the Capital Gains Tax Reductions of 1978. 1985.
Viard, Alan D. “The Taxation of Carried Interest: Understanding the Issues.” National Tax Journal (Sept. 2008): 445–60.
Warren, Alvin C. “The Deductibility by Individuals of Capital Losses under the Federal Income Tax.” University of Chicago Law Review (Winter 1973): 291–326.
Weisbach, David A. “The Taxation of Carried Interests in Private Equity.” Virginia Law Review (May 2008): 715–64.
Chapter 16
Some Unresolved Issues in the Taxation of Corporations
Corporations present special problems for taxation, as they are entities separate and distinct from their owners, who are taxed as well, leading to double taxation of income earned in the corporate sector. For sole proprietorships or partnerships, only one layer of taxation exists, but there are two layers on what are called “C corporations,” which are publicly traded firms owned by one group of people, the shareholders, but controlled by another group, the managers. Corporations pay taxes, and the owners pay taxes on exactly the same income when it is paid out as dividends.
Economists have long known that there is a fundamental problem of control between the shareholders and the managers. Because their ownership is diffused and may be indirect through pensions or mutual funds, shareholders don’t have the time or ability or access to information necessary to prevent them from being exploited by managers, who may grossly overpay themselves or undertake investments that may advance their power and influence without adding to shareholder value. Economists call this the “agency problem.”
The corporate income tax contributes to this problem by creating a sort of veil between owners and managers. Excessive pay and perks enjoyed by managers may not be as thoroughly scrutinized by shareholders as they should be, because they are viewed as deductible business expenses. Thus they come at least partially at the government’s expense rather than the shareholders’. And the higher the corporate tax rate, the more the government shares. By contrast, when a business is run as a sole proprietorship or partnership, the owners tend to be much more cost-conscious.
DOUBLE TAXATION
More important, the double taxation of income earned in the corporate sector discourages the payment of dividends. Since profits retained at the corporate level pay only the corporate tax, while dividends pay the individual income tax as well, shareholders don’t pressure managers to pay them all the profits to which they are entitled. To some extent, shareholders know that even if profit remains in the firm, it will raise share prices and allow the shareholders to get some of that profit in the form of capital gains, which have long been taxed at preferential rates. Managers may also use profits to buy back shares, and this will also raise share prices.
Unfortunately, retained earnings are sometimes treated as free money that managers can invest in ways that don’t enhance shareholder value. In early 2011, for example, News Corporation’s chairman Rupert Murdoch was widely criticized by shareholders for using company assets to buy his daughter’s company for $675 million. In the 1980s economists argued that many corporate takeovers and mergers were motivated less by the opportunities for profit than by a desire to build little empires that enhanced managerial power and prestige.
Another critical consequence of the double taxation of corporate profits is that corporate financial structures are distorted. In particular, corporations have a strong incentive to raise capital through borrowing rather than issuing new shares. Interest payments are a deductible business expense that reduces taxes; dividend payments are not. Many economists believe that the favored treatment of debt has led corporations to become overleveraged, contributing to bankruptcies during economic slowdowns. While dividend payments can be suspended when corporate income falls, interest payments must be made on schedule regardless of circumstances.
The double taxation of corporate profits also raises the cost of capital and reduces investment in the corporate sector. It distorts capital allocation within the business sector by encouraging excessive investment in certain sectors that may be better able to mitigate the effects of double taxation than others. Thus we see that effective tax rates vary throughout the business sector, depending on the type of investment and the nature of its financing. Table 16.1, produced by the Treasury Department in 2007, illustrates the variance in business tax rates.
Table 16.1 Marginal Effective Tax Rates on New Investment Vary Substantially by Sector
Source: Treasury Department.
Another consequence of the impact of the corporate tax on the cost of capital is that the burden of the tax is shifted onto workers. If investors don’t get an adequate after-tax rate of return, they will reduce their investment until, through supply and demand, the rate of return rises to where the after-tax rate of return is sufficient. The capital stock will be lower, and this circumstance will reduce productivity and, eventually, wages. Many economists now believe that the ultimate burden of the corporate income tax actually falls largely on labor.
For these reasons, economists and policymakers across the political spectrum have long advocated the elimination of double taxation. The main question is how. Ideally it would be desirable to treat corporations like partnerships, with all profits and losses, whether distributed or not, attributed to the owners. Economists call this “full integration.” Unfortunately Congress has never seriously considered the idea. Instead it has adopted a variety of measures to mitigate, but not eliminate, double taxation. Most recently, in 2003, it reduced the tax rate on dividends for individuals to 15 percent. However, studies have shown that this action did little to spur corporate investment or even increase dividend payouts.
One important constraint on reform is revenue. For many years the top individual income tax rate was well above the corporate rate. Until 1981 the top individual rate was 70 percent, while the corporate rate was 46 percent. This differential gave wealthy individuals an incentive to incorporate and take their income in the form of salary or benefits rather than dividends. Integration would have raised revenue by subjecting more income to higher individual income tax rates, and this was one reason liberals supported the idea. But in the Tax Reform Act of 1986 the top individual rate fell to 28 percent, while the corporate rate fell only to 34 percent. This change created the opposite effect: people had an incentive to disincorporate and take all their income on the individual rate schedule. That is one reason measured income inequality, which is based largely on tax data, increased. Income that used to be reported on corporate returns was now reported on individual tax returns.
The magnitude of this effect can be seen in the changed distribution of business forms. In 1986 there were 2.6 million C corporations in the United States. By 2008 that number had fallen to 1.8 million. At the same time the number of S corporations quintupled, from 400,000 to over 4 million. These are a special type of corporation with a limited number of shareholders that are not double-taxed at the corporate and shareholder level. Sole proprietorships increased from 12 million in 1986 to 23 million in 2008, and the number of partnerships rose from 1.7 million to 3.1 million. Economists call businesses that are not double-taxed “pass-through” or “flow-through” entities, since all their taxable income passes through to the owners.
Over the years any number of proposals have been put forward to eliminate the double taxation problem. Because they would all have different political and economic implications, no single approach has ever emerged as a consensus position. Approaches to mitigating double taxation also vary from one country to another. Obviously, coming up with a permanent solution to this problem would be desirable as part of tax reform.
DEPRECIATION
The corporation first emerged as the dominant form of business organization in the nineteenth century. At that time the federal government did not have a tax on any form of income, except briefly during the Civil War, so corporations did not consider the tax implications of their structure. Their main purpose was financial. Corporations could raise larger amounts of capital than any individual or partnership by tapping a broader ownership base. Railroads were the primary spur to development of the corporation, as they required more capital than any previous private undertaking in history.
Railroads created a special problem of accounting that would later have enormous implications for tax policy. Historically businesses operated more or less on a cash-flow basis. If there was more inflow than outflow during a year, most businesses considered that their profit. Since they had little in the way of tangible capital, this crude accounting worked well enough most of the time.
But a huge part of a railroad’s expenses was not operational but long-lived fixed assets: locomotives, land, rails, stations, and so on. If outlays for capital were treated in the way expenses historically had been treated, every railroad would show a loss for many, many years. On the other hand, profits would be overstated if they didn’t account for the wearing out of plants and equipment that would eventually have to be replaced. Hence the railroads developed the idea of depreciation to properly account for the annual expense represented by the wearing out of tangible capital.
By the time the federal corporate income tax came into existence in 1909, the concept of depreciation was still in its infancy, as was the development of modern accounting. Accounting, such as it was, existed primarily so that managers could control costs and investors could know whether or not they were making money, rather than for tax purposes. Much early accounting was developed by engineers to suit their needs and lacked an economic basis, so it led to confusion about the true nature of profit and loss that continues to the present day.
The corporate income tax clearly contemplated taxing only profits, that is, revenue minus legitimate business expenses such as wages, raw materials, and so on. The Internal Revenue Service accepted that the wearing out of plants and equipment, although not mentioned in the law, was a valid deductible cost. But the IRS was keen to make sure that depreciation was calculated in a systematic way that could be audited and could not be easily manipulated for tax avoidance.
The IRS decided that the right way to account for depreciation was to calculate the useful life of an asset. If an asset was expected to last twenty years, the IRS would allow a business to deduct one-twentieth of the purchase price each year for twenty years. This treatment is known as “straight-line” depreciation. For many years the IRS expended vast resources calculating the useful lives of various assets; the results were published in a document called Bulletin F.
Needless to say, there has been a constant struggle between the IRS and the business community over what is the useful life of an asset for depreciation purposes, as well as the definition of a depreciable asset. In general the IRS favors calculating useful lives over a much greater number of years than businesses would prefer, thus reducing the annual deduction for depreciation. It also tries to force businesses to capitalize as many major purchases as possible rather than treating them as current expenses that may be deducted immediately. The preferred IRS methods reduce deductible business costs and therefore raise taxable profits, increasing business taxes.
Over the years there have been many changes to depreciation schedules, with Congress often shortening them and increasing opportunities for businesses to “expense” or write off spending for machinery and equipment immediately to encourage capital investment. At times Congress has also allowed businesses to have an Investment Tax Credit equal to some percentage, usually 10 percent, of an outlay for machinery or equipment that could be subtracted directly from a firm’s tax liability in addition to depreciation allowances.
In the 1970s inflation distorted the accounting for depreciation. In theory depreciation allowances should be large enough to pay for replacement of a piece of equipment when it is no longer usable. But inflation increased the cost of replacing equipment, while depreciation allowances were based on the original purchase price of an asset rather than its replacement cost. Many economists believed that the failure of capital consumption allowances to take inflation into account led to underinvestment by businesses that contributed to slow growth during that decade.
The biggest problem today is that a growing share of business investment is in the form of intangible capital: research and development, licenses, human capital, patents, trademarks, copyrights, and other forms of capital that can’t be depreciated. A related problem is that even in the case of tangible capital such as computers, the old idea of depreciation as a physical wearing out of equipment is meaningless. The real problem is obsolescence, which almost always happens long before high-tech equipment wears out in the same sort of way that a lathe or drill press or another piece of industrial equipment eventually becomes unusable.
Indeed an interesting argument has been made by the economist Maurice Scott that the concept of depreciation as a physical wearing out of equipment never made any sense in the first place. To the extent that tangible capital decayed physically, the cost of maintenance, which has always been deductible as a normal business expense, compensated for it. The only real depreciation is and always has been obsolescence, he argues.
This theory suggests that the only rational tax treatment of capital is full expensing, an immediate write-off just like any other routine business expense. Alternatively firms should be permitted to increase their unused depreciation allowances by the rate of interest so that they get the economic equivalent of expensing even if they continue to depreciate assets over a period of years. But even that won’t help in cases where the real problem is obsolescence, which these days can occur in a period of months.
In recent years there has been movement toward expensing. The George W. Bush administration got Congress to enact a “bonus” depreciation deduction of 50 percent for certain investments as a stimulus measure. The Obama administration had this raised to 100 percent—that is, an immediate write-off—for investments made in late 2010 and 2011. It is debatable whether temporary changes in depreciation policy are stimulative or a good idea for the long run. One goal of tax reform ought to be to rationalize and update depreciation policy for an economy in which the nature of capital has changed dramatically from the railroad era.
WHERE TO TAX A CORPORATION
The biggest administrative problem in taxing corporations these days is how to determine where they exist for tax purposes. A business may be incorporated in one state or country, have its headquarters in another, and have subsidiaries and production facilities in many others. Since corporations have a great deal of flexibility in moving around income and assets, it is difficult for governments everywhere, at all levels, to tax corporate income.
For a long time the Organization for Economic Cooperation and Development, which represents the economic interests of all major countries, has been working hard to make it more difficult for corporations to move income around to minimize their tax liability. Conservatives decry these efforts, believing that there should be as much competition among governments as possible in order to drive down tax rates. In general they tend to focus on the statutory corporate tax rate. However, economists focus more on the effective tax rate, taking account of various tax preferences and tax rates on shareholders, as well as measures to relieve double taxation. As Table 16.2 demonstrates, although the United States has the highest statutory rate, the combined rate when followed through to shareholders is not far out of line with our most important international competitors.
Table 16.2 Overall Statutory Tax Rates on Dividend Income, 2010
1. Statutory corporate tax rate, including state or provincial taxes.
2. Statutory rate on dividends, including state or provincial taxes.
3. Combined tax rate on dividends received, including other provisions not listed.
Source: OECD.
Of course, effective tax rates on particular corporations or industries depend on a variety of factors, such as whether an investment is debt- or equity-financed, that are impossible to summarize. It is simplistic to look solely at the statutory rate on corporations, as many conservatives tend to do, without taking into account other tax factors that may be far more important in determining corporate investment and location decisions.
A complicating factor as far as the United States is concerned is that many countries tax their businesses only on income earned within their borders. These countries include Canada, France, Germany, and Switzerland. But the United States taxes corporations based in the United States on their worldwide income. Thus if a Canadian company earns income in the United States, it pays U.S. taxes on that income but does not owe taxes in Canada on that same income. A U.S.-based multinational, however, would pay taxes in Canada on income earned there, plus U.S. taxes as well, although it would receive a credit against its tax liability in the United States for taxes paid in Canada. However, U.S. taxes are paid only when foreign income is repatriated to the United States. As long as companies leave their profits in foreign countries, U.S. taxes are deferred.
Liberals tend to view deferral as an unjustified tax loophole, while conservatives believe that the United States should adopt a territorial tax system such as Canada has. Both conservatives and liberals have at times supported the idea of a tax holiday that would temporarily lower the tax rate on repatriated earnings to raise revenue. However, many tax experts fear that corporations will be encouraged to leave even more of their profits abroad than they otherwise would in the expectation that another tax holiday will come along eventually.
THE COST OF REFORM
It is not hard to make the case that there should be no corporate income tax at all. Over the years many tax reformers on both the left and the right have done so. The main constraint is revenue. In 2010 the corporate income tax raised about $200 billion, revenue that would be hard to replace if the corporate income tax were abolished. But it has been a declining revenue source for many years. In the early 1950s taxes on corporations constituted 33 percent of federal revenue. In 2010 the figure was less than 10 percent.
The main reason, historically, for the decline in corporate tax revenue is that debt, with its tax-deductible interest payments, has replaced equity as the major source of corporate finance. When I worked at the Treasury Department during the George H. W. Bush administration, we referred to this trend as “privatization of the corporate income tax.” But another reason is the growth of tax preferences enacted by Congress. According to the IRS, after enactment of the Tax Reform Act of 1986 taxable corporate profits equaled 98 percent of gross corporate profits. By 2007 taxable profits were down to just 72 percent of gross profits; this suggests that broadening the corporate tax base could raise at least some of the revenue to compensate for lowering the corporate tax rate to make it more internationally competitive.
In the longer run, policymakers will have to address whether it is possible to tax corporate income in a world of increasing globalization. Finding its nexus is just too difficult when capital is relatively free to seek the highest after-tax return. For this reason, both liberal and conservative economists have suggested replacing the corporate tax with a broad-based consumption tax, since consumption is relatively immobile internationally. This change would improve competitiveness, eliminate many problems inherent in the nature of the corporate tax, and give the government a more stable source of revenue.
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Chapter 17
The Problem of Tax Administration
A critical goal of tax reform must be to improve the tax collection system. Too many businesses and individuals do not pay the taxes they owe, the Internal Revenue Service increasingly lacks the resources to do its job properly, and tax complexity has become so severe that even tax professionals have difficulty interpreting the law. Radical simplification would aid both taxpayers and tax collectors. But while everyone supports simplification in principle, meaningful simplification seldom attracts significant political support.
TAX COLLECTION
Problems with tax collection date back to the origins of the state. No one has ever liked paying taxes even when they were low, at least by today’s standards. Kings and emperors long employed harsh methods to get taxpayers to pay what they owed. The philosopher Philo, who lived during the time of Christ, tells us about a certain tax collector known to carry off the wives, children, and even parents of those who had fled rather than pay their taxes. When these hostages couldn’t or wouldn’t reveal a fugitive’s whereabouts, this tax collector employed sadistic methods to make them talk. In Philo’s words:
This tax-collector did not let them go till he had tortured their bodies with racks and wheels, so as to kill them with newly invented kinds of death, fastening a basket full of sand to their necks with cords, and suspending it there as a very heavy weight, and then placing them in the open air in the middle of the market place, that some of them, being tortured and being overwhelmed by all these afflictions at once, the wind, and the sun, and the mockery of the passers by, and the shame, and the heavy burden attached to them, might faint miserably.
No doubt some today have a similar image of how the IRS operates. But the truth is that the tax collection machinery in the United States today is light. According to the Organization for Economic Cooperation and Development, the United States has the fewest tax collectors per capita of any major country, with 1,680 workers for each tax collector in 2009. By contrast, there were 744 workers per tax collector in Italy, 482 in Canada, 441 in Britain, 392 in France, and 371 in Germany. Not surprisingly, tax-phobic Switzerland had the fewest tax collectors per capita, with one for every 4,794 workers—ten times fewer than most other European countries.
Few Americans are ever audited. The widespread use of tax software has reduced the time and expertise needed to fill out tax returns, while sharply reducing mistakes and identifying tax-reducing provisions that taxpayers would otherwise overlook. Many taxpayers today look forward to getting their taxes done so that they can get a refund, which they view as “found money.” It’s worth remembering that until 1943 there was no withholding of taxes from wages, so taxpayers had to write a big check to the government annually for all of their income taxes.
Some conservatives think it would be a good idea to get rid of tax withholding so that people are more conscious of their tax liability. This idea is obviously not viable and will never be put into practice. But on the other hand, all tax advisers tell their clients that they should avoid overwithholding and make arrangements with their employers so that their withheld taxes come as close as possible to their actual tax liability. This step will eliminate large refunds, but also stop giving the Treasury an interest-free loan for much of the year.
Withholding and reporting are the IRS’s first lines of defense against tax cheating. But they are losing their effectiveness as the amount of taxable income not reported or with no withholding requirement has risen over time. Most tax evasion takes the form of not being declared on tax returns, rather than people claiming deductions or credits for which they are not entitled. Those who do are usually just making an honest mistake, not consciously evading taxes.
DETERIORATING COMPLIANCE
The deterioration in tax compliance can be seen by comparing the Commerce Department’s estimate of adjusted gross income from business and employer sources with adjusted gross income reported on tax returns. In 2005 this gap was estimated at $1.3 trillion, up from $400 billion in 1990. As Table 17.1 indicates, in percentage terms, the gap has risen by about a third, from 10.3 to 14.8 percent. Not surprisingly, forms of income for which there is no withholding and which have weak reporting requirements are more likely to be undeclared on tax returns.
Table 17.1 Adjusted Gross Income Gap (percentage)
Source: Commerce Department.
The IRS has studied the tax gap for years and put forward a variety of proposals for reducing it. But they all depend on funding. The IRS needs more staff and resources to pursue unreported income and unpaid taxes. Since the mid-1990s Republicans in Congress have consciously used the IRS as a whipping boy to justify cuts in its budget and deny requests for new laws to increase and improve reporting requirements.
One consequence of the political war against the IRS has been a rise in the number of people making frivolous arguments to avoid paying the taxes they owe. The IRS now encounters these arguments on a regular basis: that tax filing and tax payments are voluntary, that only foreign-source income is taxable, that Federal Reserve notes are not income, that the “United States” consists only of the District of Columbia and federal territories, that only those employed by the federal government are subject to taxation, that the First Amendment to the Constitution allows taxpayers to avoid taxation on religious grounds, that income taxation violates the Fifth and Thirteenth Amendments to the Constitution, that the Sixteenth Amendment was not properly ratified and does not authorize the taxation of nonapportioned taxes, and many others.
One often sees advertisements on late-night television shows for seminars that will explain how anyone can legally avoid paying income taxes. Among those taken in by such schemes was the well-known actor Wesley Snipes, who was misled by a group called American Rights Litigators. This group convinced him not to file tax returns despite the fact that he was making millions of dollars from Hollywood films. He was sentenced to three years in jail for tax evasion. In 2008 one of the top tax defiers, Irwin Schiff, was convicted of fifteen criminal contempt charges as well as conspiring to defraud the United States, filing false tax returns, aiding and assisting the preparation of false income tax returns, and evading the payment of millions of dollars in back taxes.
On various radio shows where I have been a guest I have often encountered callers making frivolous tax arguments. Most do not sound as if they hold the sort of job that would put them much above the lowest tax bracket, but they insist that the income tax is confiscatory and ought to be abolished. I like to ask them whether they have an Individual Retirement Account or 401(k) account and, if so, whether they have contributed the maximum amount. I also ask whether they have checked to see whether they qualify for the Earned Income Tax Credit and whether they have their savings invested in tax-free municipal bonds. In most cases the callers have no idea what I am talking about. They know the legislative history of the Sixteenth Amendment by heart, but have never made any effort to learn about the many legal tax-avoidance opportunities available to all taxpayers. Utilizing them would more than likely have eliminated the bulk of their tax liability.
TAX COMPLEXITY
It’s hard to know to what extent tax complexity contributes to taxpayers’ frustration and makes them susceptible to criminal schemes. However, the political evidence suggests that people are primarily motivated by taxation itself and will happily jump through hoops if doing so reduces their taxes.
Various plans have been put forward over the years that would exempt most people from having to file returns, but they have never gained political traction. One idea, developed by the Treasury Department in 2003, would have shifted the burden of tax compliance more toward employers and financial institutions to match tax withholding to actual tax liabilities, thus creating a return-free tax system for most taxpayers. Some thirty-five countries already have such a system. Another proposal has been put forward by the Columbia University law professor Michael Graetz: it would essentially abolish the income tax except for the wealthy and replace the revenue with a value-added tax on goods and services.
Neither plan has gone anywhere. People resist increased withholding and income-reporting requirements as intrusions on their privacy; businesses don’t want the additional compliance burden; politicians fear losing the ability to buy votes with targeted tax cuts; and everyone fears paying more under whatever system replaces the one we have now. Also, a return-free system like the Treasury’s plan would require radical simplification of the tax law to be viable.
One option for improving taxpayer compliance would be to combine a tax amnesty with any measures that would increase compliance. Once taxpayers have started to engage in some tax-evasion activity, such as not filing returns, it is hard for them to go back when they know it increases their odds of being caught. And the threat of interest and penalties that may exceed the tax evaded, not to mention criminal penalties, may also act as a constraint on compliance once a taxpayer has engaged in tax evasion.
Under an amnesty, if a taxpayer voluntarily steps forward and pays the back taxes and interest owed, the tax authorities will waive the penalties and criminal charges. This allows the taxpayer to start with a clean slate while putting money into the government’s coffers that might not otherwise have been collected, or that could be collected only at great cost. The experience at the state level and in foreign countries shows that combining tax amnesty with increased enforcement can be an effective combination for raising tax compliance. The main negative effect is that once an amnesty happens, taxpayers may figure that another one will come along in the future, and this belief may increase the incentive for tax evasion.
IRS RESOURCES
One question that always arises in terms of improving taxpayer compliance is where the IRS should target its limited resources. Among individual taxpayers, the greatest number of those misreporting income are at the low end of the distribution. A key reason is that the EITC gives them a powerful incentive to report fictitious income to get an undeserved refund from the government. But the amount of money involved is obviously going to be low, and it’s not cost-effective to subject the poor to a rigorous tax audit. In percentage terms, the greatest underreporting of income occurs among farmers, but again the amount of money involved is low and doesn’t justify the commitment of major IRS resources.
The two places where there are major compliance problems and significant amounts of money are among the self-employed and big corporations that aggressively push the boundary between legal tax avoidance and illegal tax evasion. One suggestion for dealing with the latter is to require large public corporations to release their tax returns publicly. It’s possible that allowing people to see the returns would exert some pressure through public opinion for compliance and for less aggressive tax avoidance. Another suggestion comes from the University of Texas law professor Calvin Johnson, who suggests replacing the corporate income tax for publicly traded companies with a small tax on firms’ market capitalization, easily determined from public sources.
Whatever is done to improve tax compliance, it is reasonable to assume that it will be unpopular. Public opinion polls consistently show that people hate doing their taxes and abhor the IRS. A 1997 Fox News poll found that 57 percent of people would abolish the IRS and replace it with a new tax collection agency. And a 2000 Fox News poll found that people would prefer root canal dental surgery to an IRS audit by a margin of 51 to 34 percent.
Nevertheless the case for improved compliance is strong. Not only does the Treasury need the money at a time when resistance to explicit tax increases is overwhelming, but it’s unfair for the dishonest to shift their tax burden onto those who pay the taxes they owe willingly, if not happily. And we know that there are threshold effects in illegal behavior. Once the view becomes widespread that certain behavior is tolerated by society and is not likely to be punished by the authorities, it tends to grow.
To the extent that tax complexity encourages tax evasion by fundamentally honest taxpayers who simply throw up their hands at the incomprehensibility of the tax law, simplification will improve compliance. It will also reduce the belief that others avoid paying their fair share of taxes because they are better at exploiting obscure tax loopholes. But at the end of the day, no one likes paying taxes. Some degree of coercion will always be necessary.
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Part III
THE FUTURE
Chapter 18
The History of Tax Reform
The history of tax reform starts with liberal reformers in the 1960s concerned that the rich could easily escape high statutory tax rates by taking advantage of various tax loopholes. From 1954 to 1963 the top rate on individuals was 91 percent, and from 1965 to 1981 it was 70 percent. But the effective rates paid by the wealthy were much lower because of easily available exclusions, deductions, and other legal methods of reducing income subject to tax at high nominal rates.
Liberals wanted to bring effective rates much closer to statutory rates by getting rid of tax shelters. But they were frustrated by conservative control of the Senate Finance Committee and House Ways and Means Committee. Over the years the members of these committees had largely been responsible for creation of the very loopholes that were the targets of reformers. High statutory rates eased their creation because on the surface it looked as if the rich were being soaked.
When John F. Kennedy became president he set in motion the modern tax reform movement by appointing the Harvard law professor Stanley Surrey as assistant secretary of the Treasury for tax policy. Kennedy even put forward a number of significant tax reform proposals in 1963. But Congress jettisoned them in favor of tax cuts.
CREATION OF THE TAX EXPENDITURES BUDGET
Surrey thought that part of the reason Congress and the public were so blasé about tax loopholes was that they didn’t know just how many there were or how much revenue was being sacrificed. He had the Treasury staff compile a list and calculate their revenue effect. They became known as “tax expenditures.” The first compilation appeared in the last days of the Johnson administration.
The Treasury investigation revealed that 155 tax filers with adjusted gross incomes above $200,000 ($1.3 million in today’s dollars), including twenty-one with AGIs above $1 million ($6.5 million today), paid no federal income taxes in 1967. This fact was revealed in testimony before the Joint Economic Committee on January 17, 1969, by Treasury Secretary Joseph W. Barr. The ensuing outcry forced Congress and the Nixon administration to enact the Tax Reform Act of 1969, a Treasury-drafted effort to restrict some of the most conspicuous tax loopholes.
The success of the Tax Reform Act of 1969 inspired liberal activists and think tanks to pressure Congress to enact further reforms. In spite of Republican control of the White House, the liberals made significant headway. The Congressional Budget and Impoundment Control Act of 1974 required Treasury to publish an annual list of tax expenditures. Gerald Ford signed into law the Tax Reform Act of 1976, extending the loophole brush-cleaning effort started by the 1969 act.
Although liberals felt that there was still considerable work to do, the slow economic growth of the late 1970s threw cold water on their efforts. Inflation pushed average people up into high tax brackets, forced investors to pay taxes on illusory capital gains, and raised corporate taxes by eroding the real value of depreciation allowances.
Even as the 1976 act made its way through Congress, conservatives mounted a counterattack. Treasury Secretary William Simon brought the Princeton economist David Bradford to Washington to serve as deputy assistant secretary for tax analysis. He developed a conservative tax reform plan based on shifting to a consumption base. Their report didn’t appear until the last day of the Ford administration, but it was extremely important in showing that conservatives could also play the tax reform game.
Conservatives have supported consumption-based taxation for centuries. The seventeenth-century political philosopher Thomas Hobbes was an early advocate. A key constraint, however, was a widespread view that it was impractical. As the economist John Maynard Keynes put it, “An expenditure tax, though perhaps theoretically sound, is practically impossible.” The Treasury “Blueprints” study, largely written by Bradford, addressed the practical problems of implementing a consumption-based tax system. Another important contribution was a pathbreaking article by the Harvard law professor William D. Andrews published in 1974.
The Carter administration made an effort to keep the liberal tax reform effort alive by throwing in the sweetener of lower statutory rates, something that had been missing from the 1969 and 1976 efforts. (The 1969 act lowered the top rate to 50 percent on earned income, but raised the basic tax rate on long-term capital gains from 25 to 35 percent.) Treasury Secretary Michael Blumenthal signaled a desire to reduce the top statutory rate to 50 percent, while eliminating the special treatment of capital gains and the double taxation of corporate profits.
TAX CUTS, NOT TAX REFORM
But by late 1977 it was clear that there was little appetite in Congress for another big tax reform. The desire to cut taxes was overwhelming. As Blumenthal put it in October, “There is a big constituency in the country for tax reduction but not for tax reform, except as reform is used as a code word for reduction.”
Although the Carter administration nevertheless put forward a fairly liberal tax reform proposal in 1978, it died immediately. By mid-1978 the passage of Proposition 13 in California marked the beginning of a new era in tax policy. Tax cuts, rather than tax reform, would dominate the agenda. When Congress acted on a tax bill later that year, almost all of the reforms were gone. Its hallmark features were a cut in the tax rate on long-term capital gains to 28 percent and the creation of the 401(k) account. Although Blumenthal threatened a presidential veto, Carter nevertheless signed the legislation into law.
The Republicans’ ability to force a Democratic president and Congress to enact what was essentially a conservative tax bill emboldened them. They pressed forward with more radical tax reduction efforts, the principal one being the tax bill introduced in 1977 by Rep. Jack Kemp (R-NY) and Sen. Bill Roth (R-DE). It would have reduced the top statutory rate from 70 percent to 50 percent and the bottom rate from 14 percent to 8 percent.
As a member of Kemp’s staff, I had much to do with the development of this legislation. I remember too well how slow the progress was in getting Republicans to cosponsor the legislation at a time when inflation was a growing problem and the GOP still cared about a balanced federal budget. Republican House members repeatedly told me that it would be irresponsible to cut taxes without cutting spending by the same amount—something that would have doomed our effort, as there was not the slightest chance of cutting spending.
Prop. 13, however, showed that voters were less concerned about deficits—there was no spending offset in the initiative—and just wanted lower taxes. In effect, people were saying that if the politicians cared about deficits, let them worry about cutting spending. Thus was born the starve-the-beast theory, which soon replaced the balanced budget as Republican dogma.
CONSERVATIVE TAX REFORM
For the next several years conservatives were mainly concerned with cutting tax rates, achieving victory with the election of Ronald Reagan and passage of the Kemp-Roth–based Economic Recovery Tax Act in August 1981. The emergence of large federal budget deficits, however, halted further tax-cutting efforts. But conservatives were still determined to get tax rates down further. This led to renewed interest in the flat tax.
The earliest reference I have been able to find to Republican support for a flat tax is from Rep. Ogden Mills (R-NY) in 1921. During congressional debate on reducing the high World War I tax rates, Mills argued that the ideal should be a flat-rate consumption-based tax system. “Money saved and reinvested in productive enterprises of the country should be taxed at a flat rate,” he said.
In the modern era, the conservative columnist William F. Buckley appears to have been the first one to propose a flat-rate tax system in his 1973 book, Four Reforms. He proposed eliminating all tax exemptions and deductions except those related to the cost of acquiring income. Buckley would also have abolished the corporate income tax and the special tax treatment of capital gains, which he would have taxed on an accrual basis, without realization. He proposed a single rate of 15 percent and a tax credit for any taxes paid by those below the poverty line.
The first and most important contribution to the new flat-tax focus was a Wall Street Journal op-ed on December 10, 1981, by the Hoover Institution scholars Robert Hall and Alvin Rabushka. They laid out an extraordinarily simple proposal whose hallmark was that the tax return of every individual, family, or business would fit on a postcard. In essence, the tax base was pure consumption less a large personal exemption. Hall and Rabushka estimated that a single rate of 19 percent would equal the revenues being raised from both the individual and the corporate income taxes at that time.
In early 1982 the conservative economist David Hale published an article in the Heritage Foundation’s journal arguing that Republicans had to turn their attention away from tax cutting in light of rising budget deficits. Building on “supply-side economics,” he suggested that a flat tax that was revenue-neutral on a static basis was actually a revenue-raiser on a dynamic basis because it would increase growth and therefore broaden the tax base. This was a better way to raise new revenue than raising taxes directly, Hale said. Since Congress was already beginning to think about raising taxes to close the deficit—an idea that would result in enactment of the Tax Equity and Fiscal Responsibility Act later in the year—his approach got a lot of attention among conservatives who feared Reagan’s backsliding on taxes.
SUPPORT FOR THE FLAT TAX
By the middle of 1982 the Reagan administration was cautiously supportive of legislative efforts to enact a flat tax. David Stockman, the director of the Office of Management and Budget, suggested that it might be included in the FY1984 budget message. On July 6 President Reagan said the flat tax “does look tempting” and was “something worth looking at.” On July 27 the Joint Economic Committee held the first of two days of hearings on the flat tax, and in September the Senate Finance Committee held three days of hearings on the topic.
A pure flat tax wasn’t a politically doable tax reform option. But interest in it spurred Kemp and Sen. Bob Kasten (R-WI) to draft a conservative tax reform plan and Sen. Bill Bradley (D-NJ) and Rep. Dick Gephardt (D-MO) to draft a liberal proposal. The overall similarity in their approaches did a lot to convince people that some sort of bipartisan compromise might be within reach.
In his January 1984 State of the Union address, Reagan asked the Treasury Department to draft a tax reform proposal that would simplify the tax code, improve fairness, and provide incentives for growth. The Treasury reported back on November 27 with a three-volume report. The White House sent a revised version of the proposal to Congress in May 1985. A year of hearings and debate followed, with passage of the Tax Reform Act of 1986 in the summer of that year. It was signed into law by President Reagan on October 22, 1986.
Since then there has been relatively little discussion of tax reform on either side of the aisle, except for a brief flat-tax boomlet in the mid-1990s, when the publisher Steve Forbes came from nowhere to be a contender for the Republican presidential nomination in 1996. The cornerstone of his campaign was the flat tax. For a time House Ways and Means Committee Chairman Bill Archer (R-TX) was enamored with the so-called FairTax, which would have replaced federal taxes with a national retail sales tax, but it went nowhere, although former Arkansas governor Mike Huckabee supported it in his race for the Republican presidential nomination in 2008.
The most recent effort to gin up interest in tax reform was a commission appointed by George W. Bush in 2005, but he declined to support its recommendations and the effort fizzled. In the 2000s Republicans have been preoccupied with cutting taxes without regard for the deficit or the impact on the tax structure. Democrats have been ineffectual in challenging them, even abandoning their opposition to extending lower rates on the wealthy due to expire at the end of 2010.
FURTHER READINGS
Andrews, William D. “A Consumption-Type or Cash Flow Personal Income Tax.” Harvard Law Review (Apr. 1974): 1113–88.
Averett, Susan L., Edward N. Gamber, and Sheila A. Handy. “William E. Simon’s Contribution to Tax Policy.” Atlantic Economic Journal (Sept. 2003): 233–41.
Bartlett, Bruce. Reaganomics: Supply-Side Economics in Action. Arlington House, 1981.
Birnbaum, Jeffrey, and Alan Murray. Showdown at Gucci Gulch. Random House, 1987.
Bradford, David F. Taxation, Wealth, and Saving. MIT Press, 2000.
Bradford, David F. Untangling the Income Tax. Harvard University Press, 1986.
Broder, David S. “Stockman: President May Seek a Flat-Rate Income Tax for All.” Washington Post (June 22, 1982).
Hale, David. “Rescuing Reaganomics.” Policy Review (Spring 1982): 57–69.
Hall, Robert, and Alvin Rabushka. “A Proposal to Simplify Our Tax System.” Wall Street Journal (Dec. 10, 1981).
Jackson, Dudley. “Thomas Hobbes’ Theory of Taxation.” Political Studies (June 1973): 175–82.
Joint Economic Committee. The Flat Rate Tax. 1982.
Levine, Richard. “Delay in Unveiling of Carter’s Tax Plan Leaves Final Shape of Revisions in Doubt.” Wall Street Journal (Oct. 31, 1977).
McLure, Charles E., and George R. Zodrow. “Treasury I and the Tax Reform Act of 1986: The Economics and Politics of Tax Reform.” Journal of Economic Perspectives (Summer 1987): 37–58.
Mills, Ogden. Congressional Record (Aug. 17, 1921): 5137–39.
President’s Advisory Panel on Federal Tax Reform. Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax System. Nov. 2005.
Reagan, Ronald. “Remarks and a Question-and-Answer Session at a Briefing on Federalism for State and Local Officials in Los Angeles, California.” American Presidency Project (July 6, 1982).
Rowen, Hobart. “Treasury Chief Favors Uniform, Lower Income Tax Rate.” Washington Post (Jan. 23, 1977).
Senate Finance Committee. Flat-Rate Tax, 2 parts. 1982.
Stern, Philip M. The Great Treasury Raid. Random House, 1964.
Stern, Philip M. The Rape of the Taxpayer: Why You Pay More While the Rich Pay Less. Random House, 1973.
Surrey, Stanley. “Complexity and the Internal Revenue Code: The Problem of the Management of Tax Detail.” Law and Contemporary Problems (Autumn 1969): 673–710.
Surrey, Stanley. Pathways to Tax Reform. Harvard University Press, 1973.
Surrey, Stanley S., and Paul R. McDaniel. Tax Expenditures. Harvard University Press, 1985.
U.S. Treasury Department. Blueprints for Basic Tax Reform. Jan. 1977.
U.S. Treasury Department. The President’s 1978 Tax Program. Jan. 1978.
U.S. Treasury Department. Tax Reform for Fairness, Simplicity, and Economic Growth, 3 vols. Nov. 1984.
White House. The President’s Tax Proposals to the Congress for Fairness, Growth, and Simplicity. May 1985.
Chapter 19
The Pros and Cons of Popular Tax Reform Proposals
Ideas and proposals, some of which involved enormous amounts of time and effort to devise, litter the tax reform landscape. Nevertheless some contain elements that may be worth recycling, while others will almost certainly have support in their original form, as they have never been completely abandoned. Following is a brief summary of the more substantive fundamental tax reform proposals of recent years.
THE FLAT TAX
Many people call any tax system with a single statutory tax rate a flat tax. While there may be some benefits to such a tax system, the benefits tend to be overrated. The important problems with the tax system relate primarily to the tax base—what is being taxed—rather than to the number of tax rates. Moreover although it appears on the surface that a single rate would simplify the tax code, the simplification achieved would be minimal for the vast bulk of taxpayers, most of whom have no idea what their tax bracket is. The bulk of complexity comes from defining the tax base, not from the rate structure. Moreover simply establishing a single rate without making significant changes to the tax base would inevitably involve a massive tax increase for those in a lower tax bracket and a massive tax cut for those in a higher bracket.
In my discussion of the flat-rate tax, I will refer exclusively to the proposal devised by the economist Robert Hall and the political scientist Alvin Rabushka, both of the Hoover Institution, in 1981. Theirs was the first detailed flat-tax proposal and the one upon which almost all subsequent flat-tax proposals are based. The tax rate in their plan has always been set at 19 percent, but Hall and Rabushka’s intention has been to implement their plan in a revenue-neutral manner, neither raising nor lowering aggregate income tax revenues. Their plan does not deal with the payroll tax.
In principle it doesn’t matter what the rate is. Its level is more a function of the size of the personal exemption and what achieves the most political support. Polls and experience have shown that support is sensitive to the tax rate. Once it gets above 20 percent, support declines rapidly with each additional percentage point. Once it gets above 23 percent, support largely vanishes.
Hall and Rabushka would start by eliminating all deductions, exclusions, and credits, including popular ones such as the deduction for mortgage interest and the exclusion for employer-provided health insurance. The corporate and individual income taxes would be fully integrated, with business cash flow and wages taxed at the same rate. All business receipts would be taxed, less only purchases from other businesses for supplies and such. Only cash wages would be taxed on the individual side, less a large personal allowance.
In the most recent version of the Hall-Rabushka plan, the allowance would be set at $9,500 per person, $14,000 for single heads of households, and $16,500 for married couples filing jointly. Dependent children would receive an allowance of $4,500. Thus a married couple with two children would receive a total allowance of $25,500 and would pay 19 percent on cash wages above that level. Therefore if this family had total wage income of $50,000, it would pay tax on only $24,500, which yields a tax of $4,655. This works out to an effective tax rate of a little over 9 percent.
It’s important to note that for individuals, only cash wages are taxed. There would be no tax at all on so-called unearned income such as interest, dividends, rent, or capital gains. In effect, these sources of income would be taxed at the business level. Businesses would report all receipts, including those from rent, dividends, and interest. The only allowable deduction would be purchases from other businesses, which become taxable receipts for them, and for cash wages, which are taxed at the individual level. This means no deduction for interest or depreciation. But purchases of capital equipment would be fully deductible, just as current operating expenses are now.
In theory you have a closed loop in which all income is taxed, including a lot of income that currently escapes taxation. Businesses would get no deduction for fringe benefits paid to employees; they would deduct only cash wages. Thus health insurance would be brought into the tax base. The only leakage is through the personal allowance. Its purpose is to relieve regressivity and make the tax visible to individuals. Without it, individuals wouldn’t have to be taxed at all. The deduction for cash wages could simply be eliminated and 100 percent of taxes collected by businesses.
In effect, the Hall-Rabushka plan is what is called a “subtraction-method value-added tax” on the business side. It’s mathematically identical to the credit-invoice VAT used in every country except Japan, but it doesn’t require businesses to keep any records they don’t keep at present. The problem is that it requires a single rate and a comprehensive tax base to work, and this is why it hasn’t been adopted more widely. Politicians like being able to exempt certain items and reduce rates on others, which is possible under a credit-invoice style of VAT.
The Hall-Rabushka plan is so simple that every individual or business, no matter how large, could theoretically file its tax return on a postcard. But the flat tax has always suffered from at least three problems that are difficult to overcome.
First, unless the personal allowance is high enough to exempt everyone not currently paying income taxes, some people who are now paying nothing or who are in the 10 or 15 percent bracket would see a large tax increase. This problem is exacerbated by the Hall-Rabushka plan’s elimination of all tax credits, which give some people a negative tax liability. In effect, a zero tax rate would constitute a tax increase for some people. At the same time, those now in tax brackets above 19 percent would get an enormous tax cut, especially if they have large amounts of unearned income, on which they would pay no tax directly.
Second, politicians have been loath to support a pure version of the flat tax. They always feel compelled to retain a couple of favored deductions, especially for mortgage interest and charitable contributions. This creates two problems: it shrinks the tax base, thus requiring a higher rate to equal current revenues; also, once any exception is made for one popular deduction, it becomes difficult to say no to the next most popular deduction. Soon you are right back where you started.
Third, there are technical problems with getting from where we are now to a flat-tax system. Businesses, for example, complain that since there is no deduction for depreciation, they will be stuck with large depreciation allowances that they could use under current law but that would have no value under a flat tax. There’s also a problem with banks because there is no deduction for interest in the flat tax, but interest is the banks’ basic cost of doing business. Obviously special provisions would have to be developed for the financial sector. There would need to be transition rules for other businesses.
THE FAIRTAX
The FairTax would abolish all federal taxes, including the payroll tax and the income tax, and replace them with a 23 percent retail sales tax like those levied by the states. Indeed the states would be required to collect the tax for the federal government, thus allowing for abolition of the Internal Revenue Service. To relieve the burden on the poor, everyone would receive a monthly rebate on the tax equal to the tax on a poverty-level income.
FairTax supporters are fervent and well financed by a group of Texas millionaires. They are evangelical in the belief that their plan would bring forth a vast amount of economic growth and that it would be an enormous blessing for Americans not to have to file income tax returns or keep all the associated financial records. As Gov. Huckabee put it, “When the FairTax becomes law, it will be like waving a magic wand releasing us from pain and unfairness.”
Tax experts, however, are nearly unanimous in their belief that while the FairTax may look good on paper, it is completely unworkable in practice. Although most economists believe it would probably be a good idea to move toward a consumption-based tax system, there are many administrative problems with collecting all federal revenue on retail sales. The incentive and opportunities for evasion are simply too great. That is why no country has ever adopted a system remotely like the FairTax. Those that have looked into the idea have always concluded that at a rate much above 10 percent, the collection system will break down.
There are also a number of oddities in the FairTax to which its supporters seldom call attention. One is that the true rate is not 23 percent. Thought of the way people think of state retail sales taxes, the rate is actually 30 percent. The 23 percent figure is derived this way: On a $1 purchase, the tax would be 30 cents, for a total price of $1.30. Since the 30 cent tax is 23 percent of $1.30, FairTax supporters argue that the true tax rate is 23 percent. Nonsupporters are more inclined to think that this is just a trick to make the tax rate appear lower than it really is, so as to increase support for it.
Another oddity is that the FairTax would apply to all government spending, including federal spending, as well as private spending. This will undoubtedly force state and local governments to raise their taxes, since the cost of all their expenses, including wages for their workers, will rise by the FairTax rate. And it serves no logical purpose for the federal government to tax itself.
FairTax supporters argue that the prices of all goods and services will fall by about as much as the 23 percent tax that would be imposed because of the elimination of existing federal taxes. It is all a wash, they say. What FairTax supporters don’t mention is that all workers will have to cut their real wages by the amount of the tax for this wash to happen. But there is nothing in their proposal to compel workers to take a pay cut and no reason to think that they won’t resist doing so.
Finally, FairTax supporters have always maintained that their plan would neither raise nor lower aggregate federal revenues. Yet revenues have fluctuated between 14.9 percent of GDP and 20.6 percent of GDP over the time the FairTax has been under consideration without any change in the proposed 23 percent rate. In any case, every serious effort to score the FairTax by the Treasury Department, the Joint Committee on Taxation, and the Brookings Institution has concluded that a rate significantly higher than 23 percent would be necessary for it to be revenue-neutral.
There are many other technical problems with the FairTax as well, such as the interaction between a national retail sales tax and state and local sales taxes collected on different goods and services; the problem of exempting sales between businesses so that taxes aren’t levied on top of taxes, a problem economists call “cascading”; how the states will be compelled to collect federal sales taxes, especially in states with no sales tax; that state income taxes will still require people to file returns and keep the necessary records; and how to prevent people from collecting rebates fraudulently.
Every serious study of imposing some sort of national consumption tax in the United States has concluded that a value-added tax would work much better. That is because it was designed to overcome the administrative problems inherent in the nature of the FairTax. In other words, if the FairTax is a good idea, the VAT is a far better idea.
OTHER PROPOSALS
In the mid-1990s Sens. Sam Nunn (D-GA) and Pete Domenici (R-NM) put together a tax reform plan designed to tax only consumption by allowing an unlimited deduction for saving, rather than taxing consumption directly as the VAT or FairTax would. Hence it was dubbed the USA Tax, with USA standing for “unlimited savings allowance.” While an impressive amount of research went into the development of this plan, the authors wanted to mirror the existing distribution of taxation and neither burden the poor nor excessively benefit the rich. This required a top tax rate of 40 percent, which proved to be unattractive politically. When Nunn and Domenici retired from the Senate, their plan died.
In 1995 the Republican leaders of Congress, Senate Majority Leader Bob Dole and Speaker of the House Newt Gingrich, asked former representative Jack Kemp to head up a commission that would examine the tax system and make some recommendations for reform. (I assisted Kemp in a voluntary capacity.) In early 1996 the commission issued a report that failed to propose a specific tax reform plan, opting instead to state certain principles that ought to guide any tax reform effort. These include a single, low tax rate; a generous personal exemption and reduction in the tax burden on working families; deductibility of the payroll tax; and others. It did not lead to any legislative action, in large part because the emergence of budget surpluses shifted the attention of Republicans away from tax reform and toward tax cutting.
The tax reform commission appointed by George W. Bush in 2005 proposed two tax reform options. The first would have eliminated a variety of tax preferences and lowered tax rates along the lines of the Tax Reform Act of 1986. The second option was a hybrid income tax/consumption tax designed to move toward a consumption base while retaining a degree of progressivity. In the end President Bush chose not to endorse either option, preferring to focus his attention instead on Social Security reform. The report, however, remains an excellent discussion of various issues relating to tax reform, including good chapters on the VAT and national retail sales tax.
In 2010 Sen. Ron Wyden (D-OR) and Sen. Judd Gregg (R-NH) introduced a tax reform bill that would establish three individual income tax rates of 15, 25, and 35 percent and establish a single rate of 24 percent on corporations. It would also triple the standard deduction, repeal the Alternative Minimum Tax, and make numerous other changes. The Tax Policy Center found that it would be revenue-neutral over a ten-year period and would slightly increase the overall progressivity of the tax system.
In 2010 and 2011 a number of deficit-reduction plans were put forward by various individuals and organizations, including Rep. Paul Ryan (R-WI) and a bipartisan commission cochaired by Republican Alan Simpson and Democrat Erskine Bowles that included tax reform elements. In general they propose sharp reductions in tax rates, even though their stated purpose is deficit reduction; the reduced rates would be paid for with base broadening, loophole closing, and other changes. However, none of these plans ever specified any actual tax-raising provisions. Rep. Ryan, for example, simply ordered the Congressional Budget Office to assume that his plan would raise revenues equal to 19 percent of GDP when it was scored, thus allowing him to both raise taxes and cut them at the same time without those whose taxes would be raised ever knowing it.
In October 2011, businessman Herman Cain, a contender for the Republican presidential nomination, put forward something he called the 9–9–9 plan because it would establish a 9 percent tax rate on individuals, a 9 percent rate on corporations, and a 9 percent national sales tax. However, the corporate and individual tax bases would be quite different from what they are under current law. Individuals would be taxed on all of their wages without even receiving a personal exemption or standard deduction. Businesses would be taxed on all of their receipts except for purchases from other firms. With no deduction for wages, the business side of the Cain plan is essentially a subtraction-method VAT. USC law professor Edward Kleinbard concluded that the 9–9–9 plan was equivalent to a 27 percent tax on wage income, which would raise taxes for all except the rich.
There are, of course, many other tax reform plans besides those discussed here. Curiously missing, however, are any plans that are forthrightly liberal, moving in the direction of a comprehensive income tax base using a Haig-Simons definition of income. In practice conservatives have completely dominated the tax reform debate since the 1980s.
Consequently virtually all major tax proposals of the past twenty or so years—especially those with the deepest support, the flat tax and the FairTax—have proposed moving in the direction of a consumption-based tax system. Keep in mind that consumption need not be taxed directly to have a consumption-based tax system; since the only two things people can do with income is either save it or spend it, eliminating taxes on saving and investment necessarily moves in the direction of a tax on spending.
It may be that there is a consensus around the idea that taxing consumption is preferable to taxing income. What no one has yet figured out is how to get from here to there.
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Chapter 20
The Need for More Revenue
Republicans and Democrats don’t agree on much when it comes to taxes, but at least in principle they both believe that the government should raise enough revenue to cover its legitimate functions. The question is, of course, what are the legitimate functions of government?
In a sense it doesn’t matter, because we aren’t starting from scratch with no government and deciding what a government should or shouldn’t do. We have a vast governmental system that does a great many things, and as a practical matter all of the debate between the two parties is really around the edges.
MANDATORY SPENDING
The central problem is that a large and growing share of spending is classified as “mandatory.” This spending includes programs such as Social Security and Medicare, as well as interest on the debt, that in effect have permanent appropriations. Spending is automatic unless Congress changes the law governing eligibility. The percentage of the budget that Congress has meaningful control over, which economists call “discretionary” and which includes national defense and homeland security, fell from three-fifths of all spending in 1971 to just two-fifths in 2010.
According to long-term budget forecasts by the Congressional Budget Office (CBO), the U.S. Government Accountability Office, and others, the mandatory portion of the budget will continue to grow in coming years as the giant baby-boom generation retires and becomes eligible for Social Security and Medicare. The CBO’s alternative fiscal scenario estimates that spending for Social Security will rise about 30 percent, from 4.8 percent of the gross domestic product in 2011 to 5.3 percent in 2021 and 6.1 percent in 2035. Medicare spending will rise from 3.7 percent of GDP in 2011 to 4.3 percent in 2020 and 6.7 percent in 2035.
CBO assumes that revenues as a share of GDP will be allowed to rise from 14.8 percent of GDP in 2011 to 18.4 percent in 2021 and stay there indefinitely, as economic growth increases tax receipts but the Bush tax cuts are extended. It also assumes that the discretionary portion of the budget will fall about 25 percent, from 12.3 percent of GDP in 2011 to 9.1 percent in 2021 and 8.5 percent in 2035, as stimulus spending expires and the wars in Iraq and Afghanistan wind down. Nevertheless the rise in mandatory spending is so great that the national debt is projected to rise from 69 percent of GDP in 2011 to 101 percent in 2021 and 187 percent in 2035.
Economic theory and historical research tell us that when national debt hits 100 percent of GDP an important threshold is reached. Since the long-term real interest rate is approximately equal to the long-term rate of real growth in the economy, once debt is more than 100 percent of GDP, a nation can no longer grow its way out of it. Interest on the debt will increase the debt/GDP ratio until it simply can’t be paid and there is some sort of default unless drastic actions are taken to reduce the debt.
Of course, in practice a crisis would be likely to occur well in advance of that point. Financial markets are, after all, forward-looking. In particular the companies that rate sovereign debt, such as Standard & Poor’s and Moody’s, will warn bond investors that a crisis is looming. This will add a risk premium to interest rates and hasten the onset of a point at which debts can no longer be paid and default looms.
HOW MARKETS VIEW DEBT RISK
Although policymakers and most economists look at the debt/GDP ratio as the principal determinant of whether a nation’s debts are sustainable, market analysts use a different metric. To them the key measure of whether a nation’s debts are sustainable is interest on the debt as a share of revenues. The Morgan Stanley economist Arnaud Marès explained this perspective in a 2010 investment report:
Whatever the size of a government’s liabilities, what matters ultimately is how they compare to the resources available to service them. One benefit of sovereignty is that governments can unilaterally increase their income by raising taxes, but they will only ever be able to acquire in this way a fraction of GDP. Debt/GDP therefore provides a flattering image of government finances. A better approach is to scale debt against actual government revenues. An even better approach would be to scale debt against the maximum level of revenues that governments can realistically obtain from using their tax-raising power to the full. This is, inter alia, a function of the people’s tolerance for taxation and government interference.
Simon Johnson, a former chief economist at the International Monetary Fund, put it a little differently. “The key to debt sustainability isn’t how much revenue the government can raise relative to gross domestic product or some other characteristic,” he wrote in late 2010. “It’s whether a country has the political will to raise taxes or cut spending when under pressure from the financial markets.”
Precisely what level of interest spending as a share of revenues is the tipping point is a judgment call. In a May 2010 interview, Pierre Cailleteau, managing director of Moody’s, said that 18 to 20 percent is the limit of interest outlays as a share of revenues, in his firm’s opinion. According to CBO, that should occur in the United States in approximately 2020.
If, as Johnson suggests, a willingness to raise taxes is an important signal to financial markets on debt sustainability, failure to allow the Bush tax cuts to expire on schedule at the end of 2012 may be seen as a serious failure of will by both Congress and the White House, as all that is necessary for the revenue rise to take effect is do nothing and let the law take effect as written. According to CBO, permitting the Bush tax cuts to expire would allow revenues to rise to 20.8 percent of GDP in 2021 and 23.2 percent in 2035. Almost by itself, that is enough to stabilize the debt/GDP ratio. Instead of rising to 187 percent of GDP in 2035, it would rise only to 84 percent.
INFLATION
Another factor that may hasten the day of reckoning is if inflation rises faster than CBO anticipates. Inflation raises the market rate of interest by approximately the same amount. Thus inflation 1 percent higher than expected will cause long-term interest rates to rise by 1 percent more than forecast.
Of course, higher inflation will erode the real value of the debt to some degree. This is essentially how the nation paid off the debts accumulated during World War II. Some people believe that another round of inflation is in the pipeline because of all the money created by the Federal Reserve since 2008 to maintain liquidity in financial markets and prevent a collapse. Higher inflation, they may think, will obviate the necessity of raising additional revenue to pay the nation’s debts. However, the problem with using inflation as a backdoor default is that the debt must have a fixed maturity for this to work. At the end of World War II close to 50 percent of all marketable Treasury securities were in the form of long-term bonds. At the end of 2010 this figure was less than 10 percent.
With so much of the debt being of relatively short duration—most of it consists of Treasury bills that turn over every three months—inflation has little effect in reducing the real value of the debt. Inflation adds an inflation premium to interest rates, so the government’s cost of borrowing and its outlays for interest on the debt rise as fast as or even faster than inflation pays it down, thus maintaining the real value of the debt. According to the Office of Management and Budget, if interest rates are just 1 percent higher than expected over the next ten years, this will add approximately $1 trillion to the debt.
Moreover for inflation to aid in reducing the debt burden, it must be largely owned domestically. At the end of World War II almost all the debt was owned by Americans; we owed it to ourselves. But today about half of the national debt is owned by foreigners, such as the Chinese. If inflation should rise in the United States, it would cause the exchange value of the dollar to fall, discouraging foreigners from rolling over their lending unless we began to issue securities denominated in foreign currencies.
One factor that has prevented a debt crisis so far is that the U.S. national debt is denominated 100 percent in dollars. Historically, severe international debt crises have arisen primarily because a nation could not obtain the foreign currency to service its external debt. If the United States should ever reach the point where its currency is so weak from inflation that foreigners will not buy our bonds unless protected from exchange risk, we would then be close to the point of defaulting.
Some conservatives believe that default is preferable to raising taxes enough to service the debt. Indeed they rejoice at the thought that no one would ever be foolish enough to lend money to the U.S. government ever again, and that this would force the nation to balance its budget once and for all. However, the cost of default would be enormous. Untold numbers of individuals, retirees, pension funds, and insurance companies and other institutions would face devastating losses. Default would constitute a grossly immoral theft of trillions of dollars from those who loaned money to the federal government in good faith so others could enjoy the benefits of what that money bought without having to pay for it.
During a debate on raising the debt limit in 2011, more than a few Republicans in Congress said they would never support a higher debt limit regardless of the consequences. Although a last-minute deal was reached to raise the debt limit, Standard & Poor’s lowered the Treasury’s bond rating from AAA to AA+, largely because of increased political risk. S&P is less worried about America’s ability to pay its debts than about its willingness to do so. Since all future debt limit increases are likely to be held hostage to political demands, such concerns are not unreasonable.
As Sen. Mitch McConnell (R-KY) put it at the end of the 2011 debt limit debate, “Some of our members may have thought the default issue was a hostage you might take a chance at shooting. Most of us didn’t think that. What we did learn is this—it’s a hostage that’s worth ransoming.”
SPENDING CAN’T BE CUT ENOUGH
The reality is that the debt will be paid, and there are no easy ways to do that. Either spending must be slashed or taxes must be raised. Many conservatives think that the answer is obvious: cut spending as much as necessary. But as noted earlier, that’s easier said than done when the main sources of the deficit are mandatory programs such as Social Security and Medicare, not to mention interest on the debt.
The elderly, who are the principal beneficiaries of these programs, are a large and growing percentage of the voting population. They are not likely to support any significant cuts in programs that benefit them. According to the Census Bureau, the proportion of the population age sixty-five and older will grow from 13 percent in 2010 to 16.1 percent in 2020, and 19.3 percent in 2030. In political terms, the clout of the elderly will grow even more because the percentage of those over sixty-five who vote is the highest of any age group. In 2008, 70.3 percent of those sixty-five and older voted, while only 48.5 of those age eighteen to twenty-four did.
According to Standard & Poor’s, age-related spending in the United States is expected to rise from 10.8 percent of GDP in 2010 to 12.5 percent in 2020, 15.1 percent in 2030, 17.1 percent in 2040, and 18.5 percent in 2050. These estimates may even be conservative if longevity rises as much as some researchers expect. One estimate projected cumulative outlays for Social Security and Medicare that could be between $3.2 trillion and $8.3 trillion above current government forecasts by 2050 due to higher than expected longevity.
Moreover even if the political support existed to cut spending enough to forestall a debt crisis, it is hard to cut spending on mandatory programs quickly. It’s difficult to imagine reducing Social Security benefits for current beneficiaries, and if Medicare reimbursement rates are slashed, doctors will simply refuse to treat those on Medicare. As a practical matter, therefore, major cuts in such programs have to be phased in over a long period of time. It’s worth remembering that when Social Security ran into financing problems in the early 1980s, the only benefit cut that Congress would consider was a rise in the retirement age twenty-five years in the future. In the short run, the way it solved the Social Security problem was with higher taxes.
It’s also worth remembering that when inflation became a problem in the 1960s, people saw budget deficits as the primary cause. This made them more sympathetic to tax increases, such as the 1968 surtax. As painful as they might be, insofar as they were a plausible way of reducing the cause of inflation, higher taxes were the lesser of the potential evils.
Some conservative economists deny any direct relationship between budget deficits and inflation, viewing inflation as resulting solely from a loose monetary policy. But one thing that happens in a debt crisis is that the central bank essentially loses control of monetary policy. As people shun a nation’s bonds, the central bank has no choice but to monetize the debt, essentially printing money to buy bonds. Should this scenario arise, it won’t be difficult to convince people that higher taxes are preferable to hyperinflation.
Inflation isn’t the only thing that tends to make people sympathetic to higher taxes. High interest rates do so as well. The connection is that deficits are a factor in crowding out private borrowers from financial markets, and this crowding out will reduce home buying, business investment, productivity, and jobs. The federal government preempts the available supply of saving because, unlike private borrowers, it will pay any interest rate, no matter how high. When this drives up rates that businesses and consumers must pay, it won’t be hard to convince people that higher taxes may be preferable to high interest rates.
Some economists also argue that tax increases will be less burdensome to growth than spending cuts. The economist Christina Romer, of the University of California, Berkeley, for example, estimates that a tax increase equivalent to 1 percent of GDP will reduce GDP about 1 percent after eighteen months. But a spending cut of 1 percent of GDP will reduce GDP by 1.5 percent.
Waiting to cut spending, however, may be a bad idea. Higher interest rates, whether caused by crowding out, inflation, or Fed tightening, will raise the federal government’s spending on interest payments rapidly. It’s easy to imagine circumstances in which the budget cannot be cut fast enough to compensate for rising interest costs. At that point the only options will be higher taxes or default.
Incidentally, default doesn’t mean only a failure to pay a debt. It may involve changing the terms of repayment. Economists have speculated that “financial repression” may be one way that the government will cope with a debt crisis. Such repression may involve forced purchases of Treasury securities, caps on interest rates, and controls on the ability to move capital out of the United States.
POLITICAL OPPOSITION
At the present time conservative opposition to higher taxes is overwhelming and probably insurmountable. But attitudes can change. Back in the 1980s the conservative commentator George Will repeatedly argued that America was “undertaxed.” At least a few conservatives make similar arguments today. In April 2011 Reagan’s budget director David Stockman was asked about the deficit. He said, “I think the biggest problem is revenues. It is simply unrealistic to say that raising revenue isn’t part of the solution.” In August 2011 the University of Chicago law professor Richard Posner said that growth of the deficit “cannot be arrested without more tax revenues.”
It should also be noted that public opinion polls have consistently shown that to get the deficit under control the American people support some increase in taxation versus cutting spending alone by a 2-to-1 margin (see Table 20.1).
Table 20.1 Can/Should the Budget Deficit Be Reduced with Spending Cuts Alone or Should There Be an Increase in Taxes? (percentage)
Source: Author’s research.
Many conservatives would have us believe that there is nothing worse than higher taxes. This is nonsense. Failure to reduce growth of the debt can lead to consequences far worse than higher taxes: inflation, double-digit interest rates, debt default, financial repression, slower growth resulting from all of the above, and more. While spending should be reduced to the greatest extent possible, I believe that higher revenues will be necessary to stabilize the nation’s finances. One of the goals of tax reform should be to make that higher tax burden more bearable.
Higher tax rates are unnecessary to raise the revenue needed. Tax expenditures can be curtailed. Should Congress be unwilling to tackle them directly, a number of economists have suggested restricting tax expenditures indirectly by, for example, disallowing some portion of a taxpayer’s tax preferences or allowing only those that exceed some percentage of income. Others have proposed integrating tax expenditures more fully into the budget process so that people can more easily see that these are oftentimes simply a different way of spending public funds.
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Chapter 21
The Case for a Value-Added Tax
The value-added tax, or VAT, is a type of consumption tax widely used in every major country except the United States. From the point of view of efficiency, it is generally considered to be the best tax ever invented. It raises more revenue at less economic cost than any other tax. For this reason, many conservatives oppose it. They think taxes should be painful and burdensome, to keep them as low as possible. But as long as taxes are necessary to fund government, it’s foolish to impose a large extra burden on the economy by raising revenue inefficiently.
DEADWEIGHT COST
It’s important to understand that all taxes have what economists call a “deadweight” or “welfare” cost over and above the tax itself in the form of output discouraged by the form of the tax rather than its amount. In other words, output would be higher if the same revenue were raised in a less burdensome way. It is estimated that the deadweight cost of the federal tax system is equal to about one-third of revenue raised or about 5 percent of the gross domestic product. Thus the economy bears a total tax burden some 5 percent of GDP higher than is shown simply by measuring revenues as a share of GDP.
Economists have long known that taxes on consumption, such as excise taxes and retail sales taxes, have a lower deadweight cost than taxes on incomes or profits. Political philosophers have also long argued that taxes on consumption are morally preferable to taxes on saving or the return to saving. Thomas Hobbes, for example, argued that consumption is what people take out of society, while saving is what they put in. Therefore it is best to tax only consumption while exempting saving.
Alexander Hamilton, the first secretary of the Treasury, argued further that the taxation of consumption is more consistent with freedom than taxes on incomes because people can more easily reduce their consumption than their income if taxes become excessively burdensome. As he wrote in Federalist 21:
It is a signal advantage of taxes on articles of consumption, that they contain in their own nature a security against excess. They prescribe their own limit; which cannot be exceeded without defeating the end proposed, that is, an extension of the revenue. When applied to this object, the saying is as just as it is witty, that, “in political arithmetic, two and two do not always make four.” If duties are too high, they lessen the consumption; the collection is eluded; and the product to the treasury is not so great as when they are confined within proper and moderate bounds. This forms a complete barrier against any material oppression of the citizens by taxes of this class, and is itself a natural limitation of the power of imposing them.
One problem with consumption taxes, however, is that evasion is relatively easy. Both buyer and seller have an incentive to collude in cutting the tax collector out of a sale. The higher sales tax rates are, the greater the incentive for evasion. Consequently economists have long observed that retail sales taxes such as those in the states become too difficult to collect above a rate of about 10 percent.
Another problem with retail sales taxes is called “cascading,” and it occurs when taxes are levied on taxes rather than on goods and services. For example, a contractor may buy some construction materials at retail, pay a sales tax, and then have another sales tax applied to the final bill that includes the taxes on the materials. Thus the final tax is partially a tax on a tax. Cascading needs to be eliminated to the greatest extent possible for reasons of both efficiency and fairness.
HISTORY OF THE VAT
The VAT was created in Europe after World War I to deal with the problem of cascading. The idea was to levy a tax at each stage of production or distribution while giving a credit for taxes previously paid. Moreover collecting the tax at many points in the production-distribution process, rather than just at the point of final sale, improved compliance. Sellers had an incentive to pay taxes; otherwise, they would be unable to claim credits on the taxes they paid on raw materials or goods purchased for resale.
Here’s a simple example of how a VAT works. The farmer grows wheat, and a tax is assessed when it is sold to the miller to make flour. When the miller sells the flour to the baker to make bread, the tax is assessed again, but the miller gets credit for the taxes he paid when he bought the wheat. When the baker sells the bread to the grocer, the tax is assessed again, with the baker getting credit for the taxes paid by both the farmer and the miller. When the grocer sells the bread to a consumer, the tax is assessed once again, but the grocer gets credit for all of the previous taxes paid by the farmer, the miller, and the baker. In practice the consumer pays all the tax.
Note that even if the grocer fails to collect his share of the tax from the consumer, most of the tax will still be paid because it was already collected from the farmer, the miller, and the baker. The grocer paid those taxes when he bought the bread from the baker. The government would lose only the tax that would have been collected on the final price markup charged by the grocer.
Thus what is being taxed at each stage is the value being added to the original raw materials. The miller added value to the wheat by converting it into flour, the baker added more value by converting the flour into bread, and the grocer added still more value by making the bread available for consumption. Since the vast bulk of the value added is the labor of the miller, baker, and grocer, a VAT is essentially a tax on labor.
Another advantage of a VAT is that it can be assessed on imports and rebated on exports. While this sounds like a trick to levy a tariff on imports and provide a subsidy to exports, as many business-people believe, that is not the case at all. The purpose is to provide neutrality, so that goods traveling through different countries bear only the tax imposed in the country of final sale.
This aspect of the VAT became attractive to Europeans as they began the process of full economic integration in the 1960s. When formal trade barriers were abolished, countries did not want them replaced by domestic taxes that had the same effect. Therefore every member of the European Union was required to replace its national sales taxes with VATs so that goods could travel freely from one country to another without being burdened by taxes that could cascade as the goods moved.
People often wonder why it isn’t possible to rebate other taxes, such as the corporate income tax, at the border so as to improve the competitiveness of American businesses. The reason is that world trade law prohibits rebating taxes at the border unless the precise amount of tax contained in the price of a good or service is known. And unfortunately economists have never figured out to what extent, if any, the corporate income tax is passed on to consumers. With a VAT, however, the amount is known to the penny because it is documented by the invoice trail that allows producers and sellers to claim credits for the VAT they pay.
In the 1970s and early 1980s many conservatives—such as Norman Ture, undersecretary of the Treasury for tax and economic policy; and Murray Weidenbaum, chairman of the Council of Economic Advisers, both for President Reagan—supported an American VAT. The conservative columnist George Will favored one, and Richard Nixon was strongly tempted by it. But in the end conservatives concluded that its liabilities outweighed its virtues. They feared that it would become a “money machine” that would raise revenue too easily, too painlessly, and thus would both raise the tax burden and increase government spending. At a press conference on February 21, 1985, Reagan cemented conservative opposition to the VAT, saying it “gives government a chance to grow in stature and size.”
I myself long opposed the VAT on “money machine” grounds, but I changed my mind in 2004, when I realized that there was no longer any hope of controlling entitlement spending before the baby-boom deluge hit. The United States needs a money machine, I concluded.
THE POLITICS OF A VAT
Although some liberals have periodically been attracted by the VAT’s revenue potential, none has made a serious effort to enact one since House Ways and Means Committee Chairman Al Ullman (D-OR) floated the idea in 1979 and was defeated in his reelection bid the following year—a loss widely attributed to his support for the VAT. Since then, Ullman’s name has been invoked as proof that a VAT is politically suicidal. In the words of Congressman (later Sen.) Byron Dorgan (D-ND), “The last guy to push a VAT isn’t working here anymore.”
Politicians are also mindful that foreign leaders imposing VATs often suffered electoral defeat as a consequence. After enacting a VAT in Japan in 1986, Prime Minister Yasuhiro Nakasone was defeated the following year largely because of it. Prime Minister Brian Mulroney imposed a VAT in Canada in 1991, and it was considered the major factor in his 1993 defeat. Although Prime Minister John Howard survived enactment of a VAT in Australia in 1998, his party suffered major losses as a consequence.
Today several factors may have changed that could make a VAT viable in the United States. First, the magnitude of the fiscal crisis will have to be addressed soon. Spending for Social Security and Medicare alone will require a tax increase equivalent to about 80 percent of current individual income tax revenue in today’s dollars over coming decades, according to the trustees’ reports of those systems.
Second, the recent explosion of stimulus spending has made the fiscal problem worse. The United States is not immune from the debt problems that countries like Greece and Portugal have lately suffered. Economists of all political stripes worry that unchecked budget deficits could cause inflation and interest rates to skyrocket, at which point a large tax increase will be politically inevitable. The only question will be how taxes will be raised.
It would be advisable to raise taxes in a way least likely to impede economic growth, assuming taxes have to rise. It would be silly to raise taxes in a way that will cause saving to fall if the main purpose of a tax increase is to reduce interest rates that have risen because the budget deficit is crowding private borrowers out of financial markets. The conservative notion that taxes should be as painful as possible would, under such circumstances, be masochistic.
Concerns about the competitiveness of American industry may also make a VAT more palatable. If a tax that is rebatable at the border replaced a tax that is not, this would give exporters an advantage over what they have now. And since the tax would also apply at the border on goods and services that now enter the country tax-free, it would shift the tax burden partly onto foreigners, given that the United States runs a large trade deficit. Thus the taxes levied on imports would exceed rebates on exports.
And a VAT would address a growing conservative concern about the large percentage of the population that pays no federal income taxes. In 2011, 47 percent of all returns had no federal income tax liability. It’s unrealistic to think that income taxes will be imposed on such people once they have become exempt. A VAT, by contrast, would get all Americans to pay for the federal government’s general operations.
Of course, a VAT would be highly regressive, taking more in percentage terms out of the pockets of the poor than the well-to-do. Regressivity is the principal liberal objection to a VAT. Historically governments have tried to mitigate the burden on the poor by exempting things such as food from the VAT. But this creates a lot of complexity that increases the deadweight cost of the tax. Economists prefer to avoid exemptions and address regressivity, perhaps by cutting the payroll tax, which, as noted, has roughly the same incidence as a VAT because it is also a tax on labor.
Back in 1988 the Harvard economist and later Treasury secretary Larry Summers quipped that the reason the United States doesn’t have a VAT is that liberals think it’s regressive and conservatives think it’s a money machine. We’ll get a VAT, he said, when they reverse their positions.
REVENUE POTENTIAL
Estimates of how much an American VAT could raise depend a lot on what assumptions are made about the tax base. Economists would prefer that coverage be as broad as possible to avoid distortion and to keep the rate as low as possible. Although VATs can work at rates well above those that would cause a retail sales tax to break down, research shows that they start to have serious compliance problems at rates above 20 percent.
The Congressional Budget Office has looked at the revenue potential of a VAT. It believes that a broad base would cover about a third of GDP. This is consistent with the experience of other major countries. I estimate that the VAT covers 37 percent of GDP in the United Kingdom and France, 33 percent in Canada, and 30 percent in both Italy and Germany. Therefore a 20 percent VAT—the average for the European Union—could raise $1 trillion per year of new revenue.
Obviously it would be politically impossible to enact a 20 percent VAT all at once. On the other hand, it wouldn’t make sense to impose one at a rate of less than 5 percent. The start-up costs are large; the IRS would need a new bureaucracy to administer the tax; and businesses would need extensive training. A 1993 IRS study estimated that it would need close to 30,000 additional staff members and two full years to implement a VAT before it could begin to collect any revenue from this tax.
A consequence of the long lead time needed to implement a VAT is that it cannot fill the revenue hole in the event of a debt crisis. Should one occur, we will need revenue immediately, and this means that it will have to be collected by raising the rates of existing taxes. It would be better to put in place the mechanism for the VAT well in advance of a crisis that would lead to higher taxes.
One obvious option would be to use VAT revenues to finance tax reform in a revenue-neutral manner. A 6 percent VAT would raise about as much revenue as the corporate income tax. Another percentage point could finance abolition of the Alternative Minimum Tax. The Columbia University law professor Michael Graetz has suggested using a VAT to abolish the individual income tax for the vast bulk of Americans. With a fully phased-in VAT capable of raising about $50 billion per percentage point in 2011 dollars, there are many worse taxes that could be reduced or abolished, thereby improving the efficiency of the tax system by raising the same revenue at a lower deadweight cost.
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Chapter 22
The Case Against a Value-Added Tax
In the previous chapter, I explained why I think it would be desirable for the United States to adopt a value-added tax: I don’t think it’s possible to cut spending enough to forestall a fiscal crisis; taxes will eventually rise a lot; it will be economically debilitating to raise income tax rates as high as would be necessary to get the necessary revenue; and a broad-based consumption tax such as a VAT would be much less damaging to the economy than large budget deficits.
Now I want to look at some of the arguments against my view. Some are serious, but many are not. The latter are just straw men created solely for the purpose of obfuscating the issue. I will try to deal with them in order of seriousness, from least to most serious.
1. We must repeal the Sixteenth Amendment to avoid having both a VAT and an income tax.
In its 2008 platform the Republican Party made this point, and in his column in 2010 George Will made it the centerpiece of his case against the VAT. But it’s not a serious argument. Contrary to popular belief, Congress was not prohibited from taxing incomes prior to the Sixteenth Amendment. As the historian David Levenstam wrote in the libertarian magazine Reason, in the case of Pollack v. Farmers Loan (1895) the Supreme Court struck down an income tax enacted in 1894 on narrow grounds and did not find the taxation of incomes to be unconstitutional per se.
Even without the 16th Amendment, Pollack would allow Congress to impose a tax on a broad range of income. The Supreme Court clarified the point in a series of cases, including Brushaber v. Union Pacific Railroad (1915), Stanton v. Baltic Mining Company (1916), and Eisner v. Macomber (1920). In these cases, the Court ruled that the 16th Amendment granted Congress no new power to tax; the 16th Amendment simply reclassified an income tax on tangible property as an indirect tax. . . .
Fourteen years after Pollack, Congress imposed a 1 percent flat tax on corporate net income in excess of $5,000 ($95,000 in 1998 dollars). By taxing corporations on dividends from other corporations, the 1909 act began the practice of double taxing corporate income. Opponents challenged the 1909 act in court, too. In 1911—two years before the adoption of the 16th Amendment—the Supreme Court ruled in Flint v. Stone Tracy Company that the tax on corporations was constitutional as “an excise upon the particular privilege of doing business in a corporate capacity.” In other words, according to the Court’s reasoning in 1911, just because the corporation tax was a tax on income didn’t mean it was an income tax.
So even before the 16th Amendment, the Pollack, Spreckles, and Flint decisions gave a clear signal to Congress that it could impose a tax on wages, salaries, professional service fees, interest, dividends, royalties from intellectual property, estates, gifts, gross receipts, and any income earned by corporations. Congress could even double tax corporate income.
It would be hard to find a competent legal expert who thinks the Supreme Court would find the income tax unconstitutional today even if the Sixteenth Amendment was repealed.
While it is reasonable to say that it might be a bad idea to tax both consumption and incomes, repealing the Sixteenth Amendment would provide no guarantee against this. We would have to both get rid of the Sixteenth Amendment and enact another amendment that unambiguously prohibited the federal government from taxing incomes. This is probably impossible if only because the definition of income is so elastic.
2. The VAT is a hidden tax.
This argument is silly because the VAT is no more hidden than any other tax. Ask yourself: Do you really know what the sales tax rate is in your state, or the property tax rate in your community, or even what your effective federal income tax rate was last year? (Guess and then check; more than likely you overestimated all of them.) According to polls, most people have no idea. The chances are far better that those who pay the VAT in other countries can tell you precisely what the rate is because it covers such a wide array of goods and services and is consistent throughout the country.
Moreover even if the VAT were an especially hidden tax, the only grounds for being concerned would be if there is reason to believe that hidden taxes are more easily increased than more visible taxes. But there is no support for this belief. The University of Chicago economist Casey Mulligan, an opponent of the VAT, looked for evidence and could find none. He concluded that “tax visibility is empirically unrelated to the amount of taxation and government spending.”
3. The VAT is too complicated and will be riddled with exemptions.
This argument is weak because all taxes are complicated. They’re complicated because people dislike paying them, requiring governments to plug new loopholes and combat evasion tactics that are always being discovered, and because Congress continually meddles with the tax code to buy votes and redress legitimate grievances.
While a VAT would indeed be complicated to implement, once in place it is not especially complicated in operation, certainly no more so than the retail sales taxes that exist in almost every state. And since so many other countries have a VAT we can learn from their experience and avoid making ours unnecessarily complicated.
4. The VAT is inflationary.
While it is true that imposition of a VAT will be more than likely to raise the price level by about the amount of the tax, economists don’t think of this as inflation. That would be a continuing rise in the price level year after year, resulting primarily from excessive money creation by the central bank. Any rise in prices resulting from a VAT would be a onetime event with no effect on the general inflation trend.
5. The VAT is a money machine.
This concern is probably the biggest one most conservatives have about a VAT. In their minds, its primary virtue—the ability to raise large amounts of revenue at low deadweight cost—is also its primary vice. If taxes are insufficiently burdensome, conservatives reckon, they will be too easy to raise. To keep taxes low, they believe we should raise them in the most painful and burdensome manner possible.
First, we will enact a VAT only if we really need a lot of new revenue; hence it is considered a money machine. While it is theoretically possible to reduce spending enough to avoid the necessity of higher taxes, I don’t believe it is politically possible to do so. It may take a few years before this reality is accepted by Congress, but I think it is inevitable that taxes will rise significantly and we will need a VAT to raise revenue.
Second, the data don’t really support the “money machine” argument. While it is often implied that the trend of the VAT is continuously upward, this is wrong. According to the OECD, eight of the thirty countries with a VAT have lower rates today than they had previously: Canada, Chile, the Czech Republic, France, Ireland, the Netherlands, Portugal, and the Slovak Republic. And several countries have never increased their VAT rates: Australia, Finland, Korea, and Poland. The average VAT rate in OECD countries was exactly the same in 2010 as it was in 1984: 17.9 percent.
Another problem with the money-machine argument is that it fails to note the critical impact of inflation on fueling higher VAT rates. When the general price level was rising rapidly it was easy for governments to raise VAT rates because they were hardly noticed. What was another 1 percent rise in prices due to a higher VAT when inflation was at double-digit rates? Moreover, to the extent that inflation was a function of budget deficits, higher taxes were seen as a plausible means of reducing it. In the Keynesian model, higher taxes are anti-inflationary because they reduce purchasing power.
I think it is critical that any money-machine analysis distinguish between those countries that adopted VATs before the great inflation of the 1970s and those adopting VATs in the era of relative price stability since then. I have done so in Table 22.1. It shows that to the extent that there is a valid money-machine argument, it is only for the countries able to piggyback on inflation to ratchet up their rates in the 1970s. VAT rates show little evidence of a ratchet effect during the era of price stability.
Table 22.1 VAT Rates in OECD Countries (ranked by year of establishment)
Source: OECD.
Finally, it should be noted that VATs often replaced other taxes when implemented. Many countries previously had manufacturers’ excise taxes that had many economic and administrative problems. The VAT allowed them to be abolished. In other cases, the VAT provided revenue to implement various tax reforms that improved the economy and offset the burden on lower income groups. Therefore even in cases where the VAT rate has risen, it doesn’t prove the money-machine argument unless it can be shown to have raised the overall level of taxation.
6. The VAT is regressive, taking more out of the pockets of the poor.
This is probably the strongest argument against the VAT. Since the poor consume a higher percentage of their income than the well-to-do, they are necessarily going to pay more VAT as a percentage of their income than the well-to-do are. It is certainly something that would have to be addressed if we were to adopt a VAT.
That said, one important benefit of a VAT is that everyone would be contributing to the general cost of government. We all benefit from homeland security, the justice system, and so on, and everyone ought to pay something for it. But as it is, 47 percent of those filing federal income tax returns have either a zero or a negative tax liability. The latter pay nothing but still get a tax refund.
When this point is brought up, liberals always cite all the payroll taxes low-income workers pay. But they seldom note that the negative income tax liability comes mainly from the Earned Income Tax Credit (EITC), which was established to indirectly offset the payroll tax of low-income workers. For a substantial number of taxpayers the EITC offsets all of their payroll tax liability as well as their income tax liability. Furthermore the payroll tax does not support the government’s general operations. It funds specific benefit programs, Social Security and Medicare, from which the vast majority of beneficiaries get back far more than they ever pay in (see Table 22.2).
Table 22.2 Percentage of Tax Units with a Zero or Negative Federal Tax Liability, 2010
Source: Tax Policy Center.
Oddly, conservatives are the ones most likely to complain that the poor aren’t pulling their weight. Yet they refuse to see that a VAT is probably the only way of getting the poor to help finance the general cost of government. It’s extremely unlikely that we will ever impose income taxes on very many of those now paying nothing.
It should be noted as well that viewing the VAT over a lifetime rather than in single-year snapshots reduces its regressivity considerably. Economists now generally accept that consumption taxes are roughly proportional to income over a lifetime because consumption itself is roughly proportional to income.
OTHER OBJECTIONS
Of course, there are any number of other reasons people oppose a federal VAT. One key constituency is state governments, which view consumption as a tax base that belongs exclusively to them. But they could easily piggyback onto a federal VAT, which would also be able to tax things like Internet and mail-order sales that the states have struggled to collect sales taxes on.
Finally, we would never impose a VAT until well after the economy had returned to reasonable health. And a VAT would have a heavy economic cost even if that cost would be far less than the cost of an equivalent income tax rate increase. But, as noted earlier, a VAT is never going to be seriously considered unless the need is overwhelming. That will be when large deficits impose on the American people costs that are even worse in the form of inflation, high interest rates, and economic instability.
If, as former vice president Dick Cheney used to say, deficits don’t matter, we have nothing to worry about. But anyone who believes that deficits have economic costs has to accept that at some point those costs may be greater than the cost of raising taxes to reduce them, if, as I believe, spending will never be cut enough to keep deficits from rising to economically disastrous levels.
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Chapter 23
What Should Be Done About the Bush Tax Cuts?
The central driver for tax reform in 2012 will be the expiration on December 31 of all the tax cuts enacted during the George W. Bush administration. Originally enacted with an expiration date of December 31, 2010, they were extended for two additional years at the last minute by President Obama. It is in the interest of both parties to use this leverage to come up with alternative tax changes so that they are not faced with the same choice that arose in late 2010, of either extending the Bush tax cuts in toto or allowing a large tax increase to take effect.
When we talk about the Bush tax cuts, it’s important to acknowledge that there were many of them. According to a Treasury Department study, there were more major tax cuts during the Bush II administration than any other administration in history. And the aggregate revenue loss was the largest of any administration as a percentage of GDP (see Table 23.1). Both Harry Truman and Ronald Reagan passed larger individual tax cuts, but both took back about half of them with subsequent tax increases. Bush is remarkable for having never enacted a single tax increase. Reagan, by contrast, signed eleven major tax increases into law.
Table 23.1 Average Annual Revenue Loss from Bush-Era Tax Cuts
Source: Treasury Department.
ORIGINS OF THE 2001 TAX CUT
On June 7, 2001, Bush signed into law the first major tax cut of his administration. Although sold as a way of stimulating the economy, raising growth, and reducing unemployment, it did none of that.
To understand why the 2001 Bush tax cut failed to achieve its purpose, it’s important to recall its genesis. It grew out of a tax plan developed in mid-1999 by Bush’s principal economic adviser, Lawrence Lindsey. Other contributors included the economists Michael Boskin, John Cogan, Martin Feldstein, and John Taylor.
In 1999 the last thing the economy needed was a stimulus. Real GDP grew 4.2 percent that year, well above its postwar trend of about 2.5 percent, and the unemployment rate was just 4.2 percent. Growth was so rapid that revenues poured into the Treasury. The federal government was on track to run a healthy budget surplus of $126 billion.
The Bush tax plan was announced on December 1, 1999. Since it was clearly implausible to argue that the economy needed a stimulus, Bush, at Lindsey’s urging, defended his tax cut as “insurance against economic recession.” Lindsey was bearish on the economy, and he anticipated a sharp economic slowdown—thus he was an outlier among economic forecasters, the bulk of whom were expecting a continuation of robust economic growth.
Of course, Bush’s tax cut was designed as well for an explicit political purpose. He was running for the Republican presidential nomination against two strong opponents, Sen. John McCain of Arizona and the publisher Steve Forbes. Forbes in particular was running hard on the flat tax, which had propelled him from out of nowhere into contention for the Republican nomination in 1996. Bush also had to contend with the widespread Republican view that his father had made a dreadful mistake, both substantively and politically, by backing a tax increase in 1990.
Bush recognized that he could not compete with Forbes for the hearts of the party’s supply-siders. He chose instead to emphasize the “compassionate conservatism” of his proposal, which reduced the top rate only modestly (by Republican standards) to 33 percent from 39.6 percent. The top rate at the end of his father’s administration had been 31 percent, and it was 28 percent at the end of Reagan’s. Other tax provisions in the Bush plan included doubling the child credit to $1,000, reducing the marriage penalty, allowing non-itemizers to deduct charitable contributions, and phasing out the estate tax. Liberal economists praised it as being more distributionally fair than congressional Republican tax proposals. They were also cautiously optimistic that there would be further improvements in the Bush plan because as governor of Texas he had shown an admirable willingness to work with Democrats on a bipartisan basis.
DISSIPATING THE BUDGET SURPLUS
Subsequently it became clear that another goal of the Bush tax cut was to dissipate the budget surplus. The Clinton administration had projected that by 2010 the national debt would effectively be paid off. Bush and his advisers were very wary of budget surpluses, fearing that they would put irresistible pressure on Congress to create new spending programs. Bush even criticized Federal Reserve Board Chairman Alan Greenspan for supporting budget surpluses.
On January 24, 2000, Bush said, “Mr. Greenspan believes that money around Washington, DC, will be spent on a single item—debt reduction. . . . I think it will be spent on greater government. He has got greater faith in the appropriators than I do.”
In the end Bush won the Republican nomination and, eventually, the election. Unfortunately the long-drawn-out conclusion to the 2000 election, which wasn’t resolved until the Supreme Court decided Bush v. Gore on December 12, deprived him of a third of his transition. One of the casualties may have been a rethinking of his campaign tax cut. In the year since it was first proposed, economic conditions had changed. Although few economists were forecasting a recession, almost all predicted a deceleration of growth. We now know that a recession began in March 2001.
The sensible thing for Bush to have done would have been to revise his tax plan and propose something more appropriate based on the economic deterioration. Nevertheless Bush told Congress to enact his campaign tax plan unchanged. His one concession to changed economic conditions was to support a one-shot $300 tax rebate, which was popular in Congress, to pump up aggregate demand—classic Keynesian economic policy, not the supply-side economics Republicans champion.
Passage of the Bush tax cut was ensured by Greenspan’s endorsement in testimony before the Senate Budget Committee on January 25, 2001. His main argument was that large budget surpluses would be destabilizing. “Large deficits are bad. Large surpluses are bad,” Greenspan said.
Work on the tax bill proceeded at an unusually rapid pace by Congress’s usual standards. The members finished in late May. The final legislation had a number of provisions, but closely followed the Bush 1999 campaign proposal. Key elements included a new 10 percent tax bracket, a reduction in the top rate from 39.6 percent to 35 percent in 2006, an increase in the child credit from $500 to $1,000 over ten years, and elimination of the estate tax in 2010. Importantly, every provision of the 2001 law expired at the end of 2010 because budget rules prevented enactment of a permanent tax cut, and Republicans were unwilling to compromise with Democrats on a tax cut that could have been enacted permanently.
The Republican-leaning Heritage Foundation, pleased with the Bush tax cut, predicted that real GDP would rise by an average of 3.3 percent per year from 2001 to 2010. Actual growth was about half that, 1.7 percent per year. Heritage said the unemployment rate would average 4.7 percent over the same period. It actually averaged 6.1 percent.
ECONOMIC EFFECTS
By any measure the economic performance of the 2000s was dismal despite historically low taxes, which Republicans believe are the sine qua non of growth. Federal revenues averaged 17.6 percent of GDP from 2001 to 2008, compared with a postwar average of about 18.5 percent.
No comprehensive analysis of the impact of the 2001 tax cut exists. Even Republican economists seldom discuss it, preferring instead to focus on the 2003 tax cut, which reduced the maximum tax rate on dividends and capital gains to 15 percent—more classical supply-side tax policy. But it also failed to do much to stimulate growth or reduce unemployment (see Table 23.2).
Table 23.2 Economic Indicators before and after the Tax Cuts for Expansion Years (annual average)
Source: Congressional Research Service.
The effect of the 2003 tax cut on dividends has been the subject of extensive economic analysis. The theory was that it would encourage corporations to pay out more dividends and raise the stock market. But there is little evidence that it did either. Studies show that dividend payouts on assets qualifying for a lower rate did not increase more than those that did not qualify. And stock indexes rose no faster in the United States following the tax cut than they rose in Europe. Insofar as dividends did increase, they were largely offset by lower share repurchases by corporations. In terms of paying out profits to shareholders, therefore, only the form changed, not the amount.
In 2011 the Congressional Budget Office (CBO) calculated that the Bush tax cuts increased the national debt by about $3 trillion, including debt service. As one can see, CBO was projecting about a $6 trillion surplus when Bush took office. Instead there was a $6 trillion deficit, for a fiscal turnaround of $12 trillion. Lower revenues accounted for about half and higher spending for half (see Table 23.3).
Table 23.3 Changes in CBO’s Baseline Projections of the Surplus, 2001–2011
Source: Congressional Budget Office.
FAILURE OF THE BUSH TAX CUTS
By the end of the Bush administration, it was hard to find an economist with anything good to say about its economic policies. The Harvard economist Dale Jorgenson, asked by the New York Times if he saw anything positive in the policies, replied, “I don’t see any redeeming features, unfortunately.” Even Douglas Holtz-Eakin of the Republican policy group the American Action Forum acknowledged that Bush’s economic policy was a failure:
There was very little of the kind of saving and export-led growth that would be more sustainable. For a group that claims it wants to be judged by history, there is no evidence on the economic policy front that that was the view. It was all Band-Aids.
When the Congressional Research Service examined the economic consequences of allowing all the Bush tax cuts to expire at the end of 2010, it concluded that the impact would be slight because their impact on growth was virtually nonexistent. The report concluded:
By almost any economic indicator, the economy performed better in the period before the tax cuts than after the tax cuts were enacted, regardless of whether recession years are omitted from the comparison. GDP growth, median real household income growth, weekly hours worked, the employment-population ratio, personal saving, and business investment growth were all lower in the period after the tax cuts were enacted.
Culprits for the ineffectiveness of the Bush tax cuts include a failure to control spending; the waste of revenue on tax rebates instead of more growth-oriented tax cuts in 2001 and 2008; the phasing in of many tax provisions, which caused investors and businesses to put off economic activity into the future; the expiration of all the Bush-era tax cuts at the end of 2010 in the original legislation, which discouraged long-term changes in behavior; and the tilting of the tax cuts too much toward the wealthy.
The CBO estimates that allowing all the Bush tax cuts to expire at the end of 2012 would raise aggregate revenues by about $3 trillion over the next decade—enough by itself to stabilize the debt-to-GDP ratio. Nevertheless despite widespread concern about the growing national debt on both sides of the aisle, there is no possibility that the Bush tax cuts will simply be ended. The prospect of such a large tax increase at a time when the economy will undoubtedly still be weak means, at a minimum, that they will be extended for another year or two, as they were at the end of 2010.
However, $3 trillion of higher revenue in the current law baseline forecast presents a potential win-win for both parties in which alternative tax cuts and reforms are substituted for the Bush tax cuts. In theory net revenues could be reduced a little less than $3 trillion, thus raising net revenue and reducing projected deficits, while tax reform would make a more meaningful contribution to economic growth than the Bush tax cuts ever did.
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Chapter 24
If Tax Reform Happens, It Will Be Because Grover Norquist Permits It
Grover Norquist is president of a group called Americans for Tax Reform (ATR), which was founded in 1985 to aid enactment of the Tax Reform Act of 1986 and continue the work of broadening the tax base and reducing marginal tax rates. Over the years he has become an influential power broker within the Republican Party, especially since the rise of the Tea Party and its obsessive opposition to taxes and to spending.
As part of his agenda, Norquist developed a “taxpayer protection pledge.” Signers promise to “oppose any and all efforts to increase the marginal tax rates for individuals and/or businesses; and oppose any net reduction or elimination of deductions and credits, unless matched dollar for dollar by further reducing tax rates.” In recent years only a handful of Republicans in Congress have not signed.
If one takes it literally, the pledge is not terribly objectionable. But in practice it has become a general prohibition on raising federal taxes in any way, for any reason, under any circumstances. Indeed this is the first sentence in Norquist’s organization’s description of itself: “Americans for Tax Reform opposes all tax increases as a matter of principle.”
ANTI-VAT
Norquist has long treated the institution of any new tax as per se a tax increase even if it is coupled with tax cuts such that it doesn’t raise net additional revenue. Consequently he opposes the value-added tax even as part of a revenue-neutral tax reform.
In 2010 Mitch Daniels, Republican governor of Indiana, suggested that a VAT might be part of a tax reform designed to raise saving and reduce consumption, which it clearly would do if coupled with a reduction in taxes on capital, such as a cut in the corporate tax rate. Norquist’s opposition was swift, harsh, and unequivocal:
This is outside the bounds of acceptable modern Republican thought, and it is only the zone of extremely left-wing Democrats who publicly talk about those things because all Democrats pretending to be moderates wouldn’t touch it with a 10-foot pole. Absent some explanation, such as large quantities of crystal meth, this is disqualifying. This is beyond the pale.
Kevin Williamson, the economics editor of National Review, the nation’s oldest and most respected conservative journal, came to Daniels’s defense, noting, correctly, that the magnitude of the nation’s budgetary problem is too great to be solved entirely on the spending side. He also criticized Norquist for focusing solely on holding down taxes, as if this were the one and only thing necessary to be fiscally responsible. Said Williamson, “Norquistism, by focusing on the taxing side of the ledger rather than on the spending side, has for decades enabled Republican spending shenanigans of the sort that helped put the party in the minority and ruined its reputation for fiscal sobriety.”
STARVE THE BEAST
Norquist bases his uncompromising position on a popular conservative theory called “starve the beast,” which argues that tax cuts will somehow or other automatically bring down the budget deficit. In early 2011 he criticized a group of conservative Republican senators—Saxby Chambliss of Georgia, Tom Coburn of Oklahoma, and Mike Crapo of Idaho—just for hinting at the possibility of supporting higher taxes as part of a grand budget deal that also cut entitlement spending. Norquist would have none of it, saying flatly, “The only time the deficit comes down is when you refuse to raise taxes and you rein in spending.” In a letter to the three senators on February 17, 2011, Norquist cited this history for his assertion:
Back in 1982, President Reagan was promised $3 in spending cuts for every $1 in tax hikes. The tax hikes happened—and spending went up. In 1990, President George H. W. Bush was promised $2 in spending cuts for every $1 in tax hikes. The tax hikes happened—and spending came in above the CBO pre-deal baseline. In these bipartisan deals, Washington spenders are actually unharmed, and taxpayers are left holding the bag. This cannot be allowed to happen again.
Conspicuously absent from Norquist’s letter are two powerful contrary examples. In 1993 Bill Clinton and a Democratic Congress raised taxes by about 0.6 percent of GDP. Starve-the-beast theory says that this should have fed the beast and led to higher spending. In fact spending fell from 22.1 percent of GDP in 1992 to 18.2 percent in Clinton’s last year. And in 2001, 2002, 2003, 2004, and 2005 President George W. Bush and a Republican Congress cut taxes by just over 2 percent of GDP, from 20.6 percent of GDP in 2000 to 18.5 percent in 2007. Starve-the-beast theory holds that this cut should have led to a reduction in spending, but spending rose from 18.2 percent of GDP in 2000 to 19.6 percent in 2007. (The 2008 data are distorted by the recession.) And the vast bulk of this spending increase was legislated by the allegedly frugal Republicans. Indeed Republicans created an entirely new, unfunded entitlement program, Medicare Part D, which will add about $60 billion to the deficit in 2012.
On March 9, 2011, the Washington Post’s Ezra Klein questioned Norquist about the Clinton-era experience. His explanation was that the Republican Congress, which was elected in 1994, deserved all the credit because investors somehow or other knew that Republicans would cut the capital gains tax, as in fact they did in 1997, and this foreknowledge caused the stock market to rise as soon as they took control in 1995. As Norquist explained:
Clinton is president for two years with a Democratic House and Senate. Stock market is flat. Employment is flat. Republicans take House and Senate in 1994 and everything begins shooting straight up because Republicans say we won’t let Clinton do any of the things he wanted to do, and we’re cutting the capital gains tax.
Just to be clear, Klein questioned him further: “You’re arguing that the boom in the mid-1990s wasn’t because of the Internet or because we were snapping back from a recession, but because the election of a Republican Congress had a major confidence effect.” Norquist replied, “Yes.”
Norquist didn’t explain how his logic related to the improvement in the budget, but he appears to imply an argument that other Republicans have made: that the budget surpluses of the late 1990s resulted primarily from a burst in revenues that came about not because of the 1993 tax increase but because of a Laffer Curve effect from the 1997 cut in the capital gains tax. (The economist Arthur Laffer hypothesized that since a 100 percent tax rate would raise no revenue, it follows that tax rates may sometimes be too high to maximize revenue and a rate cut would raise revenue.) As a former speechwriter for Ronald Reagan, Clark Judge, explained in a Wall Street Journal op-ed, “The surpluses of the late ’90s were to a significant extent a product of the growth in revenues that came after the capital gains tax was cut.”
According to the Treasury Department, capital gains tax revenues rose by 0.6 percent of GDP between 1996 and 2000, from $66.4 billion to $127.3 billion. While some of this increase may have been due to an unlocking effect, as people realized gains that may have accumulated over a period of years, it also occurred during an enormous tech boom resulting from development of the Internet, the roots of which long predate any change in the capital gains tax. Either way, total federal revenues rose by 1.8 percent of GDP between 1996 and 2000, and spending fell 2 percent of GDP, for a total fiscal turnaround of 3.8 percent of GDP. Even if we assume that all of the increase in capital gains revenues resulted from the 1997 rate cut, it accounts for, at most, 15 percent of the improvement over a four-year period.
Of course, even if Norquist is correct about the stock market being the primary cause of higher revenues, this doesn’t have any bearing on the fact that spending fell after the 1993 tax increase. His starve-the-beast model says that tax increases must lead to higher spending, and tax cuts must reduce spending. But the fact is that since at least 1993 there is not one iota of evidence supporting this idea, and there is considerable evidence that causation runs in the opposite direction. Arguably tax increases led to spending cuts and tax cuts led to spending increases.
One prominent conservative economist who has looked critically at starve-the-beast theory is William Niskanen of the Cato Institute, a member of the Council of Economic Advisers for Ronald Reagan. He argues that the actual impact of the theory has been perverse: by making it impossible to raise taxes to reduce deficits, starve-the-beast theory has reduced the tax cost of deficits. If people thought that higher spending would lead to higher taxes, they would be less supportive of it. But if higher spending never leads to higher taxes, something Norquist has guaranteed as long as Republicans have veto power over tax increases, higher spending is essentially a free lunch—all gain and no pain.
The impossibility of raising taxes also has macroeconomic implications. Many economists, such as Robert Barro of Harvard, believe in a theory called “Ricardian equivalence,” which says that budget deficits are not stimulative because people implicitly discount the higher taxes that will be necessary to pay off the increase in debt. But when questioned about the effects of large budget deficits, people almost never say they expect higher taxes. According to a January 2011 New York Times/CBS News poll, only 4 percent of those who said they are very or somewhat concerned about the budget deficit said that they feared a tax increase.
Nevertheless the Norquist view is repeated dogmatically by Republicans. In a February 2011 floor speech, Sen. Orrin Hatch (R-UT) said, “If we raised taxes to eliminate the deficit, the current levels of spending would just cause a new deficit to arise.” In March Rep. John Barrasso (R-WY) declared, “If you send more money to Washington, all they’re going to do is spend it.”
NORQUIST ON TAX REFORM
Unfortunately Norquist’s philosophy, that tax cuts are the sum total of the Republican tax philosophy and that tax increases are not permitted under any circumstances, is a serious barrier to fundamental tax reform. The idea of tax reform has always meant ridding the tax code of unjustified preferences that bias individual and business behavior in ways that may not be optimal for them or the economy. In other cases, tax preferences simply waste money subsidizing people and businesses for no reason except that they belong to a politically favored group.
The goal of tax reform, which Republicans used to believe in, should be tax neutrality. People and businesses should make economic decisions based solely on the economics and not because the tax system subsidizes them to do one thing rather than another.
Perhaps the best example is the exclusion for employer-provided health insurance. It is clearly part of workers’ compensation, but workers pay no taxes on it, and their employers deduct the cost. This makes $1 of health insurance far more valuable than $1 of cash wages, and it is a key reason health care costs have risen so much. Workers treat health care like something that’s essentially free.
Once upon a time, long ago—2008, to be exact—Republicans like Sen. John McCain campaigned on getting rid of the health insurance exclusion as an essential element of health care reform. He argued, correctly, that there is little hope of getting health care costs under control unless the demand for health care is reduced. The best way of reducing demand is by encouraging people to be more cost-conscious, as they would be if they paid health care costs out of their own pockets. If the revenue now being lost to the health insurance exclusion were used instead to fund expanded health savings accounts—a sort of Individual Retirement Account from which health care costs can be paid—workers would benefit financially from reducing their own health care spending.
Unfortunately this sensible proposal got deep-sixed when Democrats initiated health care reform. Republicans concluded that their political fortunes would be maximized by opposing whatever the Democrats supported without putting forward any alternative of their own. Those few Republicans willing to say that this was misguided, that their party had a responsibility to put forward legislation that embodied their vision of health care reform, were ignored. One, David Frum, was fired by the Republican-leaning American Enterprise Institute for saying so publicly. Another, Sen. Robert Bennett of Utah, was denied renomination by Republicans in his state because he cosponsored a health care reform bill with Sen. Ron Wyden, Democrat of Oregon.
Something similar is also happening with tax reform. Republicans claim they are for it, but they steadfastly refuse to name a single existing tax provision that is worth getting rid of. They are only for tax rate cuts, and that is the sum total of their contribution to the tax reform debate. Their rationale is that eliminating any tax loophole, no matter how egregious or unjustified, would constitute a tax increase, and they are against all tax increases, period.
Occasionally Republicans will proclaim a willingness to wipe the slate clean and abolish all tax preferences as part of some impossible-to-imagine tax reform. But by being vague about the details and failing to explain that people would be forced to give up the mortgage interest deduction, the charitable contributions deduction, the exclusion for health insurance, all tax-favored retirement savings accounts, and all the rest, they allow people to focus only on the rate cuts and to imagine that somehow or other the taxpayers themselves will pay no price.
The other factor in Republicans’ thinking is just cynical politics. They are for the sugar of rate cuts, but it is the sole responsibility of Democrats to come up with the medicine of reform by proposing revenues to pay for the rate cuts. When I asked Norquist about coming up with offsets to pay for tax reform, he told me, “I recommend taking the corporate rate to 25 percent. The Dems can suggest tax hikes if they believe they need to ‘make up’ revenue. That is a bipartisan division of labor.”
The political trap is obvious. Any reform that would increase revenue will be attacked by Republicans as a tax increase. They will send out fundraising letters to the affected group or industry requesting campaign donations to prevent the Democrats from increasing its taxes. They will not mention that the reforms would be coupled with tax rate reductions in a revenue-neutral manner that neither raises nor lowers net tax revenue in the aggregate. Unfortunately this strategy will doom any hope of tax reform.
I have questioned a number of Republican tax experts on whether they would name a single existing tax preference worth abandoning. None were forthcoming. The only reform any of them would name is cutting tax rates, although all proclaimed they were willing to replace the entire tax system with some comprehensive, idyllic reform with zero chance of enactment.
This was not always the Republicans’ philosophy. Back in the 1980s they were willing to repeal specific tax preferences to pay for tax rate reductions. My old boss Rep. Jack Kemp (R-NY) teamed up with Sen. Bob Kasten (R-WI) on a tax reform plan that would have gotten rid of the Investment Tax Credit and most other tax credits, the deduction for state and local income and sales taxes, the deduction for consumer interest, and other politically popular provisions of the tax code at that time.
Subsequently Ronald Reagan endorsed many of the reforms in the Kemp-Kasten bill, as well as others, and sent a proposal to Congress in May 1985 that embodied both base-broadening reforms—tax increases, in other words—and tax rate cuts in a revenue-neutral package. Today’s Republicans, it seems, don’t have Reagan’s wisdom, courage, or fortitude. They want only what’s politically popular, especially with the Tea Party crowd.
TAX REFORM ENDGAME
One would think that an organization allegedly dedicated to tax reform, such as Americans for Tax Reform, would be vigilant about opposing the inclusion of new tax loopholes in the tax code. But ATR never opposes any tax reduction measure, no matter how narrowly focused the benefits are, no matter how thinly justified the measure is as a matter of policy, no matter how closely it resembles pure spending. When I asked ATR’s Ryan Ellis if he could name one loophole that ATR had ever opposed, he could not.
Throughout 2011 Sen. Tom Coburn (R-OK), one of the most conservative members of Congress, tried to get Norquist and ATR to admit that tax subsidies for ethanol are no different from a direct subsidy for ethanol. But Norquist refused to bend. All tax cuts are good, even if they just subsidize one particular product, he said, and any effort to get rid of a tax subsidy, no matter how egregious, is a tax increase that violates the pledge. And members of the Tea Party stand ready to oppose in the primaries any Republican violating the pledge. The Club for Growth, a large political action committee dedicated to supporting all tax cuts and opposing all tax increases, will have an open checkbook for any challenger to a tax pledge violator. Coburn is immune from the usual political threats because he has already announced his retirement at the end of his current term.
But there is still the interesting question of how to handle the expiration of the Bush tax cuts. Norquist has said that doing nothing and allowing them to expire would not violate the pledge, as it doesn’t involve a vote to raise taxes. Nor would a vote against legislation extending them be a violation of the pledge. However, Norquist personally and ATR as an organization support extending the Bush tax cuts forever, as they did at the end of 2010, warning that failure to do so will constitute the biggest tax increase in history. It is doubtful that members of the Tea Party will care that the pledge has not technically been violated if Norquist opposes any tax measure that looks like a tax increase.
It remains theoretically possible that in lieu of extending the Bush tax cuts, some substitute tax measure could be enacted that would pass muster with ATR, but it is hard to imagine Norquist supporting one that didn’t cut taxes by an amount equal to the revenue cost of the Bush tax cuts. There is no reason for Republicans to support any actual tax reform measure and run the risk of being labeled tax increasers and pledge violators.
The success or failure of tax reform lies in the hands of Grover Norquist. If he relents and allows meaningful reforms that raise revenues to be discussed openly among Republicans as part of a package that also cuts rates—exactly as Reagan did in 1986—there is hope for success. But if he continues to hold the view that all tax reforms must come from the Democrats and that no Republican dare support a revenue raiser under threat of a primary challenge, the prospects for tax reform are bleak.
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Conclusion
What is so far lacking in the tax reform effort is a compelling reason to enact any actual reforms, as opposed to cutting taxes again or just extending the Bush tax cuts for another year or two. Unfortunately political tactics are also a barrier to a deal. With 2012 being a presidential election year, both parties would like to be on the winning side of the tax issue. But what is the winning side?
In principle, everyone favors tax reform—as long as it doesn’t take away a person’s own favorite deduction or credit or raise his or her taxes in any way. In principle, everyone favors tax simplification, base broadening, and lower rates. And in principle, everyone favors reducing the deficit, and a solid majority even support increasing taxes—as long as it’s not their own taxes. Action before the election is unlikely because both parties will want to campaign on tax reform, hoping that the election results will strengthen their hand.
That means 2012 will probably be a year like 1984, when tax reform was a topic of discussion, and important progress was made in narrowing the issues and finding common ground. But legislative action probably won’t happen until 2013 or 2014. Remember, it took two full years for final congressional action on the Tax Reform Act of 1986 after the Treasury had already done a thorough analysis and put forward a detailed proposal.
Citizens can help move the process forward by becoming educated about the nature of the tax system and forcing their elected representatives to give them detailed responses that go beyond opposition to any and all tax increases and support for any and all tax cuts. Tax reform involves trade-offs. Those who aren’t willing to commit to any trade-off except in a vague, general way don’t deserve to be taken seriously.
It might be that economic and political circumstances need to change to make meaningful tax reform possible. Tax reform efforts in the 1960s and 1970s were driven by revulsion for rich people who gamed the system and didn’t pay their fair share. Such revulsion is not evident at this time. Even Democrats are fearful of being accused of class warfare and often have their hands out for campaign contributions from the nation’s wealthy.
In the 1980s tax reform was driven by a willingness of Republicans to accept that the deficit prevented further tax cuts. This understanding imposed a hard revenue-neutrality requirement on the tax reform process that forced them to accept genuine reforms—higher taxes—in return for lower rates. It does not appear that Republicans have reached that point this time around. They still believe that the deficit problem can be dealt with on the spending side. To the extent that they are willing to even talk about higher revenues, it is only by way of some Laffer Curve miracle that will result from slashing tax rates. I see no evidence of a serious willingness to consider revenue offsets or challenge the no-tax-increase-ever orthodoxy imposed by Grover Norquist, the Tea Party, and the Club for Growth.
THE POLITICAL PRECONDITIONS FOR REFORM
I think it is possible that a Republican president and a Democratic Congress will be necessary before meaningful tax reform can be enacted. In the postwar era, every serious tax reform—in 1969, 1976, and 1986—took place when there was a Republican president and a Democratic Congress. The Tax Reform Act of 1986 is only a slight exception; there was a Republican president and Republicans controlled the Senate, but Democrats held the House of Representatives, as they had continuously since 1954. Democrats knew they had veto power and would not get rolled, so they were comfortable negotiating with Republicans. Without genuine compromise between the two parties, nothing would have happened.
The particular mix of a Republican president and a Democratic Congress may also be necessary to the ultimate resolution of the deficit problem. The reason, as Republicans will discover eventually, is that spending cannot be cut enough to get the deficit under control. The elderly will block any significant cut in entitlement programs, defense spending cannot be cut too much as long as Americans are fighting shooting wars abroad, veterans’ programs are sacrosanct, and we are rapidly approaching the point where there is no domestic discretionary spending left to cut. Higher revenues will have to be a major part of a long-term deficit solution.
Democrats know this but lack the political courage or wherewithal to allow a passive tax increase to take effect by refusing to extend the Bush tax cuts. They are too afraid of being attacked by Republicans as tax increasers. And it goes without saying that Republicans in Congress will never support a tax increase. Therefore it will require a Republican president—perhaps with his back against the wall in some future crisis—to support a tax increase, give cover to the Democrats, and prevent his own party from throwing up insurmountable obstacles, as was the case in 1990 when George W. Bush supported a tax increase with little support from Republicans in Congress.
However long tax reform takes, the problems of the tax code are not going away. They will only get worse over time, like a garden overrun by weeds. The longer we wait, the harder reform gets, but the more it is needed and the more beneficial the effort. Hopefully citizen action will hasten the day when substance triumphs over sound bites, when concern for the national interest takes precedence over partisanship, compromise stops being a dirty word, and standing for principle is no longer an all-purpose excuse for refusing to bargain in good faith.
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Appendix I
Federal Revenues and Outlays as a Share of GDP
*Historically, the federal fiscal year ran from July 1 to June 30. But in 1974 Congress changed it to run from Oct. 1 to Sept. 30, thus requiring a transition quarter between fiscal years 1976 and 1977.
Source: Office of Management and Budget.
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Lowest and Highest Federal Income Tax Rates
Source: Tax Policy Center, Bureau of Labor Statistics.
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The Personal Exemption
Source: Tax Policy Center, Bureau of Labor Statistics.
Appendix IV
Average and Marginal Federal Income Tax Rates for Four-Person Families at the Same Relative Position in the Income Distribution
Note: The median is the exact middle of the income distribution, with half of families above and half below. Minus sign indicates a negative tax liability, that is, a zero income tax liability plus a government refund due to refundable tax credits. High marginal tax rates on those with half the median income in the 1990s and 2000s reflect the phaseout of the Earned Income Tax Credit. The median income for four-person families is higher than the median for the population as a whole.
Source: Tax Policy Center.
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Capital Gains and Taxes Paid on Capital Gains (millions of dollars)
*Recession years.
Note: The maximum effective tax rate is affected by the Alternative Minimum Tax and other tax provisions.
Sources: Treasury Department; National Bureau of Economic Research.
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