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Despite the intengity of the debate over Presdent Bush' s tax policies, al politica factions seem
to agree that tax and spending programs should, on average, distribute economic resources
from the rich to the poor. The arguments involve the amount of redigtribution; only fringe groups
ask whether it should occur at al.

Liberds argue that atax policy changeisfair if it reduces discrepanciesin the
digtribution of after-tax income. Moderate conservatives focus on the share of the cost of
government borne by different income groups and argue that al iswell aslong as atax change
raises the share of the tota tax burden borne by the more affluent. Many pure conservatives
favor aflat tax, and some bdlieve that the base of the tax should be consumption rather than
income. Nevertheless, they believe in protecting lower income groups with large exemptions.
They just don’t care much about the distribution of economic resources among the middle class,
the moderately rich, and the filthy rich.

Pure consarvatives ultimate policy gods are clearer than those of liberds and moderate
conservatives. If libera arguments were taken to an extreme, they would imply an egditarian
society—at |least as measured by the distribution of after-tax income. The moderate
consarvatives argument would imply that the very highest income earners would eventudly beer
100 percent of the tota tax burden. Presumably, neither sde would go thet far, but where
would they stop?

The Philosophers

That being a philosophica question, it is gppropriate to turn to philosophers for guidance. John
Rawls (1971) argued that if we were designing ajust society before we arrived on earth, and if
none of us knew what family connections or skills we would possess once we arrived, we
would opt for an egditarian society—with one important qudification: Inequality would be
tolerated if it made the least well-off person better off.

That argument implies that margina tax rates imposed on the more affluent must be
limited. Presumably, rates cannot be raised to aleve a which work and savings decline or tax
evason increases SO much that total tax revenues decline. The government would then have
fewer resources. Although fewer resources do not necessarily mean that programs for the poor
would be cut back, they certainly make that possibility more likely.

Rawls gpproach may restrain permissible tax rates well below this point. Any increase
in margind tax rates causes a decrease in economic efficiency that reduces the sze of the gross
domestic product. Thislossis often referred to as the “excess burden” imposed by taxation—a
burden exceeding that involved in handing money over to the government. Rawls ans advocating
more progressive taxation must be sure that none of this excess burden lands on the backs of
the poor.



It isimpossible to design the perfect Rawlsian tax system without detailed knowledge of
the links between tax rates, tax evason, and the supply of work and savings. However,
economigs differ sgnificantly in their estimates of these links, and as aresult, the Rawlsan
philosophica framework does not provide precise guidance on how to proceed.

Robert Nozick (1974) begins with a very different philosophica perspective. He argues
that individuas are entitled to whatever wedth and income they happen to possess, so long as
they obtain it in amoraly permissble manner. The only role for a coercive Saeisto prevent
people from taking resources from one another in amordly impermissble manner. In this
framework, the stat€' s role is minimized. Income redidtribution is permitted, but only if itis
agreed to voluntarily. Nozick can imagine a contract in which some affluent people agree to
make payments to the less affluent if others agree to do the same. Those agreeing to the
contract would have to decide whether the agreement must be unanimous or whether they can
tolerate some people opting out.

Although Nozick is usudly regarded as a conservative, his gpproach is vagudy smilar
to that of Knut Wicksdll, a 19th-century socidist economist. Wicksell (1896) argued that dl
changes in public policy should require unanimous support. That isto say, dl winnersfrom a
policy change should be willing to compensate the losers if necessary to gain their vote. Such a
system is obvioudy not practicd, but if it were, it is unclear what distribution of economic
resources would emerge. It would depend to a considerable degree on the sequence in which
different policy changes were considered.

Nozick provides little information on how his minimaist state would be financed. He
does not wish to presume how people might negotiate such arrangements as they struggle to
design the perfect society.

Although the philosophica debate isinteresting, it leaves unanswered practica questions
such as, “Have recent tax policy changes been fair or unfair?’

The Academic Economists

Academic economists do alittle better than philosophers in discussing criteriafor ajust system,
but they il fall considerably short of providing a precise design. Economists begin with the
proposition that it hurtsless for arich person to pay a given tax than for apoor person to pay
the same absolute tax. If the god is to impose the same absolute sacrifice on dl, and if the
distaste for paying taxes increases in the same way for everyone as their economic resources
diminish, thereis alegitimate argument for having the more affluent face a greater absolute tax
burden than the poor. But nothing in that statement implies that the absol ute tax burden should
go up faster than a person’ s economic resources.



A variant on the theme would, however, lead to the ultimate in progressivity. Instead of
levying the same absol ute sacrifice on everyone, the tax system might equdize the sacrifice
imposed by the last dollar of taxes paid. If everyone were assumed to have the same tastes, the
amount of their after-tax economic resources would be equdized; that is, policy would aim for
an egditarian society. BEconomigts do not generdly like to compare one person’swefare to
another’ s or to add up units of “welfare” but if it is assumed that the units of welfare derived
from different levels of economic wdl-being are the same for everyone, it can be shown that the
equdization of the sacrifice imposed by the last dollar of taxes paid minimizes the tota sacrifice
inflicted on the whole population—all else being equd.*

But, of course, dl dseisnot equd. As adready noted in discussng Rawls and as
recognized by economigts for many generations, a highly progressve tax system sgps incentives
and leaves the total nationa product lower. Thus, when formulating tax policy, economists often
talk of atrade-off between equity and efficiency.

Although our uncertainty regarding the exact nature of this trade-off makesit difficult to
know how unequally unequas should be treated by the tax system, economists widely agree
that equals should be treated equally. They do not agree, however, on how equaity should be
measured. The problem has at least three important dimensions. Firgt, what isthe unit being
taxed—the individud, family, or household? Second, whét is the best measure of their
affluence—income, consumption, or wedth? Third, over what period should well-being be
measured—one year, severa years, or alifetime? Regardless of how these issues are resolved,
there is adifficult question regarding how to measure the pain imposed on the “equals.” Should
the pain be assessed depending on who hands the money over to the government, or should it
be assessed after dl the economic effects of changes in incentives have worked their way
through the economy? Y et another question: Should the quest for the equa treatment of equals
congder the joint effects of both the spending and revenue sides of the budget, or isit is
permissible to consder the two Sdes separately?

The argument is further confused because most economists permit arole for benefit
taxation and for tax policies aming to achieve particular economic or socia goas. Thus,
gasoline taxes are seen as a payment for the benefit of usng highways. Socid Security taxes can
be seen as a compulsory purchase of a pension benefit. Idedly, questions relating to income
digtribution might be decided prior to having taxpayers vote on how many of such benefitsto
purchase, but tax policy does not proceed that nestly.

Taxesaming a some socid or economic god aso muddy digtributiond issues. The
excise tax on beer, which may be our most regressive tax, attempts to shape consumption
patterns in asocidly responsible direction. Excise taxes on pollutants are seen as an efficient
gpproach to improving the environment. The main point about excise taxes, regardless of their

! See Musgrave (1959) for adiscussion of equal sacrifice criteria. Equal proportional sacrificeis not
discussed here, but like equal absolute sacrifice, it does not necessarily imply a progressive tax system.



purposg, is that the ultimate burden may not be closely related to the economic resources of the
taxpayer.

ThelLegidators

Unlike philosophers and academic economidts, legidators must make concrete tax policy
decisions with important consequences. From their actions, one might be able to discern their
own concept of tax justice, as tempered by their quest for economic efficiency and other,
perhaps less worthy, political gods. One would not expect their revedled preferences to be
constant or even coherent, as the political and ideologica balance of legidatures shiftsfrom
election to dection, and individud tax bills may have to gpped to different mgority or
supermgority coditionsto get the necessary votes. In fact, the most cursory reading of tax
policy changes at the federd leve indicates that the importance of different criteriafor judging
tax judtice tends to rise and fal sgnificantly from Congress to Congress, hill to bill, and tax to
tax.

Equal treatment of equals—When | moved from academic life to Washington
policymaking thirty years ago, | was shocked to learn that the basic rule of tax justice beloved
by so many economists—that equals should be trested equally—does not resonate with
politicians. Politicians like to do favors for individuds and identifiable groups. These favors have
to be big enough to be noticed. That means that policymakers usualy cannot afford to do the
same favorsfor dl the equds of those especialy favored by paliticians.

That lack of parity does not much bother typicd legidators. They often speak asthough
they were performing what an economist would cal a Pareto optima move—a move that
benefits someone without hurting anyone dse. If that were true of the favors granted, the
policies would not be objectionable. But the favors given to some must be paid for by others.
Usudly the pain is so diffused thet it isn't noticed. That makesit look like a Pareto move when it
redly isn't.

| do not mean to imply that legidators ignore the concept of treeting equals equally. But
they do not put much weight on ensuring that al policies, or even ahigh proportion of palicies,
are of thistype.

The tax-paying unit—The trestment of different possible tax-paying units provides a
prime example of how criteriafor judging equity can change from Congress to Congress and tax
to tax. The most important federd tax, the persond income tax, focuses on the family unit or
unmarried individuas. The second most important tax, the payrall tax, focuses on the amount of
wages pad to the individua, whether married or not. At the same time, the payroll tax buysa
benefit that can, under certain circumstances, provide support for dependents. Taxes on
households conssting of unrelated individuas are less important, but they do exist. Property



taxes can burden a household,? as can sales or excise taxes on jointly shared products. The old
federa excise tax on telephone services was of thistype.

The fact that the persond incometax is levied on families and single people has created
two long-running controversies. Legidators must decide how to treat married couplesrelative to
single people, and they must decide how to adjust for differencesin family size.

Our system dlows married couples to report their income jointly. Because of the
progressive rate structure, married couples with rdaively unequal incomes tend to benefit from
gplitting their tota income, and they usualy recelve a marriage bonus. However, tax brackets
and the standard deduction for couples have not historicaly been double those for individuals,
and as a result, couples with more equa incomes have often been faced with a marriage pendty.
Theat isto say, they have ended up with a higher tax hill than two singles with the same tota
income. Since joint filing was first permitted,” the pendulum has swung back and forth between
treating couples relatively generoudy and being more sympathetic to sngles.

Because the last thing a Republican Congress wants to do is penalize marriage, recent
tax changes have essentidly eiminated the possibility of apendty for couplesin the lower
middle class and reduced the ratio of pendties to bonuses for lower and higher income groups.
Isthisjust? Rest assured, singles will not think so. They will soon be complaining about the
unfair burden imposed by the new regime. It is probably safe to predict that the pendulum will
continue to swing asit hasin the past and that we shal someday find the tax system again
tregting singles more generoudy.

Congress must dso decide how to treet large families vis-a-vis and| families Again, the
pendulum has swung back and forth. After my colleague, Eugene Steuerle (1983), reported that
the relative advantage of large families had eroded in the postwar period, the religious right
suddenly became interested in tax policy and began to press for more generous trestment of
larger families. Thair efforts bore fruit in 1997 when a Republican Congress added a child credit
to the exigting exemption for dependent children. Recent legidation has increased that credit
subgtantialy. Asaresult, large families are treated reatively better than they have been through
much of the previous 50 years.

In some cases, the tax unit is a business rather than a person or set of people. But we
know that businesses cannot pay taxes—only people can. Thereis not a strong consensus
among economists on how much of a particular business tax fdls on the owners, the employees,

2 Oneview of property taxation isthat it isreally atax on acertain type of capital, similar to the corporate tax.
Economists generally believe that the burden of taxes of thistype largely fall on all capitalists, although the
view isfar from unanimous. The above discussion proceeds as though the burden falls on the household
paying the tax.

% In practice, many husbands and wives aggregated their income from the beginning of the income tax. But
there was much confusion and the issue was not completely clarified until the Revenue Act of 1918.



the customers, or the suppliers of abusness. It is often assumed that the most important

busi ness tax—the corporate tax—fals largely on capitaists, but that assumption depends on the
corporate tax not affecting the supply of capitd, by ether reducing the saving rate or driving
capital abroad. Not all economists accept this basic assumption—a point that will be discussed
in more detall later. Unfortunately, politica rhetoric often proceeds as though businesses are
entities that can fed the pain of taxation without involving any red people.

The choice of a tax base—Thereis some tax in our system on every possible measure
of economic well-being—income, consumption, and wealth. Sales taxes at the state and local
levelsand excise taxes a dl levels of government burden alarge portion of total consumption.
Property taxes tax red estate wedth and are sometimes levied on other forms of persond
property as well. Estate taxes are levied on wedth held at desth.

Asaresult of 2001 legidation, the estate tax is now being phased out and will be
abolished by 2010.* This policy change represents an interesting case of shifting vauesin the
Congress. A broad bipartisan mgority supported a substantia reduction in the estate tax
burden. The mgority behind outright abolition was not quite as broad, but it is nevertheess
interesting how atax that was recently paid by less than 2 percent of estates could become so
unpopular.

Of course, many more individuals (spouses, heirs, and dependents of heirs) than estates
are dfected by the tax, and many who do not pay must nevertheless worry about it. Avoiding it
requires consderable estate planning, for both the many who do and those who may aspire to
own enough to pay it, even if they don't quite make it in the end. And, of course, heirs are vitdly
affected by the tax. Certain farmers and smdl businessmen dso gained sympathy by daming
that the tax often prohibits them from leaving their businessesto their children, even though they
have won considerable concessions in the past and are rarely forced to liquidate a business
because of the tax.

The main judtifications for the tax—preventing dynastic concentrations of wedth and
taxing previoudy untaxed income such as unredized capitd gains—clearly logt their luster. But
the tax admittedly did not achieve ether god very effectively. A progressive inheritance tax—
that is, atax on the amount received by an heir rather than on the total amount left by the
decedent to one or more heirs—would be more effective at preventing concentrations of
wedth. And the estate tax taxed previoudy taxed and untaxed wedth equaly—sometimes at
very high rates (atop rate of 55 percent). The high rates encourage avoidance, and much
avoidance can be purchased with a sufficient expenditure on lawyers. Nevertheless, estate tax
reform focused on abolishing the tax rather than fixing it. This political decison will be eesier to
understand when public attitudes toward the estate tax and other taxes are explored in the next
section.

* The law reconstitutes the tax at 2001 levelsin 2011, but few expect that to actually happen. If it is
reconstituted, it will be at levels considerably less burdensome than in 2001.



Changing vaues regarding the individud income tax are equdly interesting. What we cdll
an incometax is not redly a pureincome tax. A pure income tax would tax the income from
investment and savings too heavily for most politicians taste. As aresult, the system has
higtorically contained a plethora of provisons that reduce the burden on saving and investing.
This gives our most important tax some characteristics of a progressive consumption tax. Aaron,
Gd per, and Pechman (1988) have described the outcome as an “uneasy compromise” between
income and consumption taxation, but politicians would never describeit that way. They prefer
to discuss providing incentives for saving and investing. They do not like to talk about taxing
consumption more heavily.

Nevertheless, there are both pragmatic and philosophica arguments for taxing
consumption rather than income. Consumption is less volatile than income and can be said to
reflect the individud’ s sdlf-assessment of well-being. Pragmaticaly, it is difficult to measure
capitd income o thet it can be taxed fairly. Particular problems involve adjusting for inflation,
estimating real depreciation, and dealing with unredized capitd gains. Thereisdso the
philosophica argument that goes back four hundred years to Thomas Hobbes; it may be fairer
to tax what people extract from the economy rather than what they contribute.

The degree to which income or consumption is the tax base has varied sgnificantly over
time. In recent decades, concessions on capital income began to grow as capita gains taxes
were eased in the late 1970s. Legidation in 1981 went much further by grestly easing
depreciation deductions, re-establishing an invesment tax credit, and significantly increasing
preferences for retirement savings (Steuerle 1992). The pendulum swung back abruptly toward
income taxation with the 1986 reform. That reform cut back depreciation alowances, diminated
the investment tax credit, taxed capital gains at regular rates, and imposed income-related
retrictions on tax-favored retirement accounts.

The resulting broadening of the tax base dlowed a Sgnificant cut in margina tax rates,
and the top rate was lowered to 28 percent.® With such alow top rate the burden on saving and
investment did not seem serious. But as frustration grew over large budget deficits, the top rate
was again raised in two steps until it reached amost 40 percent after 1993. Thet again implied
more of aburden on capitd than paliticians would tolerate. Capital gainstax preferences
reappeared, and more recently, Congress has added concessions for dividends, capita gains,
retirement savings, medica saving accounts, and various educationd savings accounts.
Depreciation alowances have aso been increased temporarily as a simulus measure (Steuerle
forthcoming).

Since the prevaence of tax concessions on capital income seemsto vary with the level
of the top margind income tax rates, and Since most capita income is earned by peoplein the
top brackets, cynics may argue that periodic moves toward consumption taxation do not reflect

®> A phase-out of exemptions created a higher rate of 33 percent over anarrow range of incomes before a
taxpayer hit the 28 percent rate.



aconcern that savings and investment are being taxed too heavily. Rather, they reflect a concern
that the rich are taxed too heavily. In other words, high margind rates on the rich are used as
camouflage to conced other provisions that reduce the burden at the top.

This possibility cannot be ruled out, but it will be shown later that the public doesn’'t
redlly support strong efforts to redistribute income. That would seem to imply that such
camouflage is unnecessary and that there is a more genuine, though implicit, political belief that
consumption should play a heavier rolein the tax base than a pure income tax would imply.

While the pendulum has shifted between consumption and income taxation, there have
aways been sgnificant deductions and exclusions from whatever tax baseis popular. Some
attempt to promote “good” things (charities and homeownership), while others adjust for
wefare-reducing emergencies (medica and catastrophic expenses). Clearly the deductions and
exclusons that survived the purge of the 1986 tax reform have consderable politica staying
power and are likely to be with usfor avery long time.

The choice of a time period—n a progressive tax system, people whose tax base
variestend to pay more tota taxes over time than people with the same average economic
resources whose tax base isless volatile. The income tax tends to favor some occupationa
groups over othersin this regard. Smal businesspeople in erratic businesses can move from the
top of the income distribution to the poverty population and back from year to year. Doctors
and certain other professionals spend along portion of their livesin training earning low incomes
and then suddenly move into very high tax brackets for areatively short career.

In the past, Congress provided some protection through income averaging for people
whaose income took a sgnificant upward jump from one year to the next, but they did not show
the same sympathy for people whaose income went down. The tax reform of 1986 diminated
income averaging, perhaps because the problems posed by varying incomes seemed less severe
after margind rates were cut subgtantialy. But there wasllittle talk of restoring averaging asthe
top rate rose to dmost 40 percent in the 1990s. Now that the top rate has been lowered to 35
percent the problem has again diminished dightly. For whatever reason, the problem of variable
incomes has been ignored for many years.

The spending side of the budget—Generaly, the politica debate proceeds as though
digtributiona decisions on the spending and revenue sides of the budget are quite separate.
Steuerle (1995) has pointed out that the two sSides are even judged by different criteria. Tax
changes are often debated relative to income whereas awefare program may be judged by the
absolute benefit provided. With a program like Supplementa Security Income, the absolute
benefit is reduced abruptly asincome rises.

Although the tax and spending Sides of the equation are often judged separatdly, there
are exceptions to thisrule. Occasiondly, the payrall tax and Socia Security benefits are
examined jointly, and we ask what rate of return different income groups and differently
sructured families get on their payroll tax payments. During the debate on the 1983 Socia



Security reforms, there was much discussion of whether the decison to put a portion of Socid
Security berefits in taxable income represented atax increase or a benefit reduction. The
distinction was palitically important because Republicans wanted to emphasize that the reform
involved some benefit reductions, while Democrats wanted to emphasize its tax increases.

The two sdes of the budget are most confused by the Earned Income Tax Credit
(EITC) and the refundable child credit. Budget accounting rules define the refundable portion of
tax credits as an outlay rather than atax reduction. The EITC is now our biggest welfare
program. It has been popular politicaly, having been enhanced in both Republican and
Democratic adminigtrations.

The popularity of the EITC haswaned ahit in recent years because of a conservative
Republican argument againgt converting the tax system into awelfare system. This argument has
been directed somewhat more at the refundable child credit than at the EITC. The EITC has
aso been afflicted by high error rates and outright cheating, dampening its politica popularity. It
provides arare instance in which people can cheet on the income tax by claming more income
than they actudly have. More important, recipients have clamed children erroneoudy and lied
about their maritd datus.

In many programs, Congress aids the poor by appearing to subsdize the consumption
of particular goods and services. This gpproach is not much discussed in public finance
textbooks, but it ssemsthat society isless upset with poverty per se than with the manifestations
of poverty asreveded by the consumption patterns of the poor. Thus, we subsidize medica
care (through Medicaid, for example), food (food stamps), housing (a plethora of subsdies),
and college education (Pell grants) for the poor.

In some instances, the subsidies do not provide any extraincentive to consume the
subsidized good or service. For example, food slamps and many housing subsidies can have the
same effect on consumption as grants of cash, because recipients receive a subsidy related to
their income and not to the amount of the favored good purchased.® The subsidy rarely exceeds
the amount of food or housing purchased.

It isdifficult to ascertain how much poaliticians know about these programs. Do they
support the programs because they believe—wrongly—that consumption of dl the favored
goods isincreased, or do they support them because their congtituents believe it? Whatever the
truth, it is gpparent that taxpayers are more willing to give their money to the poor if the
assgtance is linked to meritorious purchases. They do not want the money to go to drugs or
liquor. They ignore the notion that money isfungible.

® Although housing subsidies often do not provide amarginal economic incentive to spend more on
housing, they may force higher housing expenditures by forcing housing units to satisfy certain expensive
housing codesin order to be eligible for a subsidy.



The Public

Politicians mugt play to the public. The resulting debate is not edifying. The Democrats have
recently been decrying “tax cuts for the rich” while the Republicans have responded with
accusations of “class warfare.” Undoubtedly, these phrases have been tested by polls and
vetted in focus groups. The shallowness of the debate reflects the unfortunate fact that the public
is not sufficiently interested in federd tax policy to learn much about it. A 2003
Kaiser/NPR/Harvard poll indicated that only 21 percent of respondents had heard the term
“progressive taxes’ and knew wheat it meant.” Another 23 percent had heard the phrase, but did
not know what it meant. The majority—59 percent—had not heard the phrase. Respondents
are smilarly uninformed about the distribution of different tax burdens. The same poll found that
only 26 percent believed that high-income people paid the highest proportion of their income to
federd income taxes, 51 percent thought that middle-income groups faced the highest average
burden; and 11 percent thought it was lower-income people.

It isnot surprising that people think that the tax system is so unfair. Although the tax
digribution tables that will be discussed later imply that the individud income tax system is highly
progressive on average, the income tax burden faced by different individuas within any income
group varieswiddy. We are avery long way from tregting equas equdly if incomeisused asa
classifier. In 1999, the average income tax burden in the middle quintile was $1,780, but 43.8
percent of those in the quintile had burdens greater than $2,230 while 32.3 percent paid less
than $1,340. As aresult of such variation, 4.6 million in the third quintile paid more than $3,000
in taxes while 5.6 million in the fourth quintile paid less than that amount. Over 3 million in the
fourth quintile paid more than $7,500 while 4 million in the fifth quintile paid less (Joint
Economic Committee 2003). Most people probably know someone who makes more money
than they do, but pays less in taxes.

Although the public generdly does not fed that the rich pay their fair share of taxes, its
reponses suggest thet its view of afar burden would be quite low compared to what is actudly
paid. When a 1995 Roper Center/Reader’ s Digest survey asked about the highest combined
federd, state, and locd tax burden that would be fair to impose on afamily of four with
$200,000 of income, the mean response was 27 percent of income, while the median was 25
percent.’®

The fact that the public greetly underestimates the tax burden actudly facing therich on
average and does not believe that the rich pay their fair share suggests that Democrats
complaints about tax cuts for the rich may have some traction in the current debate. But

"This polling result is one of a collection assembled by Karlyn Bowman at
http://www.aei .org/docL ib/20030604_Taxes2.pdf

8 Slemrod and Bakija (2001) cites polls that imply that people think that personal income taxes on the affluent
should be higher than they actually are.
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evidently the Republican counter of “class warfare” aso has considerable gpped. Although
Americans broadly endorse the notion that the tax system should be progressive, they have no
goparent desire to severdly punish therich. It is sometimes suggested that given the American
dream, thisis because so many hope to be rich themsalves. This suggestion is not borne out by
a1997 ABC/Washington Post pall, which found that only 36 percent of respondents thought it
“very likely” or “somewhat likely” that they would ever berich.®

More generdly, Americans are ambivaent toward the rich. In 21979 Roper Starch
Worldwide poll that has not been repeated, fewer than 10 percent characterized themsdlves as
being “antirich” while 35 percent were antihippy, 28 percent were antismoking, and 27 percent
were antiwdfare. Gallup in 1990 found that 62 percent of respondents thought that America
benefited from having a class of rich people, but in 1996, Roper Starch found that more than 85
percent of respondents thought that professional athletes, celebrities and entertainers, and
lawyers were overpaid. Significantly, 68 percent thought the same of U.S. senators and
representatives.

Numerous polls suggest that vigorous attempts to redistribute income have little support.
For severd years, the National Opinion Research Center has asked what people think of the
gatement “It isthe respongbility of government to reduce the differences in income between
people with high incomes and those with low incomes.” In 2000, only 33 percent strongly or
somewhat agreed with the statement; 25 percent neither agreed nor disagreed; and 40 percent
disagreed or disagreed strongly. The results have changed very little since the poll was firgt
taken in 1985.

The tepid support for redistribution shows up strongly in public attitudes toward the
edtae tax. A Galup/CNN/USA Today poll in 2000 showed 60 percent in favor of diminating
the federal estate tax, even though only 17 percent thought that they would benefit personally. ™
By November 2002, the same pollsters showed only 50 percent in favor of eimination. But the
drop in support did not indicate atrend. In January 2003, Fox News/Opinion Dynamics
showed 67 percent favoring tota eimination, indicating that liberd and conservative pollsters
often come up with somewhat different results on smilar questions. The wording of the question
isdsoinfluentid. In February—March 2003, Kaiser/NPR/Harvard found 54 percent favoring
elimination of the “edtate tax,” but support for dimination grew to 60 percent in apardld sample
asked about “the estate tax that some people cal the death tax.” Among those supporting
elimination, 92 percent chose the reason that the “money was aready taxed once and should
not be taxed again.”

Whatever the public feding regarding income digtribution within the United States, this
concern clearly stops a our nationa boundaries. Although our poverty-level income would be

® This poll and those referred to in the following paragraph are discussed in Ladd and Bowman (1998).

 The pollsters called it an “inheritance tax,” but presumably that slip made little difference.
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consdered the height of affluence in most countries of the world, and even though alarge
portion of the world' s inhabitants live under deplorable conditions, there is no sympathy within
the American public for providing more foreign assstance. Concerns about income distribution,
to the extent that they exig at dll, tend to be highly tribaigtic.

The Results

Because different standards for judging fairnessrise and fdl in importance with different
Congresses and are gpplied to different taxes and tax- paying unitsin different ways, thefind
result is a hodgepodge that each person will judge differently depending on what standards he
or she thinks are important.

Liberals and moderate conservatives often refer to distribution tables that indicate the
amount of some or dl taxes paid by individua income groups, where the income measure used
to categorize people may be broadly defined or based on the lega definition of the some tax
base, such as adjusted gross income. One rarely sees tax burdens displayed by consumption
groups, even though poaliticians seem to have conscioudy chosen to tax income devoted to
saving less than income devoted to consumption and to tax capital income less than wage
income.

Regardless of such arguments, we are pretty much stuck with deding with distribution
tables based on income, since they are the only ones readily available. More disturbing, the
typicd tableis based on only one year’ sincome. This means that these tables have to be
interpreted very carefully, especidly when comparisons are made over time. One can talk of the
rich, say thetop 1 percent, being taxed more or less leniently over time, but the compaosition of
the top 1 percent changes significantly from year to year.

There is congderable movement up and down the tax structure. If we look at the rate
structure established for the income tax by 2001 legidation, dightly less than haf the people who
would have faced the top rate of 35 percent in 1987 would ill face it in 1996 (Council of
Economic Advisers 2003). About 19 percent would have moved down just one bracket to 33
percent, but 5 percent would have moved dl the way down to the zero bracket. Smilarly, only
one-third of those in the zero bracket in 1987 would have remained there in 1996. About 60
percent would have moved up one or two brackets, and only 0.3 percent would have moved dl
the way to the top bracket. It seems downward mobility is more extreme than upward mobility.

Another way of looking at the issue is to examine movement across income percentiles.
Roughly hdf of al taxpayersin the top 1 percent at any time in the 1979-88 period stayed there
only one year. However, dmost no onein this group fdl asfar as the bottom 10 percent
(Congressiona Budget Office [CBO] 2001).
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Andysts compiling comprehensive digtribution tables must make assumptions about
where the final burden of atax rests. Almost al distribution tables assume that the entire burden
of individua income taxes rests with the person handing over the money to the government, as
though the tax has no effect on behavior. CBO does assume that behavioral responses leave the
entire burden of the corporate tax on domestic capitalists regardless of whether they own
corporate or noncorporate capital. The Joint Committee on Taxation refuses to distribute the
corporate tax burden on the grounds that its distributiond effects are too uncertain. All
government anaysts assume that the entire burden of payroll taxes rests on employees
regardiess of whether the employer or employee hands over the money to the government.
Curioudy, andyds investigating the digributiona implications of having a vaue-added tax
(VAT) in the United States generdly pass the entire burden through to consumers, even though
alarge component of aVAT isidentica to awage tax. Economists conventions are not
necessaxily logicaly consgent.

Y et another failing of distributional tables has aready been noted. They obscure very
large differences in the tax trestment of individuas within any income group. Under current law,
arentier receiving mogt of hisor her $30 million annua income from capita gains, dividends,
and tax-free municipa bonds could face an average income tax rate consderably less than 15
percent whereas arock star earning $30 million per year from concerts and royaties could have
an average rate gpproaching 35 percent. Generdly, tax burdens are extremely sendtive to how
income is received and used.™

Having demeaned the usefulness of digtribution tables, | shal now examine what they
show. The most comprehensive recent anadysis of effective tax rates imposed by the entire
federal system at different income levels comes from CBO for the period 1979 through 2000.
The andysisis not designed to isolate the effects of policy changes, because effective tax rates
are affected by many factors other than legidation. Increasesin the average leve of red income
push people into higher income tax brackets and so increase effective tax rates. Changesin the
distribution of income affect tax rates a different points in the distribution. For example, if the
top 1 percent gains relative to the median, its effective tax rate will rise rdatively under congtant
law. The compodtion of income is dso important, because different types of income are taxed
differently and demographic changes that dter the Size and composition of households dso
affect tax rates. Nothing in the historical record suggests that Congress attempts to use tax
policy to offset such “accidenta” changes in the digtribution of income or the tax burden.

CBO’'s andydgsis shown in tables 1 through 4. The tax unit in these teblesisthe
household, and income is adjusted for household size. The definition of income is more
compreheng ve than taxable income or adjusted gross income used on individua income tax
forms. For example, dl Socid Security benefits are included, even though only asmadl portion
shows up in taxable income. Corporate incomeis alocated to individuals in proportion to other
capitd income. However, the income measure fdls short of what economigtsidedly would like

" The foregoing critique of distributional tables owes much to Bradford (1995) and Graetz (1995).
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to use. The flow of services from owner-occupied houses and other consumer durablesis not
counted. Interest and dividend income is not adjusted for inflation, nor are capital gains. Also,
capital gains are recorded when redlized, not when they accrue.

Table 1 shows that the effective tax rate for the bottom quintile rose from 8.0 to 10.2
percent from 1979 to 1984, fell to 5.6 percent in 1996, and then rose to 6.4 percent in 2000.
The rate for the top quintile fell from 27.5 percent in 1979 to 23.8 percent in 1986 and then
rose to 28.0 percent in 2000. The top 1 percent paid arate of 37.0 percent in 1979, 25.5
percent in 1986, 36.1 percent in 1995, and 33.2 percent in 2000.

What do these numberstell us? Obvioudy, they show that the federd tax systemis quite
progressive, but the tables are less clear on whether the system has become more or less
progressve over time. The effective tax rate has falen, both for the bottom quintile and the top
1 percent, with the former falling proportionately more than the latter. Nevertheless, the
digtribution of after-tax income has become considerably more unequd (table 2). The share of
the top 1 percent grew from 7.5 percent in 1979 to 15.5 percent in 2000 law. Measured in
2000 dallars, income at the top of the lowest quintile grew 9.7 percent between 1979 and
2000, wheress the threshold income necessary to get into the top 1 percent grew 86 percent
(table 3). The growing inequdity in the didribution of after-tax income largely reflects changesin
the digtribution of pre-tax income. It is not the purposeful result of changesin tax law.

The growing discrepancy in incomes combined with changes in law significantly lowered
the share of the tota tax burden borne by the lowest quintile from 2.1 percent in 1979to 1.1
percent in 2000 while the share of the burden borne by the top 1 percent rose from15.4 percent
to 25.6 percent (table 4). Even though the share of after-tax income received by therich rosg, it
is clear that the relative gain of the rich would have been much greeter in the absence of a
progressive system and the tax rate increases of the 1990s.

The combatants in the current tax policy debate see the CBO analysis as ancient
higtory. The focusis now on the fairness of the income tax cuts of the 2001-03 period. The cuts
arethelarges, relatively, snce the Reagan cuts of 1981. Moreover, they reduce the importance
of income as atax base and move the system more toward a progressive consumption tax,
having provided tax rdief for dividends, capitd gains, and depreciation. Like any partia tax
reform, their effects are complex and may be surprisng in the long run. They arelikea
consumption tax in thet relief is provided for income from capital. They are unlike a consumption
tax in thet the incentive to borrow using loans whose interest is deductible from the tax baseis
not reduced. That will make the tax burden on investments negative in some cases, in the sense
that the after-tax rate of return will exceed the before-tax rate of return. As people respond to
the incentive for borrowing, the system will become extremely inefficient.

Unfortunately, no one has andyzed the impact of 200103 tax changes using
comprehengve definitions of income and tax burdens smilar to those used by CBO. The
UrbanBrookings Tax Policy Center has examined tax changes using adjusted gross income to
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define income classes (table 5),? and it provides estimates of the distribution of both individua
income and payroll tax burdens (table 6). The ditribution of the corporate tax—a matter of
some sgnificance a the top of the income ditribution—is not estimated. In the CBO analysis,
about one-fifth of the effective tax rate for the top 1 percent in 2000 was the result of the
corporate tax.

Andyzing the digributiona effects of the law asit exigs a the end of 2003 posesa
specid problem because of the many phase-ins, phaseouts and sunsets introduced by the
combination of 2001 and 2003 legidation. | shal arbitrarily resolve the problem by examining
the distributional effects of 2001-03 legidation in 2013 under the assumption that none of the
sunsets take effect. This should be regarded a measure of the distributiona vaues reflected in
200103 legidation and not as a prediction of what the ditribution of the tax burden will
actudly bein 2013. Although it is reasonable to assume that many, if not al, sunsetswill be
eiminated, it isaso likdy that we shdl see numerous important new tax laws passed before
2013. Remember there will be five congressiond eections and three presidentid eections
between the date that thisis written and 2013. The new laws will build on or react against what
was enacted in 2001-03 depending to some extent on the outcome of those elections.
Consequently, the actua distribution of the tax burden in 2013 islikdy to differ Sgnificantly from
what table 5 shows, which | shdl refer to in my discussion. Results for other years can be found
on the Tax Policy Center web Site, hitp://mww.taxpolicycenter.org.

For the bottom 40 percent of the distribution, the individua income tax has become
negdtive on average; that is, refundable tax credits exceed the ligbility semming from positive
tax rates. The effects of 200103 legidation were minor for this group as awhole. For the next
59 percent of the distribution, it is difficult to discern a pattern. Increases in after-tax income
resulting from the cuts are smilar in various percentiles, ranging from 2.3 to 3.6 percent for the
classfications shown in the table. The proportionate cut in tax rates is, however, consderably
larger at the bottom than at the top of this 59 percent.

The top 1 percent appearsto reap abonanza. Their after-tax income rises 6.0 percent
and the fdl in theincome tax rate is larger than for any other group in the top quintile. The large
tax cut a thetop isaresult of two factors. The firgt isironic. The dternative minimum tax
(AMT), origindly designed to limit how much therich could lower their tax bill with various
deductions and exclusions, has become largely irrdevant for the ultra-rich because the top
income tax rate exceedsthe AMT rate. Consequently, those at the very top of the income
digtribution enjoy the full benefit of the 200103 tax cut, whereas most of those somewhat
farther down the distribution have a portion of their benefits taken away by the AMT.

The second factor involves how much the 2003 |egidation changes the nature of the tax
base by reducing the burden on capita income. The tax on dividends and capitd gainsis

2 The Tax Policy Center is currently working to broaden the definition of income used for their distribution
tables.
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lowered to amaximum of 15 percent. The adminidration’s origind intent was to reduce the very
heavy tax burden on income flowing through corporations because of the cascading effect of the
corporate and individua income tax. Such a reduction could be justified on grounds of both
equity and economic efficiency. The law reduces the tax on dividends whether corporate taxes
were levied on the relevant income stream or not, and it reduces the capital gains tax on both
the corporate and noncorporate sectors. The final outcome lacks the purity of the
adminigration’s origind proposd, but is much smpler.

Whether the digtribution table is right to concentrate the benefits of the dividend-capita
ganstax cut so heavily in the top 1 percent of the distribution in 2013 depends on the economic
reaction to the cut. As much asthe cut in the dividend tax increased the value of shares and the
cut in the capitd gains tax increased the prices of capitd more generdly—and that may have
largely happened in anticipation of the change in lav—those holding shares at the right time will
have benefited handsomely. But those acquiring assets later will not gain nearly as much by the
tax cut.*® In addition, as much as the cut in the tax on capital increases its supply, either by
attracting more capital from aboroad or by raisng savings, wage earners will become more
productive because they have more capita to work with, and the benefits of the cut will trickle
down the income digtribution. If the tax cut draws more capitd to the United Statesfrom
abroad, foreign rates of return will rise and foreign capitdists will o regp some benefits of the
U.S. tax cut.

Edtimates of the quantitative importance of such effects are controversd, but table 5
assumes that they are not important at al. Fuchs, Krueger, and Poterba (1997) surveying
economigts a the top 40 universities found that on average, economists believed that only 40
percent of the corporate tax was borne by domestic capitaists. Gravelle and Smetters (1998)
have questioned this result, arguing that it underestimates how much changesin capitd flowsinto
and out of the United States affect world rates of return and the relative prices of imported and
domesticaly produced goods. The sets of assumptions that they favor leave the bulk of the
corporate tax burden on domestic capitdigts, but they also report results in which dmost 20
percent of the tax fals on domestic labor and describe different models that imply that over 70
percent of the burden falls on foreign capitd owners.

It is aso important to repeat that different people within each income percentile will be
affected very differently by the 2003 legidation. Their tax cut will depend very much on the
importance of capita gains and dividendsin their totd income.

Table 5 does not take account of the distributiond effects of diminating the estate tax or
easing pensgon and individud retirement account tax rules. The former are not easy to discern.
The edtate tax is sometimes distributed according to the income of the decedent, but that

3 Using the effect of the exemption of municipal bond interest, Graetz (1995) discusses the issues involved
in measuring distributional effects when atax change changes the prices of capital assets.
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assumes that dead people bear the pain of the tax. It would seem more reasonable to distribute
it according to the economic resources of the heirs, but sufficient deta are not available.

Conclusions

Given the public’ s tepid support for income redigtribution, it is remarkable how much occurs.
Clearly, however, the public as awhole is quite uninterested in the formulation of tax palicy,
whether redigtributive or not. That giveswhat | would call the tax policy establishment—the
legidature, interest groups, editoria boards, think tanks, and academics—a disproportionate
influence over outcomes. The establishment seemsto favor redigtribution more than the generd
public.

Recent tax changes reflect two important politica forces. First, conservatives have
obvioudy gained more influence over tax policy given that the Congress and the presidency
have been Republican-controlled since the 2000 eection. But the second force is powerful as
well. Itisinertia Radical changesin tax policy occur rarely, absent mgjor wars and economic
crises, and even when they are rdatively important, asin 1986, they tend not to profoundly
affect the digtribution of income. Powerful economic forces emanating from the private sector
tend to change the income ditribution much more than changes in tax or welfare policy.

The changes of 2001 and 2003 have had an unusudly large impact on the burden at the
very top of the income distribution. But recent policy has continued to increase negetive taxes at
the bottom, despite some conservative objections, and has not done much redigtribution at al in
the rest of the distribution. Perhaps the socid values expressed by recent tax changes are as
ggnificant as the digtributiond vaues. Since 1997, the system has become more strongly pro-
marriage and pro-family.

If history repests, the digtributiona and socid va ues expressed by tax policy will
continue to jump around, but on afarly smdl playing field. Nothing gpproaching aflat tax or an
egditarian society would seem to be in our future. But intense debates will occur over a
narrower range of options. It’'stoo bad that the public isn't paying more attention.
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Table 1. Effective Federal Tax Ratesfor All Households, by Household Income Category, 1979-2000 (per cent)

Income category® 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Total Effective Federal Tax Rate
Lowest quintile 8.0 7.7 83 8.2 9.1 10.2 9.8 9.6 8.7 85 7.9 8.9 84 8.2 8.0 6.6 6.3 5.6 5.8 5.8 6.1 6.4
Second quintile 14.3 141 147 138 137 14.6 14.8 14.8 14.0 143 139 14.6 142 137 135 131 134 132 13.6 13.0 133 13.0
Middle quintile 18.6 18.7 19.2 17.9 17.5 18.0 18.1 18.0 17.6 17.9 17.9 17.9 17.6 174 17.3 17.3 17.3 17.3 17.4 16.8 16.9 16.7
Fourth quintile 21.2 215 22.1 20.6 20.1 20.4 204 20.5 20.2 20.6 20.5 20.6 20.5 20.2 20.2 20.4 20.5 20.3 20.5 20.4 20.5 20.5
Highest quintile 275 271.3 26.9 24.4 23.9 24.3 24.0 23.8 25.8 25.6 25.2 25.1 25.3 25.6 26.8 27.4 27.8 28.0 28.0 27.6 28.0 28.0
All
quintiles 222 222 224 20.7 204 21.0 20.9 20.9 216 21.8 215 215 215 215 22,0 22.3 226 22.7 229 22,6 229 231
Top 10 percent 29.6 29.0 28.2 253 24.8 252 24.7 24.3 27.2 26.7 26.3 26.1 26.6 26.9 28.6 29.4 29.8 30.1 29.9 29.3 29.7 29.7
Top 5 percent 318 30.8 29.4 26.0 25.6 26.1 254 24.6 285 27.8 27.2 27.0 27.6 28.1 30.5 313 318 320 316 30.8 312 311
Top 1 percent 37.0 34.6 31.8 21.7 21.7 28.2 27.0 25.5 31.2 29.7 28.9 28.8 29.9 30.6 34.5 35.8 36.1 36.0 34.9 33.4 33.5 33.2

Source: Congressional Budget Office, Effective Federal Tax Rates, 1997-2000, Appendix B (August 2003).

Notes: Effective tax rates are calculated by dividing taxes by comprehensive household income. A household consists of the people who share a housing unit, regardless of their relationships.

The income measure is comprehensive household income, which comprises pretax cash income plus income from other sources. Pretax cash income is the sum of wages, saaries, self-
employment income, rents, taxable and nontaxable interest, dividends, realized capital gains, cash transfer payments, and retirement benefits plus taxes paid by businesses (corporate income

taxes; the employer's share of Social Security, Medicare, and federal unemployment insurance payroll taxes) and employees' contributions to 401(k) retirement plans. Other sources of income
include al in-kind benefits (Medicare, Medicaid, employer-paid health insurance premiums, food stamps, school lunches and breakfasts, housing assistance, and energy assistance).

Households with negative income are excluded from the lowest income category but are included in totals.

Individual income taxes are distributed directly to households paying those taxes. Social insurance, or payroll, taxes are distributed to households paying those taxes directly or paying them
indirectly through their employers. Corporate income taxes are distributed to househol ds according to their share of capital income. Federal excise taxes are distributed to them according to
their consumption of the taxed good or service.

a. Income categories are defined by ranking al people by their comprehensive household income adjusted for household size--that is, divided by the square root of the household's size.
Quintiles, or fifths, contain equal numbers of people.



Table 2. Shares of Pretax and After-Tax Incomefor All Households, by Household I ncome Category, 1979-2000 (per cent)

Income category® 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Share of Pretax |ncome

Lowest quintile 5.8 5.7 55 5.2 4.9 5.0 4.8 4.5 4.4 4.3 4.3 4.6 4.7 44 45 44 4.6 43 43 43 4.2 4.0
Second quintile 111 110 10.9 10.6 103 10.3 10.1 9.6 10.0 9.7 9.8 10.0 10.0 9.7 9.8 9.8 9.7 9.4 9.1 9.0 8.9 8.6
Middle quintile 15.8 15.7 15.9 15.7 155 15.4 15.2 14.7 15.3 14.9 15.1 15.1 154 15.1 15.0 15.2 14.9 145 14.2 14.1 13.8 135
Fourth quintile 22.0 22.1 22.2 22.2 22.2 22.0 21.9 21.2 22.1 21.6 21.6 21.6 21.8 21.5 21.6 21.6 21.3 21.0 20.4 20.2 19.9 19.6
Highest quintile 455 45.8 46.0 46.7 a1.7 48.0 48.6 50.6 48.9 50.3 49.9 495 49.0 50.0 49.8 49.8 50.2 51.5 52.6 53.0 53.8 54.8

All

quintiles 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100
Top 10 percent 30.5 30.6 30.7 311 32.2 32.6 33.4 35.8 335 35.3 34.8 34.4 33.7 34.9 34.6 34.6 35.2 36.5 37.8 38.4 39.4 40.6
Top 5 percent 20.7 20.7 20.7 211 222 226 234 26.0 234 254 24.8 24.3 23.6 24.7 24.4 245 25.1 26.5 27.8 28.5 29.6 30.7
Top 1 percent 9.3 9.1 9.1 9.6 103 10.9 115 14.0 11.2 133 125 121 11.2 123 119 121 125 13.8 149 157 16.7 17.8

Share of After-Tax Income

Lowest quintile 6.8 6.8 6.5 6.0 55 5.7 55 52 51 5.0 51 5.3 55 5.2 53 5.3 55 5.3 5.2 5.3 52 49
Second quintile 12.3 121 12.0 115 11.2 111 10.9 10.3 10.9 10.7 10.8 10.8 10.9 10.7 10.9 110 10.9 10.6 10.2 10.1 10.0 9.7
Middle quintile 16.5 16.5 16.5 16.3 16.1 16.0 15.8 15.3 16.1 15.6 15.7 15.8 16.2 15.9 16.0 16.1 15.9 15.6 15.3 151 14.9 14.6
Fourth quintile 22.3 22.3 22.3 22.3 22.3 22.2 22.0 21.3 225 21.9 21.9 21.9 22.1 21.9 22.1 22.2 21.9 21.6 211 20.8 20.5 20.2
Highest quintile 42.4 42.8 433 44.6 45.7 46.0 46.7 48.7 46.3 479 47.6 47.3 46.5 47.4 46.8 46.5 46.8 48.0 49.1 49.6 50.2 51.3

All

quintiles 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100
Top 10 percent 27.6 27.9 28.4 29.4 30.5 30.9 317 34.3 311 33.1 32.7 32.3 315 32.5 317 314 319 33.1 34.4 35.1 36.0 37.1
Top 5 percent 18.1 18.4 18.9 19.7 20.7 212 220 24.8 21.3 235 23.0 22.6 21.7 227 21.8 21.6 22.1 23.3 24.6 25.4 26.5 275
Top 1 percent 75 7.7 8.0 8.7 9.4 9.9 10.6 132 9.9 12.0 113 110 10.0 10.9 10.0 10.0 103 114 126 135 144 155

Source: Congressional Budget Office, Effective Federal Tax Rates, 1997-2000, Appendix B (August 2003).

Notes: A household consists of the people who share a housing unit, regardless of their relationships.

The income measure is comprehensive household income, which comprises pretax cash income plus income from other sources. Pretax cash income is the sum of wages, saaries, self-
employment income, rents, taxable and nontaxable interest, dividends, realized capital gains, cash transfer payments, and retirement benefits plus taxes paid by businesses (corporate income
taxes; the employer's share of Social Security, Medicare, and federal unemployment insurance payroll taxes); and employees' contributions to 401(k) retirement plans. Other sources of income
include al in-kind benefits (Medicare, Medicaid, employer-paid health insurance premiums, food stamps, school lunches and breakfasts, housing assistance, and energy assistance).
Households with negative income are excluded from the lowest income category but are included in totals.

Individual income taxes are distributed directly to households paying those taxes. Social insurance, or payroll, taxes are distributed to households paying those taxes directly or paying them
indirectly through their employers. Corporate income taxes are distributed to househol ds according to their share of capital income. Federal excise taxes are distributed to them according to
their consumption of the taxed good or service.

a. Income categories are defined by ranking al people by their comprehensive household income adjusted for household size--that is, divided by the square root of the household's size.
Quintiles, or fifths, contain equal numbers of people. The minimum adjusted income is the lower income boundary for each quintile.



Table 3. Income Category Minimumsfor All Households, by Household Income Category, 1979-2000 (2000 dollars)

Income category® 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Minimum Adjusted Income

Lowest quintile 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
Second quintile 14,400 13,800 13,600 13,200 12,700 13500 13,500 13,700 13,200 13,600 13,900 14,200 14,200 13,800 14,000 14,200 14,900 14,600 15,000 15,700 16,100 15,800
Middle quintile 22,800 22,000 21,900 21,400 21,200 22,100 22500 23,100 23,000 23500 23,900 23900 23,500 23600 23,700 24,000 24,800 25100 25400 26,400 26,900 26,800
Fourth quintile 31,300 30,400 30,600 30,200 30,200 31,600 32100 33,200 33,400 34,100 34,400 34,200 33,900 34,200 34,100 34,900 35500 36,000 36,600 37,900 38,700 38,900
Highest quintile 43600 42,600 43,000 43000 43,300 45200 45900 47,900 48500 49,400 50,100 49,400 48,700 49,300 49,700 50,500 51,800 52,800 54,000 56,100 57,800 58,400
Top 10 percent 55,700 55100 55,100 55500 56,200 59,200 60,300 63,000 63900 65500 66500 65300 64300 65500 65900 66,800 69,200 71,100 73,200 76,400 78,600 80,100
Top 5 percent 70,700 69,200 69,900 69,500 71,100 75100 77,000 81,800 81,700 84,000 86100 84,700 83,200 85900 85600 87,500 91,000 93,700 98300 102,500 105,700 108,400
Top 1 percent 138,300 134,200 132,400 133,000 138,900 148,500 154,400 179,300 168,200 181,000 183,600 175100 171,700 181,600 178,700 184,100 195,800 206,700 219,400 234,000 249,700 257,100

Source: Congressional Budget Office, Effective Federal Tax Rates, 1997-2000, Appendix B (August 2003).

Notes: A household consists of the people who share a housing unit, regardless of their relationships.

The income measure is comprehensive household income, which comprises pretax cash income plus income from other sources. Pretax cash income is the sum of wages, saaries, self-
employment income, rents, taxable and nontaxable interest, dividends, realized capital gains, cash transfer payments, and retirement benefits plus taxes paid by businesses (corporate income
taxes; the employer's share of Social Security, Medicare, and federal unemployment insurance payroll taxes); and employees' contributions to 401(k) retirement plans. Other sources of income
include al in-kind benefits (Medicare, Medicaid, employer-paid health insurance premiums, food stamps, school lunches and breakfasts, housing assistance, and energy assistance).
Households with negative income are excluded from the lowest income category but are included in totals.

Individual income taxes are distributed directly to households paying those taxes. Social insurance, or payroll, taxes are distributed to households paying those taxes directly or paying them
indirectly through their employers. Corporate income taxes are distributed to househol ds according to their share of capital income. Federal excise taxes are distributed to them according to
their consumption of the taxed good or service.

a. Income categories are defined by ranking al people by their comprehensive household income adjusted for household size--that is, divided by the square root of the household's size.
Quintiles, or fifths, contain equal numbers of people. The minimum adjusted income is the lower income boundary for each quintile.



Table4. Shareof Federal Tax Liabilitiesfor All Households, by Household Income Category, 1979-2000 (per cent)

Income category” 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Shareof Total Federal Tax Liabilities

Lowest quintile 21 2.0 2.0 2.1 22 2.4 2.3 2.1 18 17 16 19 19 17 16 1.3 13 11 11 11 11 11
Second quintile 7.2 7.0 7.1 7.1 6.9 7.2 7.2 6.8 6.5 6.4 6.4 6.8 6.6 6.2 6.0 5.8 5.8 5.5 5.4 5.2 52 48
Middle quintile 13.2 133 13.6 13.6 13.3 13.2 13.2 12.7 12.4 12.2 12.6 12.6 12.6 12.2 118 118 114 111 10.8 105 10.2 9.8
Fourth quintile 21.0 21.3 21.9 221 21.8 214 21.3 20.8 20.7 204 20.6 20.7 20.9 20.2 19.8 19.8 19.3 18.8 18.3 18.2 17.8 174
Highest quintile 56.4 56.3 55.2 55.0 55.7 55.6 55.8 57.5 58.4 59.1 58.7 57.9 57.9 59.5 60.5 61.1 61.9 63.4 64.2 64.9 65.6 66.7

All

quintiles 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100 100
Top 10 percent 40.7 40.0 38.6 38.0 39.0 39.3 39.5 416 42.2 432 425 417 41.7 43.6 44.9 45.6 46.6 48.3 49.3 49.9 51.0 52.2
Top 5 percent 29.6 28.7 27.2 26.5 27.7 28.2 28.4 30.7 30.8 32.3 313 30.6 30.3 32.3 33.8 34.4 35.4 37.3 38.3 38.9 40.2 41.4
Top 1 percent 154 14.2 12.9 12.8 14.0 14.7 14.8 17.1 16.2 18.1 16.7 16.2 15.7 175 18.7 194 20.1 21.8 22.7 23.3 24.3 25.6

Source: Congressional Budget Office, Effective Federal Tax Rates, 1997-2000, Appendix B (August 2003).
Notes: Effective tax rates are calculated by dividing taxes by comprehensive household income. A household consists of the people who share a housing unit, regardless of their relationships.

The income measure is comprehensive household income, which comprises pretax cash income plus income from other sources. Pretax cash income is the sum of wages, saaries, self-
employment income, rents, taxable and nontaxable interest, dividends, realized capital gains, cash transfer payments, and retirement benefits plus taxes paid by businesses (corporate income
taxes; the employer's share of Social Security, Medicare, and federal unemployment insurance payroll taxes); and employees' contributions to 401(k) retirement plans. Other sources of income
include al in-kind benefits (Medicare, Medicaid, employer-paid health insurance premiums, food stamps, school lunches and breakfasts, housing assistance, and energy assistance).
Households with negative income are excluded from the lowest income category but are included in totals.

Individual income taxes are distributed directly to households paying those taxes. Social insurance, or payroll, taxes are distributed to households paying those taxes directly or paying them
indirectly through their employers. Corporate income taxes are distributed to househol ds according to their share of capital income. Federal excise taxes are distributed to them according to
their consumption of the taxed good or service.

a. Income categories are defined by ranking al people by their comprehensive household income adjusted for household size--that is, divided by the square root of the household's size.
Quintiles, or fifths, contain equal numbers of people.



Table5. Distribution of Income Tax Changes Due to 2001-2003 Tax Cuts, Assuming Sunsets are Eliminated, by
Per centiles, 2013

Percent of tax  Percent change Per cent of

H C
AGI class® unitswithtax  in after-tax total income  “veragetax Average income tax rate
. b change ($)

cut income tax change Current law Proposal
Lowest quintile 0.3 0.1 * -3 -11.8 -12.0
Second quintile 75.5 19 38 -353 -3.9 -5.9
Middle quintile 99.0 2.6 9.2 -868 7.2 4.8
Fourth quintile 99.7 2.8 18.1 -1,705 12.0 9.6
Next 10 percent 99.9 3.6 19.1 -3,593 15.1 12.1
Next 5 percent 99.9 29 10.8 -4,061 17.7 15.3
Next 4 percent 99.7 2.3 10.4 -4,906 222 20.5
Top 1 percent 99.0 6.0 28.5 -53,561 29.1 24.9
All 74.9 3.3 100.0 -1,881 16.7 14.0

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0503-1).

* Less than 0.05 percent.

Notes: Calendar year 2013. Baseline is current law. Includes removing sunsets for the following individual income tax provisionsin
EGTRRA, the Job Creation and Worker Assistance Act of 2002, and the conference agreement: marginal tax rate reductions; the 10-
percent bracket; the child tax credit; the child and dependent care credit; the AMT exemption; the allowance of personal
nonrefundable credits regardless of AMT liability; the personal exemption phaseout (PEP); the limitation on itemized deductions
(Pease); the standard deduction, 15-percent bracket, and EITC expansion for married couples; tax rates on long-term capital gains
and dividends (15 percent; O percent for those in the 10- and 15-percent tax brackets). Excludes pension and IRA provisions, and
phaseout of the estate tax.

a. Tax units with negative AGI are excluded from the lowest quintile but are included in the totals. Includes both filing and non-
filing units. Tax units that are dependents of other taxpayers are excluded from the analysis.

b. After-tax incomeis AGI lessindividual income tax net of refundable credits.

c. Average income tax, net of refundable credits, as a percentage of average AGI.



Table 6. Current-Law Distribution of Income and Payroll Tax, by Percentile, 2003

Total ($ millions)

Per cent of total

Average effective tax rate

AGI class® Income Payroll Income and Income Payroll Incomeand Income Payroll Income
AGI b c AGI
tax tax payroll tax tax payroll tax tax and payroll
Lowest quintile 46,201 -4,679 6,516 1,837 0.7 -05 1.0 0.1 -10.1 141 4.0
Second quintile 380,583 -18,700 47,781 29,081 5.9 -2.2 7.0 19 -4.9 12.6 7.6
Middle quintile 762,602 33,838 98,376 132,214 118 39 14.4 8.6 4.4 12.9 17.3
Fourth quintile 1,380,221 123,064 176,253 299,318 214 14.3 259 194 8.9 12.8 217
Next 10 percent 1,095,700 124,708 137,045 261,753 17.0 145 20.1 17.0 114 125 239
Next 5 percent 763,476 108,744 91,684 200,428 118 12.6 135 13.0 14.2 12.0 26.3
Next 4 percent 988,812 184,333 88,144 272,477 15.3 214 12.9 17.7 18.6 8.9 276
Top 1 percent 1,117,072 310,376 34,135 344,511 17.3 36.0 5.0 22.3 27.8 31 30.8
All 6,459,061 861,611 681,477 1,543,088 100.0 100.0 100.0 100.0 133 10.6 239

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0503-1).

Note: Calendar year 2013.

a. Tax units with negative AGI are excluded from the lowest income class but are included in the totals. Includes both filing and nonfiling units. Tax units that are dependents of
other taxpayers are excluded from the analysis.

b. Net of refundable credits (earned income tax credit and refundable child tax credit).

c. Includes both the employee and employer portion of Social Security and Medicare tax.
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