
Revenue and Distributional Effects
Of the Thompson Tax Plan

By Leonard E. Burman, Greg Leiserson,
and Jeffrey Rohaly

Republican presidential candidate and former Sen.
Fred Thompson has announced a tax reform plan that
permanently extends the 2001-2006 individual income
tax cuts, permanently repeals the federal estate tax,
repeals the individual alternative minimum tax at an
unspecified future date while indexing the AMT exemp-
tion for inflation until that time, lowers the corporate tax
rate to no more than 27 percent, permanently extends
small business expensing, and shortens depreciation
schedules. Also, the plan creates a second individual
income tax system based on a proposal put forward by
the Republican Study Committee (RSC). The RSC’s alter-
native or ‘‘simplified tax system’’ would eliminate all
deductions and credits in the current tax code and
instead provide a much larger standard deduction. The
simplified tax system would have just two tax rates: 10
percent and 25 percent. Taxpayers would have to make a
largely irrevocable choice to join the new system at some
point in the next 10 years. Taxpayers would then be
allowed one additional switch between tax regimes at
any point during their lifetime as well as a switch at the
time of marriage, divorce, or a spouse’s death.

This article considers how the individual income tax
and estate tax provisions would affect federal revenues
and the distribution of tax burden if they were enacted
starting in 2009. The most striking feature of the plan is
that it would represent, by far, the largest tax cut in
history — much larger than the tax cuts enacted in 2001
or 1981. Over 10 years, individual income and estate
taxes would fall by about $6 trillion to $7 trillion — or as

much as 20 percent of overall revenues — before allow-
ing for any behavioral responses. Accounting for the
likelihood that lower tax rates cause taxpayers to report
more income on their tax returns because they work
harder, save more, and shelter less income from tax
would reduce the revenue loss by about $1 trillion over
10 years, resulting in a cost of about $5 trillion to $6
trillion. The tax cuts increase sharply with income. The
regressive nature of the cuts is more pronounced after
2010, when the 2001-2006 tax reductions expire under
current law. In 2009 the cuts in the Thompson plan
amount to 0.3 percent of income for the bottom quintile,
2.3 percent for the middle quintile, and 5.8 percent at the
top. By 2011 the top quintile receives a tax cut equal to 9.5
percent of income, compared with 4.6 percent for the
middle and 0.7 percent for the bottom quintile.

Individual Income and Estate Tax Provisions1

Extend the 2001-2006 income tax cuts. Most of the
provisions of the 2001-2006 tax acts are set to expire at the
end of 2010.2 Thompson’s plan would make these provi-
sions — including lower marginal tax rates, reduced rates
on capital gains and qualifying dividends, an increased
and partially refundable child tax credit (CTC), and an
increased standard deduction and other benefits for
married couples — permanent.

Permanently repeal the estate tax. The 2001 tax act
gradually phased in estate tax relief by raising the
exemption level to $3.5 million by 2009 and reducing the
top estate tax rate to 45 percent. The act then repealed the
estate tax for 2010 only. Beginning in 2011, the estate tax
is scheduled to return with a $1 million exemption and
top statutory rate of 55 percent. Thompson’s plan would
make the one-year repeal of the estate tax permanent.

(Text continued on p. 196.)

1This section is based on the description of Thompson’s plan
found on his Web site, available at http://www.fred08.com/
virtual/taxrelief.aspx. A nontechnical description of the RSC
plan is available at http://www.house.gov/hensarling/rsc/
doc/tpcactdetailedsummary.pdf. For modeling purposes we
use the legislative text from the Government Printing Office,
available at http://frwebgate.access.gpo.gov/cgi-bin/getdoc.
cgi?dbname= 110_cong_bills&docid=f:h3818ih.txt.pdf and the
assumptions laid out in the next section of this report. We also
thank Paul Teller of the RSC for discussing the details of the
RSC’s Taxpayer Choice Act with us.

2Provisions relating to select retirement savings incentives
have already been made permanent by the Pension Protection
Act of 2006 (P.L. 109-280).
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Provide relief from the AMT. Thompson’s plan would
permanently repeal the AMT but only at some future
date as part of ‘‘broader tax and spending reform.’’ Until
that time, the increased AMT exemption amount that
expired at the end of 2006 would be extended and
indexed annually for inflation.

Implement the RSC’s simplified tax plan. Under the RSC
plan, taxpayers would have the option of paying tax
under the current income tax code or opting for an
alternative system called the simplified tax. Taxpayers
would have to make this choice to switch within the 10
years following enactment of the proposal. Once made,
taxpayers would generally be allowed to switch only
once more during their lifetime. However, switches be-
tween regimes would also be allowed at the time of
marriage, divorce, or a spouse’s death.

Under the simplified tax, all credits and most deduc-
tions would be eliminated, and the top tax rate would
drop substantially. Taxable income would be equal to
gross income — a taxpayer’s income from all sources
without regard to expenses or losses, including wages,
gross income from self-employment, and capital gains —
minus the standard deduction and personal exemptions.
The standard deduction would more than double, to
$25,000 for married couples filing a joint return and
$12,500 for singles.3 Exemptions for the taxpayer and
qualified dependents would be $3,500 per person. There
would be only two tax rates: 10 percent on the first
$100,000 of taxable income for joint filers ($50,000 for
singles), and 25 percent on any taxable income above that
amount. The lower tax rates on capital gains and quali-
fied dividends (a maximum of 15 percent) would still
apply in the simplified tax. The tax bracket thresholds as
well as the standard deduction and personal exemption
amounts would be indexed annually for inflation. Under
the simplified tax, all itemized deductions, such as those
for home mortgage interest and state and local taxes,
would be eliminated. Also, all nonrefundable and re-
fundable credits, such as the CTC, education credits, and
the earned income tax credit, would be eliminated.

Modeling Assumptions
Our revenue and distribution estimates for the

Thompson plan include all the individual income and
estate tax provisions described in the previous section.
We do not include the corporate tax rate reductions or the
changes to small business expensing and depreciation
schedules.

The largest component of the revenue loss in the
Thompson tax plan is the implementation of the RSC’s
simplified tax option. As introduced, the RSC’s Taxpayer
Choice Act is effective January 1, 2007. We assume that
the Thompson tax plan would not be enacted until
January 1, 2009, and would measure the revenue impact
over the 2009-2018 budget window. Delaying enactment
of the Thompson plan further and measuring the impact
over a future period raises the 10-year cost of the plan,
primarily because the cost of AMT and estate tax repeal

rises significantly over time and the cost of extending the
2001-2006 tax cuts does not begin until 2011.

The campaign documentation for Thompson’s plan
for ‘‘greater choice’’ for taxpayers says that aspect of his
overall tax plan is based on a proposal the RSC de-
veloped. The outline of Thompson’s choice plan de-
scribes no differences from the RSC plan for a simplified
tax system. Thus, we model that part of the Thompson
plan as mirroring the RSC simplified tax plan as outlined
in the RSC’s legislation, with the exception that the tax
base for the alternative tax is assumed to be total income
rather than gross income.4 As noted above, gross income
is a taxpayer’s income from all sources determined
without regard to expenses or losses. As a result, a
small-business owner would be required to include as
income the portion of his gross receipts later paid out as
salaries, investors could not offset capital gains with
capital losses, and a partner could not deduct partnership
losses from her income. We assume that the proposal did
not really intend to exclude business owners, partner-
ships, and those with substantial capital gains and losses
from the alternative regime. Total income allows deduc-
tions for expenses and losses, but excludes deductions
not relating to the determination of income such as
deductions for health savings accounts and IRAs.5

Finally, in our revenue estimates, we provide two
options to show the impact of differing assumptions
about how many taxpayers choose to switch to the
simplified tax system. In the first option, we assume all
taxpayers pay tax according to the system under which
their liability for the current year would be lower. By
allowing taxpayers to switch every year and assuming
that all switching decisions are made on the basis of
correct determinations of tax liability, this assumption
probably overstates the revenue loss. In the second
option, we assume that all individuals choose to switch
permanently to the simplified tax beginning in 2009 even
if their tax under the regular system would be lower. This
assumption understates the revenue loss (and implies a
significant tax increase for low-income families who
would sacrifice refundable tax credits). Our distribution
tables are based on the former assumption.

The Thompson plan promises to repeal the AMT only
at some unspecified future date in combination with
comprehensive tax and spending reform. However, once

(Text continued on p. 202.)

3The head of household filing status does not exist under the
alternative system.

4We assume that the announced parameters of the Thomp-
son plan, including tax bracket thresholds, the standard deduc-
tion, and personal exemptions, would be adjusted for inflation
between now and the enactment date.

5Although dramatically reduced in size, income measure-
ment problems would still remain using total income as the base
instead of gross income. For example, alimony would be taxed
as income for both the recipient of the payment and the person
making the payment and employees would be taxed on jury
duty pay forfeited to their employer.
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the simplified tax option is implemented, the difference
in the revenue cost between full AMT repeal and extend-
ing the current AMT relief is relatively small compared
with the cost of the entire plan (about $25 billion annually
by the end of the budget window). Thus, we assume that
the AMT is repealed for 2009 and thereafter.6

Effect on Federal Revenues
Assuming no behavioral response, implementation of

Thompson’s proposal would decrease federal revenues
by $6 trillion to $7 trillion between 2009 and 2018
compared with current law (table 1). Against a baseline in
which the 2001-2006 tax cuts are extended and a perma-
nent AMT patch enacted, the plan would cost $3 trillion
to $4 trillion (table 2). With a behavioral response,
implementation of the proposal would reduce revenues
by $5 trillion to $6 trillion (table 3).

The exact impact of the plan on federal revenues is
uncertain because how taxpayers will choose between
the alternatives is unclear. Tax returns include data for
only a single year, but the taxpayer’s decision about
which plan to elect in principle requires predictions
about income, expenses, and eligibility for tax credits for
years into the future. Rare events such as large medical
expenses or large casualty or theft losses for which
deductions are allowed in the current tax code would
make it relatively more attractive, but those events are
often unpredictable. How taxpayers would incorporate
the probability of those events in their decision to choose
their tax regime is not clear. Also, the relative attractive-
ness of the two tax systems will change over the life cycle.
Younger taxpayers tend to have lower incomes and may
be eligible for tax credits, such as the refundable EITC,
that are allowed under the regular tax but not the
alternative. Later in life, they might expect their income
to increase enough that they would no longer be eligible
for the EITC and would thus benefit from the alternative
system. While the opportunity to switch once for any
reason and at marriage, divorce, or when a spouse dies
may allow taxpayers to roughly obtain optimality over
the life cycle, this approach would certainly be imperfect.
On top of those informational limitations, taxpayers may
simply defer making the switch out of ignorance or
inertia, or they might miscalculate and choose the wrong
option. In their revenue and distribution estimates, the
RSC assumes that all taxpayers will choose it for its
simplicity, but that assumption strains credulity for low-
income families that might sacrifice $5,000 in refundable
tax credits or high-income taxpayers who might forgo
millions of dollars in foreign tax credits.

To reflect the range of uncertainty in our estimates, we
calculate them under two different assumptions about
behavior. One estimate allows taxpayers to choose the tax
system in which they have the smallest liability each year
and therefore results in the maximum possible revenue
loss. This assumption probably overstates the revenue
loss. A second estimate assumes that all taxpayers choose

the alternative tax system. This option almost surely
understates the true cost as the additional revenue raised
depends crucially on the assumption that many tax-
payers voluntarily pay much more tax than they have to,
which seems unlikely. In fact, our results suggest that
most taxpayers would face substantially different liabili-
ties under the two tax systems and therefore would not
find the choice between them a difficult one.

Official estimates of the revenue consequences of tax
legislation produced by the Joint Committee on Taxation
incorporate a microeconomic behavioral response. Those
responses include changes in the form and timing of
income received, changes in consumption patterns, and
tax avoidance. Under conventional scoring rules, the JCT
estimates assume that the baseline level of economic
activity does not change as a result of tax changes. While
taxes do affect the economy, the Thompson proposal is
more likely to do harm than good in this regard. On one
hand, tax rates would decline significantly, which might
encourage people to work and save more, boosting the
economy. On the other hand, unless the deficits are
closed by draconian spending cuts, the proposal is likely
to result in a huge increase in the national debt, which
could have devastating effects on the economy over the
long run (and would probably require large future tax
increases as well as spending cuts to offset).

We estimate the behavioral response in terms of the
elasticity of taxable income. The elasticity is the ratio of
the percentage change in income resulting from tax
legislation to the percentage change in the net-of-tax rate
— that is, 1 minus the marginal tax rate, or the share of
income that taxpayers get to keep after taxes. We assume
an elasticity of 0.4 based on the work of Jon Gruber and
Emmanuel Saez (2002) and Seth Giertz (2006). This
means that if the tax rate fell from 35 percent to 25
percent, taxable income would increase by 6 percent. The
net of tax rate increases from 65 percent to 75 percent, a
15 percent increase. That percentage multiplied by 0.4
generates a 6 percent increase in income.

In fact, the behavioral response to this tax change
might well be smaller. Gruber and Saez found that
approximately three-fifths of the responsiveness of tax-
able income to changes in the tax rate is the result of
behavioral changes mediated through changes in item-
ized deductions and other base-narrowing activity. As a
result, one might expect a reform such as Thompson’s to
show a smaller elasticity as the opportunity for such
behavior is dramatically narrowed.

We estimate that the static cost of the Thompson plan
is $7 trillion. Allowing a generous behavioral response
decreases that cost to $6 trillion. Assuming that all
taxpayers chose the new alternative tax system reduces
the cost to $5 trillion, a lower bound on the revenue loss
as discussed earlier.

The RSC says their plan is revenue neutral for the year
2007 against a baseline in which the AMT has already
been repealed if all taxpayers choose the alternative tax
system, resulting in federal revenues around 18.5 percent

(Text continued on p. 207.)
6The RSC plan proposes immediate and permanent repeal of

the individual AMT, so our modeling is consistent with their
proposal.

COMMENTARY / TAX BREAK

202 TAX NOTES, January 7, 2008



Ta
bl

e
6.

M
aj

or
In

di
vi

du
al

In
co

m
e

an
d

E
st

at
e

Ta
x

C
om

po
ne

nt
s

of
F

or
m

er
Se

n.
F

re
d

T
ho

m
ps

on
’s

Ta
x

P
la

n
D

is
tr

ib
ut

io
n

of
F

ed
er

al
Ta

x
C

ha
ng

e
by

C
as

h
In

co
m

e
L

ev
el

,
20

11
1

D
et

ai
l

Ta
bl

e

C
as

h
In

co
m

e
L

ev
el

(T
h

ou
-

sa
n

d
s

of
20

06
D

ol
la

rs
)2

P
er

ce
n

t
of

Ta
x

U
n

it
s3

P
er

ce
n

t
C

h
an

ge
in

A
ft

er
-T

ax
In

co
m

e4

S
h

ar
e

of
To

ta
l

Fe
d

-
er

al
Ta

x
C

h
an

ge

A
ve

ra
ge

Fe
d

er
al

Ta
x

C
h

an
ge

S
h

ar
e

of
Fe

d
er

al
Ta

xe
s

A
ve

ra
ge

Fe
d

er
al

Ta
x

R
at

e5

W
it

h
Ta

x
C

u
t

W
it

h
Ta

x
In

cr
ea

se
D

ol
la

rs
P

er
ce

n
t

C
h

an
ge

(%
P

oi
n

ts
)

U
n

d
er

th
e

P
ro

p
os

al
C

h
an

ge
(%

P
oi

n
ts

)
U

n
d

er
th

e
P

ro
p

os
al

L
es

s
th

an
10

4.
2

0.
0

0.
2

0.
0

-9
-3

.2
0.

0
0.

2
-0

.1
4.

4
10

-2
0

44
.5

2.
2

1.
9

1.
1

-2
98

-3
4.

1
-0

.1
0.

7
-1

.8
3.

5
20

-3
0

74
.7

0.
9

3.
7

2.
8

-9
10

-2
9.

2
-0

.2
2.

2
-3

.3
8.

0
30

-4
0

84
.3

0.
5

4.
3

3.
3

-1
,4

23
-2

3.
7

0.
0

3.
3

-3
.7

11
.8

40
-5

0
90

.1
0.

3
4.

8
3.

7
-1

,9
60

-2
1.

5
0.

1
4.

3
-3

.9
14

.3
50

-7
5

97
.3

0.
1

6.
3

11
.0

-3
,4

05
-2

3.
9

0.
0

11
.1

-5
.0

15
.8

75
-1

00
99

.1
0.

0
6.

8
10

.4
-5

,0
60

-2
3.

2
0.

1
10

.9
-5

.2
17

.4
10

0-
20

0
99

.4
0.

1
8.

6
26

.9
-9

,6
42

-2
5.

1
-0

.4
25

.3
-6

.4
19

.1
20

0-
50

0
99

.6
0.

1
8.

8
16

.1
-2

0,
06

3
-2

2.
5

0.
3

17
.5

-6
.3

21
.8

50
0-

1,
00

0
99

.4
0.

0
10

.5
6.

9
-5

5,
24

7
-2

4.
4

0.
0

6.
8

-7
.3

22
.7

M
or

e
th

an
1,

00
0

99
.7

0.
0

12
.9

17
.5

-2
73

,8
83

-2
3.

9
0.

0
17

.6
-8

.4
26

.7
A

ll
73

.9
0.

6
7.

6
10

0.
0

-4
,4

29
-2

4.
0

0.
0

10
0.

0
-5

.8
18

.3

COMMENTARY / TAX BREAK

TAX NOTES, January 7, 2008 203



Ta
bl

e
6.

(C
on

ti
nu

ed
)

B
as

el
in

e
D

is
tr

ib
u

ti
on

of
In

co
m

e
an

d
Fe

d
er

al
Ta

xe
s

b
y

C
as

h
In

co
m

e
L

ev
el

,2
01

11

C
as

h
In

co
m

e
L

ev
el

(T
h

ou
sa

n
d

s
of

20
06

D
ol

la
rs

)2

Ta
x

U
n

it
s3

A
ve

ra
ge

In
co

m
e

(D
ol

la
rs

)

A
ve

ra
ge

Fe
d

er
al

Ta
x

B
u

rd
en

(D
ol

la
rs

)

A
ve

ra
ge

A
ft

er
-T

ax
In

co
m

e4

(D
ol

la
rs

)

A
ve

ra
ge

Fe
d

er
al

Ta
x

R
at

e5

S
h

ar
e

of
P

re
-T

ax
In

co
m

e

S
h

ar
e

of
P

os
t-

Ta
x

In
co

m
e

S
h

ar
e

of
Fe

d
er

al
Ta

xe
s

N
u

m
b

er
(T

h
ou

sa
n

d
s)

P
er

ce
n

t
of

To
ta

l
P

er
ce

n
t

of
To

ta
l

P
er

ce
n

t
of

To
ta

l
P

er
ce

n
t

of
To

ta
l

L
es

s
th

an
10

16
,8

11
10

.7
6,

08
6

27
5

5,
81

1
4.

5
0.

9
1.

1
0.

2
10

-2
0

25
,2

84
16

.2
16

,6
31

87
6

15
,7

55
5.

3
3.

5
4.

4
0.

8
20

-3
0

21
,5

96
13

.8
27

,6
36

3,
11

8
24

,5
18

11
.3

5.
0

5.
8

2.
3

30
-4

0
16

,0
32

10
.2

38
,7

99
6,

00
1

32
,7

97
15

.5
5.

2
5.

7
3.

3
40

-5
0

13
,2

18
8.

5
49

,9
40

9,
10

9
40

,8
31

18
.2

5.
5

5.
9

4.
2

50
-7

5
22

,4
44

14
.3

68
,6

52
14

,2
80

54
,3

72
20

.8
12

.8
13

.3
11

.1
75

-1
00

14
,3

00
9.

1
96

,5
22

21
,8

51
74

,6
71

22
.6

11
.5

11
.7

10
.8

10
0-

20
0

19
,3

60
12

.4
15

0,
40

0
38

,3
93

11
2,

00
7

25
.5

24
.2

23
.7

25
.7

20
0-

50
0

5,
55

1
3.

6
31

7,
07

9
89

,2
88

22
7,

79
1

28
.2

14
.6

13
.8

17
.1

50
0-

1,
00

0
86

5
0.

6
75

5,
02

0
22

6,
80

8
52

8,
21

2
30

.0
5.

4
5.

0
6.

8
M

or
e

th
an

1,
00

0
44

3
0.

3
3,

27
2,

09
3

1,
14

8,
54

1
2,

12
3,

55
2

35
.1

12
.0

10
.3

17
.6

A
ll

15
6,

50
2

10
0.

0
77

,0
21

18
,4

84
58

,5
37

24
.0

10
0.

0
10

0.
0

10
0.

0
So

ur
ce

:U
rb

an
-B

ro
ok

in
gs

Ta
x

Po
lic

y
C

en
te

r
M

ic
ro

si
m

ul
at

io
n

M
od

el
(v

er
si

on
10

06
-1

).
N

um
be

r
of

A
M

T
Ta

xp
ay

er
s

(m
ill

io
ns

).
B

as
el

in
e:

18
.5

Pr
op

os
al

:0
.0

1 Pr
op

os
al

is
ef

fe
ct

iv
e

Ja
n.

1,
20

09
.B

as
el

in
e

is
cu

rr
en

tl
aw

.P
ro

po
sa

le
xt

en
d

s
th

e
pr

ov
is

io
ns

of
th

e
20

01
-2

00
6

ta
x

cu
ts

af
fe

ct
in

g
m

ar
gi

na
lt

ax
ra

te
s;

th
e

10
pe

rc
en

tb
ra

ck
et

;t
he

C
T

C
;

th
e

ch
ild

an
d

d
ep

en
d

en
t

ca
re

cr
ed

it
;t

he
st

an
d

ar
d

d
ed

uc
ti

on
,1

5
pe

rc
en

t
br

ac
ke

t,
an

d
E

IT
C

fo
r

m
ar

ri
ed

co
up

le
s;

ta
x

ra
te

s
on

lo
ng

-t
er

m
ca

pi
ta

lg
ai

ns
an

d
d

iv
id

en
d

s;
ex

pa
ns

io
n

of
st

ud
en

t
lo

an
in

te
re

st
d

ed
uc

ti
on

(e
xc

lu
d

es
ot

he
r

ed
uc

at
io

n
pr

ov
is

io
ns

);
an

d
es

ta
te

ta
x

ex
em

pt
io

n,
ra

te
s,

an
d

st
at

e
d

ea
th

ta
x

cr
ed

it
.P

ro
po

sa
la

ls
o

re
pe

al
s

th
e

in
d

iv
id

ua
lA

M
T

an
d

al
lo

w
s

ta
xp

ay
er

s
an

el
ec

ti
on

be
tw

ee
n

th
e

cu
rr

en
t

ta
x

sy
st

em
an

d
an

al
te

rn
at

iv
e

ta
x

sy
st

em
th

at
d

en
ie

s
ad

ju
st

m
en

ts
to

in
co

m
e,

it
em

iz
ed

d
ed

uc
ti

on
s,

an
d

ta
x

cr
ed

it
s

an
d

th
at

ha
s

a
st

an
d

ar
d

d
ed

uc
ti

on
of

$1
2,

50
0

($
25

,0
00

fo
r

jo
in

tr
et

ur
ns

),
pe

rs
on

al
ex

em
pt

io
ns

of
$3

,5
00

,a
nd

ra
te

s
of

10
pe

rc
en

tu
p

to
$5

0,
00

0
($

10
0,

00
0

fo
r

jo
in

tr
et

ur
ns

)a
nd

25
pe

rc
en

t
ab

ov
e

th
at

le
ve

l.
T

he
pr

ef
er

en
ti

al
ra

te
s

on
ca

pi
ta

l
ga

in
s

an
d

d
iv

id
en

d
s

ar
e

re
ta

in
ed

in
th

e
al

te
rn

at
iv

e
ta

x.
T

he
al

te
rn

at
iv

e
ta

x
is

m
od

el
ed

as
d

es
cr

ib
ed

in
H

.R
.3

81
8,

w
it

h
th

e
ex

ce
pt

io
n

th
at

gr
os

s
in

co
m

e
is

re
pl

ac
ed

by
to

ta
li

nc
om

e
in

th
e

d
et

er
m

in
at

io
n

of
th

e
ta

x
ba

se
.D

ol
la

r
va

lu
es

ar
e

pr
es

en
te

d
in

20
07

d
ol

la
rs

an
d

in
d

ex
ed

fo
r

in
fl

at
io

n.
Ta

xp
ay

er
s

ar
e

as
su

m
ed

to
pa

y
w

hi
ch

ev
er

ta
x

is
lo

w
er

,t
he

cu
rr

en
t

ta
x

or
th

e
si

m
pl

if
ie

d
ta

x
sy

st
em

.
2 Ta

x
un

it
s

w
it

h
ne

ga
ti

ve
ca

sh
in

co
m

e
ar

e
ex

cl
ud

ed
fr

om
th

e
lo

w
es

t
in

co
m

e
cl

as
s

bu
t

ar
e

in
cl

ud
ed

in
th

e
to

ta
ls

.
Fo

r
a

d
es

cr
ip

ti
on

of
ca

sh
in

co
m

e,
se

e
ht

tp
:/

/
w

w
w

.ta
xp

ol
ic

yc
en

te
r.o

rg
/

Ta
xM

od
el

/
in

co
m

e.
cf

m
.

3 In
cl

ud
es

bo
th

fi
lin

g
an

d
no

n-
fi

lin
g

un
it

s
bu

t
ex

cl
ud

es
th

os
e

th
at

ar
e

d
ep

en
d

en
ts

of
ot

he
r

ta
x

un
it

s.
4 A

ft
er

-t
ax

in
co

m
e

is
ca

sh
in

co
m

e
le

ss
:i

nd
iv

id
ua

l
in

co
m

e
ta

x
ne

t
of

re
fu

nd
ab

le
cr

ed
it

s;
co

rp
or

at
e

in
co

m
e

ta
x;

pa
yr

ol
l

ta
xe

s
(S

oc
ia

l
Se

cu
ri

ty
an

d
M

ed
ic

ar
e)

;a
nd

es
ta

te
ta

x.
5

A
ve

ra
ge

fe
d

er
al

ta
x

(i
nc

lu
d

es
in

d
iv

id
ua

la
nd

co
rp

or
at

e
in

co
m

e
ta

x,
pa

yr
ol

lt
ax

es
fo

r
So

ci
al

Se
cu

ri
ty

an
d

M
ed

ic
ar

e,
an

d
th

e
es

ta
te

ta
x)

as
a

pe
rc

en
ta

ge
of

av
er

ag
e

ca
sh

in
co

m
e.

COMMENTARY / TAX BREAK

204 TAX NOTES, January 7, 2008



Ta
bl

e
7.

M
aj

or
In

di
vi

du
al

In
co

m
e

an
d

E
st

at
e

Ta
x

C
om

po
ne

nt
s

of
F

or
m

er
Se

n.
F

re
d

T
ho

m
ps

on
’s

Ta
x

P
la

n
D

is
tr

ib
ut

io
n

of
F

ed
er

al
Ta

x
C

ha
ng

e
by

C
as

h
In

co
m

e
P

er
ce

nt
ile

,
20

11
1

D
et

ai
l

Ta
bl

e

C
as

h
In

co
m

e
P

er
ce

n
ti

le
2

,3

P
er

ce
n

t
of

Ta
x

U
n

it
s4

P
er

ce
n

t
C

h
an

ge
in

A
ft

er
-T

ax
In

co
m

e5

S
h

ar
e

of
To

ta
l

Fe
d

er
al

Ta
x

C
h

an
ge

A
ve

ra
ge

Fe
d

er
al

Ta
x

C
h

an
ge

S
h

ar
e

of
Fe

d
er

al
Ta

xe
s

A
ve

ra
ge

Fe
d

er
al

Ta
x

R
at

e6

W
it

h
Ta

x
C

u
t

W
it

h
Ta

x
In

cr
ea

se
D

ol
la

rs
P

er
ce

n
t

C
h

an
ge

(%
P

oi
n

ts
)

U
n

d
er

th
e

P
ro

p
os

al
C

h
an

ge
(%

P
oi

n
ts

)
U

n
d

er
th

e
P

ro
p

os
al

L
ow

es
t

Q
u

in
ti

le
17

.4
1.

4
0.

7
0.

3
-6

9
-1

7.
6

0.
0

0.
5

-0
.7

3.
3

S
ec

on
d

Q
u

in
ti

le
68

.3
1.

1
3.

4
3.

3
-7

40
-3

1.
1

-0
.2

2.
3

-3
.0

6.
7

M
id

d
le

Q
u

in
ti

le
86

.7
0.

4
4.

6
7.

5
-1

,6
49

-2
2.

6
0.

1
8.

0
-3

.8
13

.0
Fo

u
rt

h
Q

u
in

ti
le

97
.8

0.
1

6.
4

17
.2

-3
,8

02
-2

3.
6

0.
1

17
.5

-5
.0

16
.3

To
p

Q
u

in
ti

le
99

.4
0.

1
9.

5
71

.6
-1

5,
85

1
-2

4.
0

0.
0

71
.5

-6
.8

21
.5

A
ll

73
.9

0.
6

7.
6

10
0.

0
-4

,4
29

-2
4.

0
0.

0
10

0.
0

-5
.8

18
.3

A
d

d
en

d
u

m
80

-9
0

99
.3

0.
0

7.
8

16
.1

-7
,1

14
-2

4.
3

-0
.1

15
.7

-5
.9

18
.3

90
-9

5
99

.6
0.

1
9.

2
13

.2
-1

1,
67

5
-2

5.
8

-0
.3

12
.0

-6
.8

19
.4

95
-9

9
99

.6
0.

1
8.

7
16

.6
-1

8,
38

6
-2

2.
5

0.
4

18
.1

-6
.3

21
.7

To
p

1
P

er
ce

n
t

99
.5

0.
0

11
.9

25
.7

-1
13

,9
62

-2
4.

0
0.

0
25

.8
-8

.0
25

.3
To

p
0.

1
P

er
ce

n
t

99
.7

0.
0

13
.1

12
.3

-5
45

,2
98

-2
3.

2
0.

1
12

.9
-8

.4
27

.8

COMMENTARY / TAX BREAK

TAX NOTES, January 7, 2008 205



Ta
bl

e
7.

(C
on

ti
nu

ed
)

B
as

el
in

e
D

is
tr

ib
u

ti
on

of
In

co
m

e
an

d
Fe

d
er

al
Ta

xe
s

b
y

C
as

h
In

co
m

e
P

er
ce

n
ti

le
,2

01
11

C
as

h
In

co
m

e
P

er
ce

n
ti

le
2

,3

Ta
x

U
n

it
s4

A
ve

ra
ge

In
co

m
e

(D
ol

la
rs

)

A
ve

ra
ge

Fe
d

er
al

Ta
x

B
u

rd
en

(D
ol

la
rs

)

A
ve

ra
ge

A
ft

er
-T

ax
In

co
m

e5

(D
ol

la
rs

)

A
ve

ra
ge

Fe
d

er
al

Ta
x

R
at

e6

S
h

ar
e

of
P

re
-T

ax
In

co
m

e

S
h

ar
e

of
P

os
t-

Ta
x

In
co

m
e

S
h

ar
e

of
Fe

d
er

al
Ta

xe
s

N
u

m
b

er
(T

h
ou

sa
n

d
s)

P
er

ce
n

t
of

To
ta

l
P

er
ce

n
t

of
To

ta
l

P
er

ce
n

t
of

To
ta

l
P

er
ce

n
t

of
To

ta
l

L
ow

es
t

Q
u

in
ti

le
30

,7
04

19
.6

9,
72

1
39

2
9,

32
9

4.
0

2.
5

3.
1

0.
4

S
ec

on
d

Q
u

in
ti

le
31

,3
00

20
.0

24
,4

60
2,

37
9

22
,0

81
9.

7
6.

4
7.

5
2.

6
M

id
d

le
Q

u
in

ti
le

31
,2

97
20

.0
43

,3
83

7,
28

6
36

,0
97

16
.8

11
.3

12
.3

7.
9

Fo
u

rt
h

Q
u

in
ti

le
31

,3
05

20
.0

75
,5

37
16

,1
25

59
,4

12
21

.4
19

.6
20

.3
17

.5
To

p
Q

u
in

ti
le

31
,2

99
20

.0
23

3,
59

9
66

,0
89

16
7,

51
0

28
.3

60
.7

57
.2

71
.5

A
ll

15
6,

50
2

10
0.

0
77

,0
21

18
,4

84
58

,5
37

24
.0

10
0.

0
10

0.
0

10
0.

0
A

d
d

en
d

u
m

80
-9

0
15

,6
49

10
.0

12
0,

61
6

29
,2

23
91

,3
93

24
.2

15
.7

15
.6

15
.8

90
-9

5
7,

82
4

5.
0

17
2,

85
3

45
,2

72
12

7,
58

0
26

.2
11

.2
10

.9
12

.3
95

-9
9

6,
26

0
4.

0
29

2,
74

4
81

,8
30

21
0,

91
5

28
.0

15
.2

14
.4

17
.7

To
p

1
P

er
ce

n
t

1,
56

5
1.

0
1,

43
0,

53
1

47
5,

85
2

95
4,

67
9

33
.3

18
.6

16
.3

25
.7

To
p

0.
1

P
er

ce
n

t
15

7
0.

1
6,

50
8,

65
1

2,
35

4,
04

7
4,

15
4,

60
4

36
.2

8.
5

7.
1

12
.7

So
ur

ce
:U

rb
an

-B
ro

ok
in

gs
Ta

x
Po

lic
y

C
en

te
r

M
ic

ro
si

m
ul

at
io

n
M

od
el

(v
er

si
on

10
06

-1
).

N
um

be
r

of
A

M
T

Ta
xp

ay
er

s
(m

ill
io

ns
).

B
as

el
in

e:
18

.5
Pr

op
os

al
:0

.0
1 Pr

op
os

al
is

ef
fe

ct
iv

e
Ja

n.
1,

20
09

.B
as

el
in

e
is

cu
rr

en
tl

aw
.P

ro
po

sa
le

xt
en

d
s

th
e

pr
ov

is
io

ns
of

th
e

20
01

-2
00

6
ta

x
cu

ts
af

fe
ct

in
g

m
ar

gi
na

lt
ax

ra
te

s;
th

e
10

pe
rc

en
tb

ra
ck

et
;t

he
C

T
C

;
th

e
ch

ild
an

d
d

ep
en

d
en

t
ca

re
cr

ed
it

;t
he

st
an

d
ar

d
d

ed
uc

ti
on

,1
5

pe
rc

en
t

br
ac

ke
t,

an
d

E
IT

C
fo

r
m

ar
ri

ed
co

up
le

s;
ta

x
ra

te
s

on
lo

ng
-t

er
m

ca
pi

ta
lg

ai
ns

an
d

d
iv

id
en

d
s;

ex
pa

ns
io

n
of

st
ud

en
t

lo
an

in
te

re
st

d
ed

uc
ti

on
(e

xc
lu

d
es

ot
he

r
ed

uc
at

io
n

pr
ov

is
io

ns
);

an
d

es
ta

te
ta

x
ex

em
pt

io
n,

ra
te

s,
an

d
st

at
e

d
ea

th
ta

x
cr

ed
it

.P
ro

po
sa

la
ls

o
re

pe
al

s
th

e
in

d
iv

id
ua

lA
M

T
an

d
al

lo
w

s
ta

xp
ay

er
s

an
el

ec
ti

on
be

tw
ee

n
th

e
cu

rr
en

t
ta

x
sy

st
em

an
d

an
al

te
rn

at
iv

e
ta

x
sy

st
em

th
at

d
en

ie
s

ad
ju

st
m

en
ts

to
in

co
m

e,
it

em
iz

ed
d

ed
uc

ti
on

s,
an

d
ta

x
cr

ed
it

s
an

d
th

at
ha

s
a

st
an

d
ar

d
d

ed
uc

ti
on

of
$1

2,
50

0
($

25
,0

00
fo

r
jo

in
tr

et
ur

ns
),

pe
rs

on
al

ex
em

pt
io

ns
of

$3
,5

00
,a

nd
ra

te
s

of
10

pe
rc

en
tu

p
to

$5
0,

00
0

($
10

0,
00

0
fo

r
jo

in
tr

et
ur

ns
)a

nd
25

pe
rc

en
t

ab
ov

e
th

at
le

ve
l.

T
he

pr
ef

er
en

ti
al

ra
te

s
on

ca
pi

ta
l

ga
in

s
an

d
d

iv
id

en
d

s
ar

e
re

ta
in

ed
in

th
e

al
te

rn
at

iv
e

ta
x.

T
he

al
te

rn
at

iv
e

ta
x

is
m

od
el

ed
as

d
es

cr
ib

ed
in

H
.R

.3
81

8,
w

it
h

th
e

ex
ce

pt
io

n
th

at
gr

os
s

in
co

m
e

is
re

pl
ac

ed
by

to
ta

li
nc

om
e

in
th

e
d

et
er

m
in

at
io

n
of

th
e

ta
x

ba
se

.D
ol

la
r

va
lu

es
ar

e
pr

es
en

te
d

in
20

07
d

ol
la

rs
an

d
in

d
ex

ed
fo

r
in

fl
at

io
n.

Ta
xp

ay
er

s
ar

e
as

su
m

ed
to

pa
y

w
hi

ch
ev

er
ta

x
is

lo
w

er
,t

he
cu

rr
en

t
ta

x
or

th
e

si
m

pl
if

ie
d

ta
x

sy
st

em
.

2 Ta
x

un
it

s
w

it
h

ne
ga

ti
ve

ca
sh

in
co

m
e

ar
e

ex
cl

ud
ed

fr
om

th
e

lo
w

es
t

in
co

m
e

cl
as

s
bu

t
ar

e
in

cl
ud

ed
in

th
e

to
ta

ls
.

Fo
r

a
d

es
cr

ip
ti

on
of

ca
sh

in
co

m
e,

se
e

ht
tp

:/
/

w
w

w
.ta

xp
ol

ic
yc

en
te

r.o
rg

/
Ta

xM
od

el
/

in
co

m
e.

cf
m

.
3 T

he
ca

sh
in

co
m

e
pe

rc
en

ti
le

br
ea

ks
us

ed
in

th
is

ta
bl

e
ar

e
(i

n
20

06
d

ol
la

rs
):

20
%

($
15

,3
84

),
40

%
($

29
,0

83
),

60
%

($
50

,3
48

),
80

%
($

89
,7

37
),

90
%

($
13

2,
50

4)
,

95
%

($
18

6,
77

1)
,

99
%

($
44

7,
56

7)
,9

9.
5%

($
69

7,
09

4)
,a

nd
99

.9
%

(1
,9

96
,7

28
).

4 In
cl

ud
es

bo
th

fi
lin

g
an

d
no

n-
fi

lin
g

un
it

s
bu

t
ex

cl
ud

es
th

os
e

th
at

ar
e

d
ep

en
d

en
ts

of
ot

he
r

ta
x

un
it

s.
5 A

ft
er

-t
ax

in
co

m
e

is
ca

sh
in

co
m

e
le

ss
:i

nd
iv

id
ua

l
in

co
m

e
ta

x
ne

t
of

re
fu

nd
ab

le
cr

ed
it

s;
co

rp
or

at
e

in
co

m
e

ta
x;

pa
yr

ol
l

ta
xe

s
(S

oc
ia

l
Se

cu
ri

ty
an

d
M

ed
ic

ar
e)

;a
nd

es
ta

te
ta

x.
6 A

ve
ra

ge
fe

d
er

al
ta

x
(i

nc
lu

d
es

in
d

iv
id

ua
la

nd
co

rp
or

at
e

in
co

m
e

ta
x,

pa
yr

ol
lt

ax
es

fo
r

So
ci

al
Se

cu
ri

ty
an

d
M

ed
ic

ar
e,

an
d

th
e

es
ta

te
ta

x)
as

a
pe

rc
en

ta
ge

of
av

er
ag

e
ca

sh
in

co
m

e.

COMMENTARY / TAX BREAK

206 TAX NOTES, January 7, 2008



of GDP. Our modeling with the same assumption and
baseline finds that without taxing business expenses and
individual losses the proposal falls short of this modest
goal, losing approximately $150 billion and resulting in
federal revenues of only 16.8 percent of GDP. Further,
there is little reason to believe that people with substan-
tially higher tax liability under the alternative will
switch. Relaxing this assumption, revenues could drop to
as little as 16 percent of GDP.

Between 2009 and 2018, we estimate that total federal
revenues according to current law will be $37 trillion and
individual income tax revenues will be $19 trillion. If
enacted, Thompson’s plan would reduce total federal
revenues by 19 percent. Alternatively, the income tax cuts
represent about 37 percent of individual income tax
revenues over the period.

Effects on the Distribution of Tax Burdens

The Thompson tax plan is highly regressive. In 2009,
households in the top 20 percent of the income distribu-
tion receive an average tax cut equal to 5.8 percent of
income ($9,138), whereas those in the middle of the
distribution receive an average cut of 2.3 percent of
income ($774), and households in the bottom quintile
receive an average cut of just 0.3 percent of income ($25)
(table 5).7 The group that benefits the most are taxpayers
in the 90th to 95th percentiles of the income distribution.
Taxpayers in that income range benefit greatly from AMT
repeal as well as the drastically lower rates in the
simplified tax system. Low-income taxpayers do not
benefit from Thompson’s plan because the simplified tax
would eliminate refundable credits, such as the EITC and
additional CTC, they receive under the current system.
For most high-income taxpayers, the drastic reduction in
the top statutory rate from 35 percent under the regular
tax to 25 percent under the simplified tax, combined with
the generous standard deduction under the new system,
outweighs the loss of itemized deductions and credits
that exist in the regular tax system.

Because the Thompson plan would permanently re-
peal the estate tax and extend the 2001-2006 individual
income tax cuts set to expire at the end of 2010, it is even
more regressive in future years when measured against
current law. In 2011 the 157,000 households that represent
the top 0.1 percent of income earners will see an average
tax cut of 13.1 percent of income or $545,298 (table 7).
Their average federal tax rate will fall from 36.2 percent
under current law to 27.8 percent under the Thompson
plan. In contrast, the bottom 20 percent of the income
distribution will see an average tax cut of 0.7 percent of
income or $69. Middle-income taxpayers receive an av-
erage cut equivalent to 4.6 percent of income or $1,649.
Most of the benefits in the Thompson plan for lower- and
moderate-income households in 2011 comes not from the
simplified tax but from the extension of the 2001-2006 tax

cuts, including the increased CTC, the 10 percent tax
bracket, and increased standard deduction for married
couples.

Finally, it should be noted that the long-run distribu-
tion of gains and losses depends on how the deficits are
ultimately closed. If large deficits lead to massive cuts in
entitlement spending and discretionary spending, low-
and middle-income households could end up much
worse off than they would have been had the tax cuts not
been enacted. If, instead, the deficits lead to large future
income tax rate increases, high-income people could end
up being the losers. A third possibility is that some
combination of spending cuts and tax increases result,
making it impossible to predict who wins and who loses.8

A Revenue-Neutral Alternative?
Another option would be to increase the rates in the

alternative tax and force taxpayers to use that system so
that the cost was no greater than extending the tax cuts
alone. This approach would require rates of 12.7 percent
and 31.8 percent rather than rates of 10 percent and 25
percent and would be regressive. In 2009 taxpayers in the
bottom quintile would see their after-tax income fall by
5.2 percent, taxpayers in the middle quintile would
experience a 0.3 percent drop in income, and taxpayers in
the top quintile would see their income fall by 0.1
percent. Taxpayers between the 60th and 95th percentiles
come out ahead under this option.

Note also that the simple alternative tax would violate
almost all of our international tax treaties because it
would eliminate the foreign tax credit, which is designed
to eliminate double taxation of income earned and sub-
ject to tax abroad. This flaw could be fixed by allowing
the foreign tax credit, but that would raise the required
tax rates further.

Other Issues
The Tax Policy Center has written extensively about

the pointless complexity of the AMT and has provided
scores of options for its revenue-neutral reform or repeal.
The Thompson plan does eliminate the AMT, but it does
not pay for the AMT’s repeal. Also, it creates a second tax
system, effectively an ‘‘alternative maximum tax.’’ Much
of the complexity of the AMT revolves around the fact
that it requires taxpayers to calculate their income tax
twice: once under the regular system and once under the
AMT rules. The alternative maximum tax in the Thomp-
son plan would also require two calculations, although
the rules of the alternative maximum tax are significantly
simpler than those of the current AMT. But it also
introduces complexity because of the generally irrevo-
cable nature of the choice between systems. Taxpayers
would have to determine whether the regular tax or the
simplified tax would be better for them not just in the
current year but also taking into account all future years.
Taxpayers would need to factor in whether they ever
plan to buy a house, have children, go to school, move to
a different state, make more or less income, contribute to
a retirement savings account, and so on. If taxpayers

7For our distribution estimates, we assume that households
choose the system — the regular tax or the simplified tax — that
results in the lowest amount of tax in the current year.

8For further discussion of the ultimate financing of revenue-
lowering tax cuts, see Gale, Orszag, and Shapiro (2004).
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forecast incorrectly, they could find themselves in future
years locked into an alternative tax system in which they
are paying more income tax than an identical individual
who did not make a poor choice of system in a past year.
Such a situation defies the generally accepted concept of
horizontal equity in a tax regime. And it would make the
tax system a significant source of risk regarding future
income.

The proposal could also create enormous marriage
penalties because of the provision that allows taxpayers
to change their election on the occasion of marriage or
divorce. For example, suppose a couple elects the simpli-
fied system when getting married, but then begins to
earn substantial foreign-source income that is taxed
abroad and eligible for the foreign tax credit under the
regular income tax. They elect to switch back to the
regular income tax. Suppose that at some future date they
stop earning income abroad. They are now in the
‘‘wrong’’ tax system, but can no longer switch back to the
alternative system as long as they stay married. Marriage
could cost them thousands of dollars each year. However,
the couple could immediately garner those savings by
dissolving their marriage. In all likelihood the IRS would
be required to issue regulations regarding sham nuptials
and divorce proceedings.

Conclusions
The plan announced by Thompson would represent,

by far, the largest tax cut in history. Over 10 years,
individual income and estate taxes would fall by between
$5 trillion and $7 trillion — or as much as 20 percent of
overall revenues — depending on assumptions about
how people respond. The tax cuts would be highly
regressive and would become more so over time. By 2011
the top quintile would receive a tax cut equal to 9.5

percent of income, compared with 4.6 percent for those in
the middle, and 0.7 percent for those at the bottom of the
income scale.
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