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IS THE DISTRIBUTION OF TAX BURDENS AND
TAX BENEFITS EQUITABLE?

TUESDAY, MAY 3, 2011

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:11 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Wyden, Nelson, Menendez, Carper, Hatch,
Grassley, Snowe, Kyl, and Roberts.

Also present: Democratic Staff: Russ Sullivan, Staff Director; Lily
Batchelder, Chief Tax Counsel; Jeff VanderWolk, International Tax
Counsel; Tiffany Smith, Tax Counsel; Tom Reeder, Senior Benefits
Counsel; and Matt McFeeley, Intern. Republican Staff: Chris
Campbell, Staff Director; Mark Prater, Deputy Chief of Staff and
Chief Tax Counsel; Nick Wyatt, Tax and Nomination Professional
Staff Member; Theresa Pattara, Tax Counsel; Curt Beaulieu, Tax
Counsel; Antonia Ferrier, Communication Director; Aaron Taylor,
Professional Staff Member; and Maureen McLaughlin, Detailee.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.

Anne-Robert-Jacques Turgot, the noted 18th-century French
economist, said, “The more a man enjoys the advantages of society,
the more he ought to hold himself honored in contributing to those
expenses.”

Turgot laid out a key measure for evaluating a tax system: deter-
mining whether the country’s citizens are paying their fair share.
Americans want to see a fairer and more equitable tax system.

In a recent independent poll, most taxpayers said they believe
the taxes they currently pay are fair. But an article by the Associ-
ated Press detailing this new study also revealed a perception
among average Americans that the wealthy do not pay their fair
share.

The perception is that the tax loopholes and benefits that exist
do not benefit average Americans, and Americans do not know a
lot about them.

The wealthy folks can hire attorneys and accountants to find
every credit and deduction, while average Americans cannot afford
that time and that expertise.
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One fact behind this perception may be the way changes to the
code have affected people differently. Since 1986, Congress has
made over 15,000 changes to the code. In most cases, these changes
have not benefitted all taxpayers.

According to IRS data, the 400 taxpayers with the highest ad-
justed gross incomes had an effective tax rate of just below 17 per-
cent for the 2007 tax year. The average income for those taxpayers
was $345 million per household. But the effective tax rate of folks
earning between $1 million and $1.5 million was much higher at
24 percent.

How is that possible? The U.S. has a fairly progressive income
tax system. The tax brackets rise with income. But we also must
consider the tax incentives that affect a person’s tax liability and
bring down tax rates.

Two prime examples of this inequality are deductions and exclu-
sions. Many of these incentives only benefit people who earn higher
incomes, and the size of the benefit they receive is also dependent
on income.

Look, for example, at the charitable deduction. Only families who
itemize their tax returns are able to take advantage of this deduc-
tion, and only one-third of taxpayers itemize their returns. That
leaves two-thirds of all Americans unable to receive a tax benefit
for charitable deductions.

Among those who do receive the deduction, there is also a dis-
parity. A taxpayer with a 35-percent tax rate saves 35 cents in
taxes for every dollar given to a charity, while a taxpayer with a
10-percent rate only saves 10 cents of every dollar.

Take, for example, two taxpayers making $1,000 donations to the
Alabama tornado relief efforts. This donation could cost a taxpayer
with $35,000 in income $1,000 after taxes, because they almost cer-
tainly would not itemize. But the same donation would cost the
taxpayer with $435,000 of income much less; that is, $650 after the
benefit.

We should also consider that the Tax Policy Center estimates
that 47 percent of Americans did not pay income taxes in 2009. But
that does not mean they did not pay any taxes at all. Many of
these same folks paid payroll taxes, and they paid excise taxes. A
large share of them are seniors, and many are families living in
poverty.

The general perception of inequity in the tax code may also stem
from the fact that economic prosperity is not shared as widely as
it once was. Over the last 30 years, households with incomes in the
highest 1 percent have seen their before-tax income grow by 280
percent. But over the same period, 90 percent of Americans have
seen essentially no increase at all. This disparity is also apparent
in after-tax income. These past 30 years have been very different
from the 30 years before, when the economic growth was widely
shared.

As we focus on tax reform, we must ask whether our tax code
has contributed to this disparity in income growth. We should con-
sider whether our tax system should take these disparities into ac-
count in some way, and we must question whether our tax code can
better promote economic mobility and opportunity.
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So let us remember that the taxpayers are more likely to will-
ingly pay taxes that they perceive as fair. Let us make our tax sys-
tem work for all Americans, not just for those who can afford to
pay high-priced attorneys and accountants.

[The prepared statement of Chairman Baucus appears in the ap-
pendix. |

Senator Hatch?

OPENING STATEMENT OF HON. ORRIN G. HATCH,
A U.S. SENATOR FROM UTAH

Senator HATCH. Thank you, Mr. Chairman.

The debate that we will have here today on the distribution of
tax burdens has a long and distinguished pedigree. From my per-
spective, I have not heard anyone get the better of the former
Prime Minister Margaret Thatcher, who addressed this issue in her
last speech before the House of Commons on November 22, 1990.

This is how she responded to a liberal colleague who made the
mistake of thinking that he could get one by her: “The honorable
gentleman is saying that he would rather that the poor were poor-
er, provided that the rich were less rich. That way, one will never
create the wealth for better social services, as we have. What a pol-
icy. Yes, he would rather have the poor poorer, provided that the
rich were less rich. That is the liberal policy.”

Now, this quote, more than 20 years old, is uncannily applicable
to the subject of today’s hearing.

Our examination of the burdens and benefits of the tax code is
taking place in the shadow of a debate as to whether a group of
people described as “the rich” are paying what others call their
“fair share.”

The canned answer for those asking this question is that the rich
are never paying their fair share and must pay more for the good
of the whole. A certain percentage of the population obsesses over
this issue, making sure that the so-called “rich” do not exceed their
allotted share of the fruits of their own labor.

How Washington politicians hope to determine this fair share in
an even-handed way that does no harm to our economy and job cre-
ators remains a mystery to me.

As we head into this debate, there are a few basic facts we need
to acknowledge. According to the Urban-Brookings Tax Policy Cen-
ter, in 2009 the top quintile of the population in terms of income
distribution earned 53.4 percent of income, but paid 67.2 percent
of all taxes.

When we look at only Federal income taxes, the numbers show
that the so-called “wealthy” are paying an even greater share rel-
ative to everyone else. According to the Tax Foundation, for cal-
endar year 2008, the most recent year for which actual tax data is
available, the top 1 percent of the population in terms of income
paid 38 percent of all Federal individual income taxes. The top 5
percent paid approximately 58.7 percent of all income taxes, while
everyone else, the bottom 95 percent, paid 41.3 percent of Federal
income taxes.

I do not have to have a Ph.D. in math to understand that—I am
pretty sure that 41.3 is less than 58.7 percent.
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Meanwhile, the Tax Policy Center estimated that, for tax year
2010, approximately 45 percent of households, or about 69 million
households, ended up owing nothing in Federal income taxes for
last year.

Now, I am no linguist, but I think that the proper term for that
level of income tax liability is zilch.

Finally, the Joint Committee on Taxation estimates that approxi-
mately 51 percent of all households—this is an interesting figure
to me, because just a couple of years ago, I think it was around 40
percent. But the Joint Committee on Taxation estimates that ap-
proximately 51 percent of all households, which includes filers and
non-filers, had either zero or a negative income tax liability for tax
year 2009.

Now, just think about that. More than half of all tax units—more
than half of them—either paid no income taxes or got money back.

There is a lot we can make of this information, and that is why
we are having this hearing. I think many taxpayers are skeptical
that the answer to our current fiscal problems is for them to sac-
rifice more when almost half of all households are not paying any
income taxes.

The other side argues that those 69 million households pay other
taxes, like employment taxes, but that point avoids the larger
issue.

Those who promote higher income tax rates in the name of
equality and deficit reduction need to come clean about what this
entails. With the income tax base so narrow, meaningful reductions
in our deficits would require far more than taxes on the rich.

Those tax increases would hit squarely in the middle class, which
the President proposes is off limits.

As I said earlier, it is estimated that the top quintile of the popu-
lation, in terms of income, pays more than 67 percent of all taxes
to the Federal Government.

Margaret Thatcher understood that, by artificially forcing equal
outcomes through confiscatory taxation, we undermine the vibrant
and dynamic economy that encourages productivity and the cre-
ation of resources and wealth; and, by doing so, we actually dimin-
ish the revenues that could otherwise be available or that would
otherwise be available to the government to perform its limited
constitutional functions.

In short, the quest for social equality through government tin-
kering actually results in fewer resources and worse outcomes for
the Nation as a whole and the poor in particular.

There are some who have become so fixated on what other people
have that they see the tax code as a sort of utopian sociological ex-
periment and are willing to kill the goose that is laying the golden
eggs. When we talk about raising income taxes, we need to be clear
about what we are doing. We are not taxing wealth. We are taxing
income and, by doing so, we are discouraging productivity, entre-
preneurship, and risk-taking.

The millionaire Thurston Howell III already has his money, and
he is taking an extended vacation on Gilligan’s Island. Trust me,
Thurston and Lovey do not care if you raise the income tax. The
people who would care if income tax rates were jacked up in the
name of social and economic equality are the people who are not
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rich now, but might be in the future. It is the entrepreneurs and
small business owners who would get hurt.

In the name of socking it to Thurston and Lovey, it is the Skip-
per and Gilligan who really get whacked. Why would anyone take
risks and work harder if they knew in advance they would not be
allowed to enjoy the fruits of their own labors?

What this hearing is fundamentally about is whether the tax
code is a means of funding the basic and essential functions of a
constitutional republic or whether it is a means for a small elite
to create their vision of a utopia.

I think the answers to these questions about the equitability of
tax burdens and tax benefits will become apparent once we actually
determine the purpose of the Federal tax code.

I hope that in the end we can agree that it is a good thing for
all people, rich and poor, to do better.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

[The prepared statement of Senator Hatch appears in the appen-
dix.]

The CHAIRMAN. I would now like to introduce our witnesses.
First is Mr. Daniel Shaviro. Mr. Shaviro is the Wayne Perry pro-
fessor of taxation at New York University’s School of Law. Mr.
Shaviro worked extensively on the Tax Reform Act of 1986, while
serving on the Joint Committee on Taxation.

The second witness is Mr. Scott Hodge, president of the Tax
Foundation.

After Mr. Hodge, we have Ms. Aviva Aron-Dine, with the Massa-
chusetts Institute of Technology’s Department of Economics.

Finally, we have Mr. Alan Reynolds, a senior fellow at the Cato
Institute.

Thank you all for coming.

As is our regular practice, we will have your statements all in-
cluded in the record, and I ask each of you to speak for about 5
minutes.

Mr. Shaviro?

STATEMENT OF DANIEL SHAVIRO, WAYNE PERRY PROFESSOR
OF TAXATION, NEW YORK UNIVERSITY SCHOOL OF LAW,
NEW YORK, NY

Mr. SHAVIRO. Mr. Chairman, Ranking Member Hatch, and mem-
bers of the committee, thank you for the opportunity to appear
today to discuss tax equity issues.

My written testimony addresses three specific topics: the changes
in U.S. income distribution since 1986, how tax expenditures affect
the distribution of tax burdens, and the implications for tax rate
design of curtailing tax expenditures.

The Tax Reform Act of 1986, which I was very proud to work on,
was designed to be distributionally neutral relative to prior law
through the tradeoff between reducing tax rates and broadening
the base.

In assessing high-end distributional neutrality, the Treasury and
Congress looked at only two high-income groups, those earning
from $100,000 to $200,000 and those earning $200,000 or more.
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In 2011, by contrast, the President’s Fiscal Commission exam-
ined how its proposal would affect each of the following groups: the
80th and 90th percentiles, the 90th to 95th, the 95th to 99th, the
top 1 percent, and the top 0.1 percent.

A similar change in focus emerged during the 2010 debate con-
cerning extending the Bush tax cuts for people at the top of the in-
come distribution. Many on both sides of the debate argued that
people at the very top were importantly different from those earn-
ing only, say, $250,000.

This change reflects widespread public awareness of rising high-
end income concentration, a trend in which there is substantial
academic consensus that does not depend on people’s policy pref-
erences.

Rising high-end income concentration has also been widely no-
ticed in our society and has strongly influenced broader social and
political attitudes, and I think it is, therefore, something that Con-
gress, when evaluating tax reform and, more particularly, tax
rates, is very likely going to want to think about.

My second point pertains to the distributional effects of the big
tax expenditures for middle- and upper-income taxpayers; for ex-
ample, the home mortgage interest deduction, the exclusion for
employer-provided health insurance, and the charitable deduction.

Two things are clear. First, financial benefit from these items
rises faster than income as you go from the bottom of the income
distribution to the 99th percentile; but second, at the very top, the
benefit shrinks as a percentage of income.

This means that a 1986-style trade of lower rates or base-broad-
ening would likely create winners at the very top, at least absent
repealing items, such as the 15-percent dividend rate, that argu-
ably are not tax expenditures.

Congress could, if it chose, address those items’ distributional ef-
fects without entirely repealing them. For example, it could create
or reduce dollar caps on items such as home mortgage loan prin-
cipal and/or it could convert various deductions and exclusions into
uniform rate percentage credits. These would very likely improve
efficiency and revenue, while also addressing distribution.

My third point concerns the relationship between repealing tax
expenditures and deciding whether to reduce marginal tax rates.
Often the two changes are grouped together 1986-style on the view
that base-broadening alone would excessively increase tax reve-
nues.

But to view repealing tax expenditures as a tax increase requires
forgetting the very point that often motivates calls for their repeal,
which is that they are “spending through the tax code,” as the Fis-
cal Commission said. And, if you look at the House of Representa-
tives’ fiscal year 2012 budget resolution, it is very much the same
analysis of tax expenditures as really spending.

The late economist David Bradford offered a powerful illustration
of the point that tax expenditures are actually disguised spending.
He described a pretended secret plan to reduce the budget deficit
by formally cutting spending rather than taxes. In step one he said,
suppose that we eliminate $50 billion of defense spending on need-
ed weapons; and, step two, to make up for the loss of the weapons,
we enact a new $50-billion weapons supplier tax credit.
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What happens in the end is the Pentagon gets the very same
weapons from the very same suppliers, effectively at the very same
prices, but, by official measures, both spending and revenues have
declined by $50 billion.

Bradford’s pretended last step was that you then increase tax
rates sufficiently to raise $50 billion of new tax revenues. When the
dust has settled, the only thing that really changed is that tax
rates are higher, but in terms of official measures, you have cut
spending by $50 billion while tax revenues remained the same.

Now, for any tax expenditure that similarly is disguised spend-
ing, although the label does not always fit items on official lists,
repealing it as an economic substance is a spending cut, not a tax
increase.

Thus, while stand-alone tax expenditure repeal would increase
officially measured tax revenues, it would not actually make the
government larger in any meaningful economic sense, and that is
presumably what people have in mind when they debate tax and
spending levels in the Federal budget.

Given how tax expenditures are officially misclassified, officially
measured revenue neutrality, as distinct from budget neutrality, is
really semantical and not related to the actual policies that are
taking place.

So tax rates should be cut as a part of tax reform if and only if
that is Congress’s independent policy preference, not because base-
broadening made it necessary. And Congress should also keep in
mind that base-broadening generally reduces the efficiency loss
from high tax rates given that it makes the taxes harder to avoid.

Two final points I will just mention very quickly. First is that
there really is no serious chance that rate cuts from where we
stand today will raise revenue rather than lose it.

And the second is that it is possible to have an economic growth
dividend from cutting rates, but it depends on how it is done, and
it is likely to be quite modest.

Thank you.

[The prepared statement of Mr. Shaviro appears in the appen-
dix.]

The CHAIRMAN. Thank you, Mr. Shaviro.

Mr. Hodge?

STATEMENT OF SCOTT HODGE, PRESIDENT,
TAX FOUNDATION, WASHINGTON, DC

Mr. HODGE. Thank you, Mr. Chairman, members of the com-
mittee.

Since 1937, Mr. Chairman, the Tax Foundation’s mission has
been to promote economically sound tax policy at all levels of gov-
ernment. We are guided by the immutable principles of economi-
cally sound tax policy.

Taxes should be neutral to economic decision-making. They
should be simple, transparent, and they should promote economic
growth. An ideal tax system should only do one thing, and that is
raise sufficient amount of revenues to fund government programs
with the least amount of harm to the economy.

I think by all accounts, the U.S. tax system is far from that ideal.
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Over the past 2 decades, lawmakers have increasingly asked the
tax code to direct all manner of social and economic objectives, such
as encouraging people to buy hybrid vehicles, turn corn into gaso-
line, save more for retirement, purchase health care, buy a home,
replace the home’s windows, adopt children, then put them in
daycare, take care of grandma, purchase school supplies, go to col-
lege, and the list goes on.

I would think that if we were starting from scratch to build a tax
syscicem, these are not the things that we would want a tax system
to do.

So the question before the committee is: Is the distribution of tax
burdens and tax benefits equitable? I would say no, but not in the
way that many of you might think.

First, while it is well understood, as Mr. Shaviro mentioned, the
major tax preferences largely benefit upper-income taxpayers, the
real issue is the fact that these tax expenditures have harmful ef-
fects on the economy and the people whom they are intended to
benefit.

The biggest crises facing working families and the economy today
are health care, housing, and State and local government finances.
Yet, these are the very areas in which the government and the tax
code are already the most involved.

The cure for what ails these industries is not more subsidies, but
to be weaned off the tax system.

Secondly, as a consequence of trying to use the tax code to help
the middle class, we have knocked nearly half—now, more than
half—of all households off the tax rolls. We have turned the IRS
into an extension of the welfare state, and we have created a grow-
ing class of Americans who are disconnected from the basic cost of
government.

As we get closer and now over the tipping point in which we
have more non-payers than payers, we need to have a national dis-
cussion on whether it is fair or equitable to have millions of people
enjoy the benefits of government and pay nothing to the costs.

Good citizenship requires that we contribute at least something
to the basic costs of government if we are going to enjoy the bene-
fits of it.

Finally, while some people would like to make the tax code more
progressive, the fact is, according to the OECD, the U.S. has al-
ready the most progressive income tax system of any industrialized
country. The top 1 percent of taxpayers pays a greater share of the
tax burden than the bottom 90 percent combined.

And Tax Foundation research shows that the majority of Ameri-
cans now get more back in government spending than they pay in
taxes, and that we are redistributing more than $826 billion annu-
ally from the top 40 percent of Americans to the bottom 60 percent.

So we need an honest discussion over how much redistribution
should be considered fair and equitable. And, whatever inequality
we have in America today is being driven by demographic factors
that are beyond the control of the tax code, such as the rise of dual-
earner couples, the rise of entrepreneurship, educational attain-
ment, and the aging of America.

And those taxpayers who are now shouldering the lion’s share of
the tax burden in America today are what I call the successful mid-
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dle class. These are educated, dual-income families who are at the
heart of the Nation’s successful entrepreneurial class. And we have
to stop obsessing about the distributional tables that are static and
do not take into account the mobility in America.

Our research has found that nearly 60 percent of households in
the bottom income quintile move up to higher quintiles over at
least a 9-year period of time, and those at the top often move down
to the bottom or lower within a short period of time.

Even the IRS, in their Fortunate 400 rankings, found only 15
percent of those in the Fortunate 400 were on that list for the en-
tire 15-year period of time. There is a lot of churning at the top.

Let me close by suggesting that we need to develop a new way
of thinking about equity in the tax code. We need to strive to build
a consensus around some basic simple concepts.

First, an equitable tax system should be free of most of the cred-
its and deductions and not try to micromanage individual or busi-
ness behavior.

Second, every citizen should pay at least something toward the
basic cost of government. And an equitable tax code should be sim-
ple and have the lowest rates possible. Finally, we need a tax code
that is conducive to long-term economic growth, because that is the
key to fixing the long-term fiscal health of this Nation.

Thank you, Mr. Chairman. I appreciate the opportunity, and
would welcome any questions.

[The prepared statement of Mr. Hodge appears in the appendix.]

The CHAIRMAN. Thank you, Mr. Hodge.

Ms. Aron-Dine?

STATEMENT OF AVIVA ARON-DINE, Ph.D. CANDIDATE, DE-
PARTMENT OF ECONOMICS, MASSACHUSETTS INSTITUTE OF
TECHNOLOGY, CAMBRIDGE, MA

Ms. ARON-DINE. Thank you, Mr. Chairman. Thank you, Ranking
Member Hatch and members of the Finance Committee, for having
me here today.

As Professor Shaviro talked about and as Chairman Baucus also
discussed, over the past 30 years, the income distribution in the
United States has become increasingly skewed. While the incomes
of the top 1 percent more than tripled over this period, income
growth for low- and middle-income Americans slowed to a sputter.

The lesson I draw from these facts is that, as we are making de-
cisions about our tax system, we should work to promote economic
opportunity, especially for those who have struggled the most with
the economic changes of recent decades. We should certainly avoid
policy steps that would worsen inequality and hardship.

That leads me to the two concrete policy recommendations I
would like to offer. First, I would recommend that you preserve and
strengthen the Earned Income Tax Credit and the refundable child
credit. As I believe you have heard from other witnesses in recent
weeks, there are many provisions in our tax system where we ei-
ther do not know if they are working or we even have evidence that
they are actively counterproductive.

By contrast, study after study has found that the EITC accom-
plishes its goal of getting low-income people, especially single moth-
ers, to join the labor force. For instance, economists who studied
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the EITC expansions of the 1980s and 1990s found that these im-
provements to the EITC induced well over half a million people to
enter the workforce.

The EITC and the refundable child credit are also well-targeted
and extremely effective at reducing poverty, especially for children.
Together, these tax credits now lift 7.2 million people out of pov-
erty, including 4 million kids.

Weakening either of these credits would increase inequality, pov-
erty, and hardship, while strengthening them by simplifying the
rules surrounding qualifying children and by improving the very
small EITC available to workers without children would make the
credits even more effective at encouraging and rewarding work.

Now, some have recently expressed concern about the fact that
the EITC and the child credit eliminate income tax liability for
many low- and moderate-income families. In particular, I know
there is concern about this estimate that 51 percent of Americans
owed no income tax in 2009.

Let me first note that the 51-percent figure was a temporary
spike due to the recession, the now expired Making Work Pay
Credit, and partial income tax exemption for unemployment bene-
fits. In a more typical year, more like 35 to 40 percent of house-
holds would owe no income tax.

Basically, tax benefits did exactly what they were supposed to do
during the recession. They expanded to help struggling families,
and they will automatically contract as the economy improves.

But more importantly, the question is really just whether the tax
treatment of low- and moderate-income Americans is fair or wheth-
er it would be better if this group paid substantially more in taxes.
In thinking about this, it might be helpful to know some additional
facts about these people.

First, according to the Tax Policy Center, 60 percent of those not
owing income taxes are either elderly people or individuals whose
incomes are so low that they are less than the sum of the standard
deduction and personal exemption.

What that means is that 60 percent of those not owing income
taxgs would not owe taxes even without the EITC and or the child
credit.

If, in your judgment, those people should owe income taxes, you
would need to either pare back the tax exemption for Social Secu-
rity benefits or reduce the standard deduction or personal exemp-
tion, the sum of which is already below the poverty line.

The other 40 percent of people not owing income taxes is mostly
low-income workers with children who benefit from the EITC.
These are working parents who play by the rules, but whose earn-
ings leave them below twice the poverty line or, in many cases, in
poverty.

I know that some people worry that because these families do not
owe income taxes, they do not have enough skin in the game,
enough of a stake in ensuring that government operates as cost-
effectively as possible. But, in fact, the working families who ben-
efit from the EITC have quite a bit of skin in the game, even in
the narrow sense of paying Federal taxes.

CBO has found that the poorest 20 percent of households pay 4
percent of their incomes in Federal taxes, on average, while the
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next income group pays 10 percent of its income in Federal taxes,
and that is after netting out any benefits from refundable credits.

All of these families also pay a significant amount in State sales
taxes and often State income taxes, too. And the fact that these
households do pay significant taxes is probably not even the most
important way in which they have skin in the game. As working
adults raising children, low- and moderate-income working parents
have a tremendous stake in the future of our society and in having
government operate efficiently and effectively.

My second brief recommendation is that equitable tax reform
needs to raise revenue, and it can and should do that in a progres-
sive way.

We have seen from recent efforts that closing our large projected
deficits through spending cuts alone would mean making deep cuts
in social insurance and the safety net, and that would exacerbate
inequality, poverty, and hardship.

But fortunately, there are policy options on the table that would
raise enough revenue to let us avoid the most damaging of these
budget cuts and take a more balanced approach to deficit reduc-
tion.

I agree with both Professor Shaviro and Mr. Hodge that there
are ineffective tax expenditures that could be trimmed and that
could raise revenue. I believe that increases in high-income mar-
ginal tax rates can also play a role in an equitable approach to tax
reform and deficit reduction, particularly in light of the fact that
CBO data show these households have seen the largest reductions
in their tax rates over the last several decades.

Returning top tax rates just to their 1990s levels could raise
more than $80 billion per year, and that is $80 billion that would
not have to come out of programs for the elderly, low- and
moderate-income families, or other valued public services.

Thank you again for allowing me to speak to you today, and I
look forward to answering your questions.

4 [The prepared statement of Ms. Aron-Dine appears in the appen-
ix.]
The CHAIRMAN. Thank you very much, Ms. Aron-Dine.
Mr. Reynolds?

STATEMENT OF ALAN REYNOLDS, SENIOR FELLOW,
CATO INSTITUTE, WASHINGTON, DC

Mr. REYNOLDS. I am going to focus on facts, changes in average
tax

The CHAIRMAN. You might want to pull your microphone up a lit-
tle closer, Mr. Reynolds. We want to hear you.

Mr. REYNOLDS. Does that work?

The CHAIRMAN. That works.

Mr. REYNOLDS. I am going to focus on changes over time in aver-
?}ge tax rates, top marginal tax rates, and revenues as a share of

DP.

This is referred to in three tables at the back of my prepared tes-
timony, and those tables are designed to explain why revenues
from the individual income tax have remained near 8 percent of
GDP for decades, even though the average income tax rates were
cut in half since 1979 for the middle and fourth quintiles, and even
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though, since 2003, average income tax rates for the bottom two
quintiles, the bottom 40 percent, have been negative.

From 1951 to 1963, for example, the lowest individual income tax
rate we had was either 20 or 22 percent and the highest was 91
or 92 percent, and yet that system brought in only 7.8 percent of
GDP.

From 1988 to 1990, the lowest income tax rate had been cut to
15 percent and the top tax rate to 28 percent, and that tax system
brought in 8.4 percent of GDP.

So we, obviously, cannot just equate rates and revenues.

Since both individual and total revenues have long been a sur-
prisingly constant share of GDP, aside from recessions and booms,
the growth of real revenues over time mainly depends on growth
of the tax base, GDP.

On the left side of my table 1 is average tax rates by quintile and
the top 1 percent from 1979, 1989, 1999, and 2007. Those are all
cyclical peak years. And what you see there is that, at the bottom
quintile, the rate, of course, has been below zero because of the
Earned Income Tax Credit and the child credit.

For the second quintile, the average tax rate since 1979 has fall-
en 110 percent, the middle quintile 56 percent, fourth quintile 39
percent, and, at the top 1 percent, yes, the average tax rate fell too,
by 15 percent largely because of the inclusion of more dividends
and capital gains, which are taxed at a lower rate.

I cite—in my prepared remarks—some studies which find that
the amount of taxable income reported by the top 1 percent is ex-
tremely sensitive to changes in marginal tax rates, particularly
capital gains and dividends, but also income in general. It is true
that this is not true of the whole population, as Ms. Aron-Dine
points out, but it is true of the top taxpayers.

So my second and third tables focus on some obvious effects of
tax rate changes on behavior, and the reason is to explain this par-
adox that revenues seem to have remained the same even though
there have been huge cuts in average tax rates for the bottom 80
percent. Why is that? Behavioral responses tell us.

Table 2 focuses on capital gains, long-term capital gains, and it
says that, from 1987 to 1996 when the capital gains tax was 28
percent, realized gains accounted for only 2.5 percent of GDP.
When the tax rate was cut to 15 percent, it was 5 percent of GDP.
You double the tax base and you are going to collect virtually the
same amount of money.

Interestingly, the next column shows that, among the top 1 per-
cent which we have heard so much about today, capital gains when
the rate was high accounted for only 17.7 percent of their income,
but 28 percent more recently when the tax rate was 15 percent. In
other words, high-income people report more capital gains when
the rate is low. If you are doing a trade from one stock to another
stock, you think twice if that trade is going to cost you 28 percent
before you even make the trade. So you do not make the trade, and
you keep the stocks you own and only sell them if you have offset-
ting losses.

The third table deals with the top 1 percent in some detail, and
what you see is—I have put figures in bold—whenever the capital
gains tax rate went down, a lot of capital gains were reported.
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When the individual income tax rate went up, i.e., 1993, salary in-
come actually was fairly stagnant. It was unchanged from 1990 to
1994.

When the tax on interest income went up, the top 1 percent re-
ported less interest income in 1993, 1994, and 1995, and so on and
so on. But the main thing you want to watch is capital gains, be-
cause that dominates the CBO numbers. And capital gains have
tripled—they doubled when the rate was cut to 20 percent, and the
capital gains of the top 1 percent tripled after the tax was cut to
15 percent.

The same thing happened to dividends, and that can only be ex-
plained by a response to tax rates. There is no other explanation.
They tripled, rising from an average of $30,000 in 2008 dollars to
$83,000 by 2007.

My testimony closes with two factual points about tax expendi-
tures. First of all, it is a common misconception that the 1986 tax
reform was paid for by reducing deductions. That is not true. The
deductions were shifted from itemized to standard, but the total de-
?uctions were the same 23 percent of AGI before and after the re-
orm.

The second point is that, in tax expenditures discussions, includ-
ing the Senate Budget Committee’s compendium and the Deficit
Commission recently, they make the mistake of thinking that the
tax expenditure item for capital gains and dividends is a measure
of the revenue that would be gained if capital gains or dividends
were taxed at ordinary tax rates.

As JCT has explained to this committee, that is not true. That
assumes no behavioral response, and the data I have shown show
you have to take behavioral response into consideration.

If you double those tax rates, the top 1 percent would report less
income, and they would pay less taxes, and they would look like
they had less income in these data, but it is misleading.

4 [The prepared statement of Mr. Reynolds appears in the appen-
ix.]

The CHAIRMAN. Thank you all very much.

I have a simple question to ask each of the four of you. And that
is, in your judgment, to what degree has the code either contrib-
uted to or ameliorated maldistribution of income in the United
States over the last 30 year?

Everybody agrees there is a growing gap. Everybody agrees the
wealthier have more money, and the middle-income wage earners
just have not earned very much.

But a question I have is, to what degree has the code contributed
to that growth in maldistribution of income? The second question
is, to what degree has the code diminished or ameliorated that mal-
distribution of income?

Whoever wants to go first can go first, but I am going to ask each
of the four.

Mr. Reynolds, you raised your hand first.

Mr. REYNOLDS. Yes. My data talk to that point, because we show
increasing progressivity, and that progressivity in the tax code was
primarily through the Earned Income Tax Credit, through doubling
of exemptions in 1986, through the child credit in 2003. So that is
ameliorated.
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The other point I want to make is that the numbers you are cit-
ing about the top 1 percent, those are the numbers in my data.
They are pre-tax, pre-transfer income. So they tell us literally noth-
ing about the distribution of after-tax disposable income. They do
not include my Social Security as income, but it is income, and they
do not tell you anything about how much taxes I pay—and I prob-
ably will not do that either—but it is a lot.

The CHAIRMAN. I am sorry, say again.

Mr. REYNOLDS. You cannot tell anyone’s taxes from pre-tax data,
and the——

The CHAIRMAN. No. But I am not

Mr. REYNOLDS [continuing]. Numbers are pre-tax data.

The CHAIRMAN. I am just focusing on income tax right now.

Mr. REYNOLDS. Well, disposable income, if you take into ac-
count—there are measures of disposable income that take into ac-
count taxes and transfers, and I see no great change in inequality.

The CHAIRMAN. All right. My time is ticking away. Who wants
to come next? Mr. Hodge? I will go down the line there.

Ms. Aron-Dine?

Ms. ARON-DINE. I agree with Mr. Reynolds both that the EITC
has ameliorated wage stagnation and, also, that the tax code does
not have that much of a role in pre-tax inequality. But the tax code
and changes in the tax code have contributed to after-tax inequal-
ity, and the CBO data do speak

The CHAIRMAN. After-tax inequality?

Ms. ARON-DINE. Income inequality, yes. And the CBO data do
speak to that, because they give us growth in income, both before
and after taxes.

So if we focus, for example, on the top 1 percent, their incomes
grew by 241 percent before taxes, but they actually grew more than
that, 280 percent, after taxes because their tax rate fell so much.

To put that in numbers, their incomes would have grown by
$850,000, which is a lot, if the tax code had stayed the same, if
their effective tax rate had stayed the same. But because their ef-
fective tax rate fell, their after-tax income actually grew by more
like $1 million, with the tax code chipping in the extra $150,000.

The CHAIRMAN. So on a net basis, you think the code contributed
to inequality.

Ms. ARON-DINE. Contributed to the concentration of income at
the top and to after-tax inequality.

The CHAIRMAN. Mr. Hodge?

hMr. HobDGE. I am a little dizzy with the numbers. I do not think
that

The CHAIRMAN. You will want to pull your microphone closer,
please, Mr. Hodge, or turn it on.

Mr. HODGE. Turn it on. There we are. I believe that most of what
is driving inequality today in America is beyond the reach of the
tax code. Inequality is being driven by a couple of factors, including
the rise of dual-earner couples.

People in the middle can launch themselves from the middle of
the income scale to the top simply by saying “I do.” They can also
rise to the top by getting a college education. The rise of education
in America and the returns to education are also contributing to in-
equality in a large way.
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The rise of entrepreneurship—and this may be one area in which
the tax code may have had a contributing factor, but in a positive
way, and that is the creation of S corporations, LLCs and partner-
ships, and the explosion of entrepreneurship that we have seen
over the past 20 years.

In 1980, there were only about 11 million tax returns that had
some business income. Last year, there were close to 30 million,
and that is because we have had an explosion of entrepreneurship
in America today. And, as you know, those individuals or business
owners file their business taxes on their individual tax return, not
a corporate return. That has a contributing factor to the impres-
sions or illusion of growing inequality, when really what you have
is more than half of all business income in America today being
taxed on the individual side of the tax code.

And then, lastly, we have the aging of America as the baby-
boomers are now reaching their peak earnings potential before they
move into retirement, and that pig-through-the-python, that bub-
ble, I think, is also contributing to the impression or illusion of in-
equality.

I do not think that raising taxes will move us back to an equal
position. It will not force people into getting a divorce, losing their
education, et cetera.

The CHAIRMAN. I want to give Mr. Shaviro a chance.

Mr. SHAVIRO. Well, thank you. The tax code is not a main player
in the story, which is a lot of the demographics, technology, things
like that. The tax code has contributed, though, in the sense that,
if there were higher rates that were effective—and that is, obvi-
ously, an important question—then it could have ameliorated after-
tax inequality.

Mr. Hodge mentions entrepreneurs, and they are important, but
I want to mention a lot of the story has to do with things like the
financial sector, and CEO compensation going up, and things like
that.

Salaries have really been the big driver of rising high-end income
inequality.

The tax code can ameliorate that. That is all we are talking
about, not eliminating it, but ameliorating it if there are slightly
higher rates that are relatively effective.

And I would have to endorse, by the way, Mr. Reynolds’s point
that capital gains are unusually responsive to tax rates, but ordi-
nary income tends to be considerably less responsive.

So the tax code can play a role, but it is not at the center of the
drama.

The CHAIRMAN. Thank you very much.

Senator Hatch?

Senator HATCH. Thank you, Mr. Chairman.

Ms. Aron-Dine, in your written testimony, you state that “the
Federal tax system, considered as a whole (including individual
and corporate income, payroll, and excise taxes), is only modestly
progressive.”

However, as Mr. Reynolds notes in his written testimony, a 2008
study produced by the Organization of Economic Cooperation and
Development, the OECD, found that, “Taxation is the most pro-
gressively distributed in the United States.”
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Given the high level of progressivity of the U.S. tax system
versus the rest of the industrialized world, to what are you com-
paring our tax system when you say it is “modestly progressive?”

Ms. ARON-DINE. So let us focus just on international comparisons
in that particular OECD study. What it found was that high-
income people in the United States pay a very high share of income
taxes, which they do, in large part, because they have a very high
share of income, much higher than in most other developed coun-
tries.

But the study also continued to look at what the entire U.S. fis-
cal system, taxes and spending, does to ameliorate inequality as
compared with the entire system, taxes and spending, in all of
those other countries. And, when you look at those data and you
look at the ranking of countries in terms of what they do to amelio-
rate inequality through their whole system, the U.S. is actually at
the bottom.

In that sense, our system is actually among the least progressive.
We do less than all but one or two other developed countries to
ameliorate inequality through our tax system and our spending
system considered as a whole, and that is from that same 2008
OECD report.

So, it is one of the senses in which I would say we have a system
that, as a whole, is only modestly progressive compared to other
countries.

Senator HATCH. Thank you.

Mr. Reynolds, you were——

Mr. REYNOLDS. Well, that study includes payroll taxes and other
things. So it does get to the issue. And it is not just because we
have a higher amount of income.

The ratio of the top 10 percent’s income to the amount of taxes
paid is 1.35. In other words, it is 35 percent more taxes paid than
income. In Sweden, the top 10 percent get the same amount of in-
come as they pay in taxes.

So, as far as you are talking about the tax system doing redis-
tribution, the U.S. far outclasses anybody else. It is true that, on
the spending side, it is another matter all together. But the big
welfare states of Europe finance spending not with progressive
taxes, but with flat rate value-added taxes, flat rate payroll taxes
that are much higher than ours, and with relatively flat rate in-
come taxes as well.

They have very high average tax rates and relatively high—and
the ones with high marginal tax rates, such as France and Japan,
z:giet far less revenue from those steeply progressive rates than we

0.

Senator HATCH. Mr. Hodge and Mr. Reynolds, the Joint Com-
mittee on Taxation recently informed us that 51 percent of all
units, tax units, that is, did not have any income tax liability in
2009.

Now, do you think it is fair that more than half of all tax units
did not pay any income taxes, while the remaining 49 percent of
the tax units are stuck with the entire income tax tab?

Should not all tax units pay at least some income tax?

We will start with you, Mr. Hodge, and then Mr. Reynolds, and
anybody else who would care to respond.
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Mr. HODGE. Yes, Senator. I believe that everyone who enjoys the
benefits of government should pay at least something, some modest
amount to the cost of government. It is an essential part of citizen-
ship to be invested in this Nation, and I think paying income taxes
is one key to that.

Senator HATCH. Mr. Reynolds?

Mr. REYNOLDS. I was fortunate to be the research director for
Jack Kemp’s Tax Reform Commission, and I can report that every
member of that commission—and they were a very interesting, dis-
tinguished group—was quite upset about the erosion of the tax
base and the civics involved, and the civics are that it makes peo-
ple think the government is free and, therefore, they demand too
much of it, and that just does not make sense.

Senator HATCH. Mr. Shaviro?

Mr. SHAVIRO. I think it is a mistake to focus on one tax and one
year in looking at this point, because people pay income taxes in
other years, and they pay other taxes in that year.

And, also, I think the other point I want to make is that—are
we saying that people who have too little income to have anything
left after the standard deduction and personal exemption should
pay some income tax, and I do not know. I mean, that is a judg-
ment Congress will have to think about.

Senator HATCH. All right.

Ms. ARON-DINE. Just to put more of a point on that last point,
it is easy to say everyone should pay something, but in terms of
practical policy, what that would mean is either lowering the per-
sonal exemption or lowering the standard deduction. The sum of
those is already below the poverty line.

So it would mean saying people in poverty should pay income
taxes, should pay more taxes than they do today. It would mean
raising taxes on elderly people, many of whom do not pay income
taxes.

I think we want to think about the actual consequences that that
would have for actual people.

Senator HATCH. What bothers me is that we have jumped from
about 40 percent of tax units to now 51 percent.

Ms. ARON-DINE. And as I discussed, I think——

Senator HATCH. In just 2 years.

Ms. ARON-DINE. Right. And a lot of that is that we saw the worst
recession in the post-war period during those 2 years, and Congress
enacted measures, such as the Make Work Pay Credit and the par-
tial income tax exemption for the UI benefit, that did deliberately
pull some people out of the income tax, lowered their liability, be-
cause they were struggling in those years.

Now that those measures have expired and once the economy
starts to recover, those tax benefits will naturally contract, and we
will probably go back to something more like the levels we saw in
earlier years.

Senator HATCH. My time is up, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Grassley?

Senator GRASSLEY. Mr. Chairman, before you start the clock, I
would like to ask unanimous consent. In three instances, I would
like to insert something into the record.



18

The CHAIRMAN. Without objection.

[The submissions appear in the appendix on p. 59.]

Senator GRASSLEY. And I would prefer to make a statement than
to ask questions.

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. Whether the distribution of tax benefits and
burdens is equitable is a very important topic. However, there is
a more important question we should be debating. What is the pur-
pose of the Federal income tax?

We cannot talk about whether taxpayers are paying their fair
share if we do not know why we want them paying taxes in the
first place.

We are in a situation where people are talking about increasing
taxes on higher-income people, because supposedly they can afford
it. And they probably can afford it. But I get sick and tired of the
demagoguery that goes on in Washington about taxing higher-
income people.

According to the Joint Committee on Taxation’s latest analysis,
49 percent of the households are paying 100 percent of the taxes
coming into the Federal Government, while 51 percent do not pay
any income tax whatsoever.

How high do the taxes have to go to satisfy the appetite of people
in this Congress to spend money; and, particularly, how high do
marginal tax rates have to go to satisfy those clamoring for higher
taxes from the wealthiest? How high to satisfy you? And you know
who you are.

Investors Business Daily had an article. Even if the government
confiscated all the income of people earning $250,000 a year, the
money would fund the Federal Government today for just 140 days.
Funding the government should be one, if not the primary goal of
the income tax laws.

Note here that I am specifically focusing on income taxes. This
is because payroll taxes are not supposed to be used to fund gov-
ernment. Social Security and Medicare taxes are, in fact, insurance
premiums. Individuals who pay them expect a benefit when they
get to a certain age.

It is clear that some people believe that the tax code should be
used to reduce the growing income disparity between lowest and
highest income quintiles. This assumes a key objective of the Fed-
eral Government through the Federal income tax laws should be to
ensure that income is distributed equally throughout the citizenry.
These folks actually believe that the Federal Government is the
best judge of how income should be spent. That is not what our
founding fathers had in mind.

In addition to considering the purpose of the tax revenue, we
ought to have some principles of taxation that we abide by. I abide
by the principle that 18 percent of the GDP of this country is good
enough for the government to spend, because that is what it has
been on a 50-year average. That leaves 82 percent in the pockets
of the taxpayers for them to decide how to spend, because, if 535
of us decide how to divide up the resources of the country, we
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would not have the economic growth that we have. We would be
Europeanizing our economy, and that is bad.

In evaluating whether people are paying their fair share, experts
frequently look at whether a proposal improves the progressivity of
the tax system. Critics of lower tax rates continue to attempt to use
distribution tables to show that tax relief proposals disproportion-
ately benefit the upper income.

We keep hearing that the rich are getting richer while the poor
are getting poorer. This is not an intellectually honest statement
as it implies that those who are poor stay poor throughout their life
and those who are rich stay rich throughout their life.

We have a 2007 report from the Department of Treasury on in-
come mobility, 1996 to 2005. I quote: “Key findings: There was con-
siderable income mobility of individuals in the U.S. economy during
1996 through 2005, as over half of the taxpayers moved to a dif-
ferent income quintile over this period. Roughly half of the tax-
payers who began in the bottom income quintile, 1996, moved up
to the higher income group, 2005.

“Among those with the very highest incomes in 1996, the top
Y1ooth of 1 percent, only 25 percent remained in that group in
2005. Moreover, the median real income of these taxpayers de-
clined over this period.

“The degree of mobility among income groups is unchanged from
the prior period, 1987 through 1996. Income growth resulted in ris-
ing incomes for most taxpayers over the period of 1996 to 2005.
Median incomes of all taxpayers increased by 24 percent after ad-
justing for inflation. The real income of two-thirds of all taxpayers
increased over this period.

“In addition, the median income of those initially in the lower in-
come groups increased more than the median income groups in the
higher incomes.”

I will skip something, because I want to make one last statement
here and then put the rest in the record.

I welcome this data on this very important matter for one simple
reason. It sheds light on what America really is all about—vast op-
portunities and economic mobility.

I will put the rest of the statement in the record, Mr. Chairman.

[The prepared statement of Senator Grassley appears in the ap-
pendix.]

The CHAIRMAN. Thank you, Senator.

Senator Kyl, you are next.

Senator KYL. Thank you, Mr. Chairman.

I compliment Senator Grassley on what he just said. I note that
the title of the hearing here is “Is the Distribution of Tax Burdens
and Tax Benefits Equitable,” and, of course, the answer to that
question has to depend entirely on what we mean by equitable,
what our definition is.

What measures or criteria do we use to answer that question?
And I find it astonishing that some are inferring here that the pur-
pose of the tax code is to ameliorate income inequality. I mean,
that is an astounding proposition.

As Senator Grassley said, the key point is, what is the purpose
of the tax code, and it should be simply to raise the revenue that
the Federal Government needs.
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To assume that somehow we in Washington have either the mo-
rality or the ability to judge how best people should spend their
money is an astonishing proposition in and of itself. But then to go
further and say that the purpose of the Federal law should be to
ensure that income is distributed equally is incredibly foolish.

The factors that determine income inequality are—and I think
most of the panelists agreed to this point. Mr. Shaviro said, “Well,
I think the tax code can play a role, but it is not at the center of
income disparity.” I think that was an exact quotation there.

Education, marital status, work habits, other habits, personal de-
cisions in life, individual preferences, and all of those things are
what really determine the disparity in income in this country, and
many, many, many other factors.

And at best, we can make a modest change in that, but I submit
that, if the purpose here of the hearing is for us to figure out how
to use the income tax code to somehow make everybody equal in
this country in terms of income, it is a fool’s errand, it is immoral,
it is not what we should be about, and we ought to quit right now.

While I have a couple of minutes, let me ask a couple of ques-
tions here.

Mr. Reynolds, I was fascinated by the charts that you referred
us to on the elasticity of taxable income studies indicating behav-
ioral responses to changes in marginal tax rates.

You note that they are mostly concentrated at the top of the in-
come scale; that when tax rates are high, these taxpayers engage
in activities that produce less reportable income. I think everybody
agreed with that proposition. When taxes are lower, there is more
of an incentive to engage in activities that produce reportable in-
come.

As you point out, this provides an explanation of why the top in-
come earners’ incomes rose when tax rates fell. More income was
reported because the penalty for producing income was lower.

Now, first question. In the years immediately following the 2003
cut in individual dividends and capital gains tax rates, did Federal
revenues increase or decline?

Mr. REYNOLDS. Well, remember, there is a lot going on. We are
also expanding the Earned Income Tax Credit with that bill. We
are adding a %1,000 child credit. We are adding a 10-percent tax
rate. All of those plans were not revenue-positive, they lost rev-
enue.

It is rather remarkable that in the last 2 years, in 2006—2007,
that we are back to 8 percent, the normal 8 percent-plus share of
GDP that I said tends to happen.

I did not actually predict that. In 2001, I wrote a Wall Street
Journal article saying “a little bang for a lot of bucks.” In other
words, I thought the revenue losers would offset the revenue
enhancers, which are the lower rates on capital gains and divi-
dends, arguably, and the lower rate at the top in general. More in-
come is reported when the penalty for doing so is reduced.

Senator KYL. The figures I have are, in 2005, revenues—Federal
revenues—increased 14.6 percent, 11.7 percent in 2006, and 6.7
percent in 2007.

Mr. REYNOLDS. Sounds plausible.
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Senator KYL. When capital gains tax rates were cut in 1997 and
in 2003, did capital gains revenue rise or fall and how did the ac-
tual revenues compare to projections?

Mr. REYNOLDS. Excuse me. Are you talking about the latest cap-
ital gains rate reduction?

Senator KYL. No. In 1997, the first time, and in 2003.

Mr. REYNOLDS. Yes. Revenues, of course, soared from capital
gains. Those numbers are in my table 2, although maybe not ex-
actly. It shows that the capital gains as a share of individual reve-
nues were 9 percent of GDP both in the post-1997 period and post-
2003, whereas previously they were 7, 6.9 percent.

I am doing this only as a share of GDP. Doing it in real dollars
would be even better. In a sense, every time we reduce the capital
gains tax rate, there is such a revenue flood that, while the econ-
omy is doing well, that there is a temptation to do something like
the child credit or something like that, and it has made the system
extremely and precariously reliant on the stock market, among
other things.

Senator KYL. But if I could. And I think both you and Mr. Hodge
tried to make this point. A lot of what we are trying to accomplish
here is to effect policy that is good for the country, not just that
will produce revenue. And you can make mistakes doing that. You
can also have a very positive effect, including promoting economic
growth through lower tax rates.

Mr. Acting Chairman, thank you.

Senator HATCH [presiding]. Senator Menendez is not here.

Senator Roberts?

Senator ROBERTS. Thank you, Mr. Chairman or Ranking Member
or co-chairman, your eminence. [Laughter.]

Senator HATCH. I like the last one most of all.

Senator ROBERTS. I am going to follow up and ask you all to re-
spond to the question raised by Senator Kyl. What is the purpose
of the tax code? Is it to raise revenue to support essential govern-
ment functions, or do we see it as being a major mechanism for
wealth redistribution? I do not mean that as pejorative.

If it is the latter, is that an appropriate role for the tax code?
And I am going to confer an honorary doctorate of economics on all
of you. So you are all doctors. That will be from the University of
Kansas. And, if you want to go on with a Ph.D., we will add in in-
come redistribution.

So you are all doctors now. Let us just start from Dr. Shaviro.

Mr. SHAVIRO. Well, I guess I am a doctor now. I am a jurist doc-
tor, but then every lawyer could say so, too.

If all we want to do is raise revenue—we do not care at all about
the distribution of wealth—the obvious thing to do would be to
have a uniform head tax in which every American, be it Bill Gates
or a homeless person, pays exactly the same amount.

No one agrees to that. So at this point, we are really talking in
matters of degree, where really the question is—the phrase that is
often used is the ability to pay, how well-off one individual is, how
able to contribute to the cost of government, compared to another
person.

And, as soon as you back off believing in a uniform head tax
where everyone pays the same thing—which actually Margaret
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Thatcher had an experience with that I recall—then we are really
all in the same ballpark and not fundamentally disagreeing about
what the enterprise is about.

Senator ROBERTS. Dr. Hodge?

Mr. HODGE. I do not believe the tax code should be used for so-
cial and economic engineering. I think the tax code has one pur-
pose. As you mentioned, that is to raise a sufficient amount of
money for the Federal Government.

But economic growth ought to be the key question here. Will we
and do we or can we have a tax system that is conducive to long-
term economic growth?

The OECD released a very important study 2 years ago showing
that high corporate income taxes and high personal income taxes
are the most harmful taxes to long-term economic growth.

Unfortunately, as we have talked about here, the United States
has one of the most progressive personal income tax systems, and
I think, as we all know, we have one of the highest corporate in-
come tax rates among OECD nations. Both of those are contrib-
uting to our slow economic growth.

Senator ROBERTS. Dr. Aron-Dine?

Ms. ARON-DINE. I particularly appreciate it, since I like getting
my Ph.D. a couple years early.

Senator ROBERTS. I know you are close, you are very close.

Ms. ARON-DINE. I am working on it.

I mostly agree with Mr. Shaviro that I think what we want is
for our tax and spending systems together to accomplish a set of
social goals.

I think we have agreed that those goals include helping families
who are coping with situations of hardship, providing a safety net,
and I think we have agreed that people at the top can afford to pay
more for that.

You can call that redistribution or not, but it really does imply
a progressive tax system.

Senator ROBERTS. So you are for both, right?

Ms. ARON-DINE. Yes.

Senator ROBERTS. I have to move on, because I am running out
of time, and I have a couple of questions for Dr. Hodge, as well.

Please, Dr. Reynolds?

Mr. REYNOLDS. Taxes do not redistribute income. They just re-
duce it. The redistribution occurs through refundable tax credits,
such as the EITC, which, interestingly enough, although it is $55
billion, is not counted in most of these studies of income inequality.
It is like it does not exist. Neither are most transfer payments.

So it is not taxes that redistribute income. The redistribution oc-
curs through spending programs, which are huge. Transfer pay-
ments are now over $2 trillion. Private wages and salaries are
about $5 trillion. Again, we have to take that into account.

So taxes are not redistributive.

Senator ROBERTS. I appreciate it.

Dr. Hodge, again, this is a subject that my colleagues have said
it is useless to bring up. I do not know how many times they have
told me that, but I am going to do it again in the 35 seconds that
I have left.

Actually, I will go over. I am sorry about that, Your Eminence.
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In 2007, the Federal deficit stood at $161 billion and had de-
clined from a high of $412 billion in 2004. That is quite a reduc-
tion. That does not play well into the bookshelf theory in concrete
that we were—we, the editorial, we, the Congress—were spending
money like drunken sailors and poor Marines or whomever.

But at any rate, the question that I have is that I thought that
some of that was a result of the 2001-2003 tax relief. I do not say
cuts, I say relief.

Mr. Hodge, can you expand on the idea that lowering tax rates
does not necessarily result in a loss of revenue; the Federal Gov-
ernment can, instead, increase tax revenues?

Mr. HODGE. I think when you lower the most harmful taxes to
the economy—and that is high marginal tax rates, as we did by
lowering the top personal tax rates, as well as capital gains and
dividends rates—the economy can grow and, to some extent, that
will help replace some of the—or offset some of the revenue losses
that might be expected in a static basis.

And I think, while there is a lot of debate on whether tax cuts
sort of pay for themselves, I do think that lowering tax rates—low-
ering marginal tax rates—can increase economic growth, and that
can have a positive impact on revenues over time, and I think we
saw that during that period of time.

Senator ROBERTS. I appreciate that. My time has expired. Thank
you.

Senator HATCH. Thank you.

I would like to note for the record that today is Senator Wyden’s
birthday. Happy birthday, Senator Wyden.

Senator WYDEN. Thank you, Senator Hatch. I just have been
thinking about the comment my older daughter made the other
day. She said that she had been studying the United States Senate,
and she figured out that I am in the only profession on earth where
I am actually one of the really young guys. [Laughter.]

Now, go figure the reports from the young generation. But I
thank you and my colleagues for your thoughtfulness.

Senator HATCH. You are next.

Senator WYDEN. Thank you, Senator Hatch.

For our witnesses, I come to this by way of saying that a major
part of tax reform is to establish new policies that are going to help
grow a bigger economic pie in the United States.

That is something that I think would help bring us together. And
towards that end, there is new Commerce Department data, it has
been cited recently in the Wall Street Journal by David Wessel, but
the new data shows that U.S. multinational corporations, which
employ 20 percent of all U.S. workers, have been cutting workers
in the United States while hiring them abroad.

In particular, the new data shows that over the last decade, U.S.
multinationals have cut their U.S. workforce by 2.9 million jobs,
while creating 2.4 million jobs overseas, and this is a dramatic
turnaround from the 1990s, where significantly more jobs were
added in the United States than overseas.

So let me kind of steer you clear of particular bills and the like.
My own view is that, if you were to slash rates for doing business
in the United States while keeping progressivity, you would ad-
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dress that issue, and I have essentially proposed that with Senator
Coats.

But just from a policy standpoint, let me ask you, Mr. Hodge,
and you, Ms. Aron-Dine, this question. Should not any reform of
the tax code, both from the standpoint of growth and putting us in
a position where we can actually increase progressivity as well,
eliminate or at least reduce the perverse incentives that encourage
shipping jobs overseas?

We can steer clear of debates about territorial taxes and the like.
My own view is that, if you slash rates dramatically for doing busi-
ness in the United States, you eliminate some, not all, some of the
debate about territorial taxes.

But just from a policy standpoint, for you, Mr. Hodge, and you,
Ms. Aron-Dine, should not reform of the tax code eliminate some
of those incentives for shipping jobs overseas?

Mr. HODGE. Well, Senator, I do not know of any incentives in the
tax code that encourage U.S. companies to ship jobs overseas.

Senator WYDEN. How about deferral?

Mr. HODGE. I do not believe that that is an incentive to ship jobs
overseas. I think that the drivers here are two things, only one of
which the U.S. Government can do something about.

One is the dramatic decline in U.S. competitiveness on our cor-
porate tax rate. As you know, we have one of the highest corporate
tax rates in the world, and every other—in fact, 75 countries have
cut their corporate tax rates in just the last 4 years alone, and
most of those have also been turning toward a territorial tax sys-
tem, the most recent being Great Britain and Japan, and they have
both done it to encourage the repatriation of foreign profits from
abroad.

So the sooner that we can cut our corporate tax rate dramati-
cally, as you have suggested in your tax reform legislation, but also
turn to a territorial system as our major trading partners have
done, we will put not only the U.S., but U.S. companies, on an
equal footing with our global competitors, and that, I think, will be
the key to turning around this problem that you see and many peo-
ple worry about.

Senator WYDEN. Ms. Aron-Dine?

Ms. ARON-DINE. Thank you. I think you may want to ask Mr.
Shaviro, also, as this is, I think, his exact area of expertise.

But I will just make two comments. One is that I think the really
striking example of how loophole-ridden and problematic our sys-
tem of international taxation is is that Joint Tax says that we
could raise revenue either by taxing income in real time—elimi-
nating deferral—or by going to a fully territorial system. Either
would raise more money than the loophole-ridden system we have
now. And so I do think there is a lot of room for improvements.

I also think, in response to what Mr. Hodge said, that, in think-
ing about the problems caused by our corporate tax code, we want
to think about effective tax rates rather than just the statutory tax
rate, and that a lot of the inefficiency in the allocation of invest-
ment comes from the fact that different investments in different
companies are subject to vastly different rates, again, because of all
the special preferences in the code.
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So I think there is absolutely room for growth-promoting cor-
porate business tax reform, and that possibly could also raise rev-
enue.

Senator WYDEN. My time is up. I just hope that—and you four
are all specialists—that we can come together around policies that
will increase the economic pie in the United States.

If you increase the economic pie, you lift a lot of boats, and I like
to think—Mr. Hodge makes the point about territorial taxation. I
am very open to talking about that. I could not figure out a way
to do it and avoid some of the gaming problems with transfer pric-
ing, but to me, if you can get those business rates down substan-
tially here in the United States, they can come together around in-
creasing the economic pie.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Carper?

Senator CARPER. Thanks, Mr. Chairman.

Lady, gentlemen, welcome. We are glad you are here. Thanks for
helping us out.

I sort of look through these issues of changes in the tax code
through a prism of—a little bit through four prisms. One is, is it
fair, whatever we are considering; two, how does it affect budget
deficits; three, how does it affect the economy in terms of providing
a nurturing environment for job creation and job preservation; and,
number four would probably be predictability, how does it affect
predictability from year to year or how does it reduce uncertainty?

I am almost tempted to throw in a fifth one, which would be sim-
plicity. Having just worked on our own family’s taxes, that has a
certain allure to me.

A month or two ago, we had another panel before us, some really
bright folks as well, and one of them was a guy named Michael
Graetz. I do not know if you all know him at all. And right now
he is a professor of law at Columbia. He was a witness.

And he suggested that a properly designed value-added tax could
be implemented in such a way to preserve the progressivity of the
income tax system that we currently have in place, and he and oth-
ers have proposed using the revenues raised from a VAT to reduce
income taxes on earners below a certain level, as well as reducing
taxes on corporations.

To be honest with you, I have not, in the past, thought a whole
lot about a VAT, and I thought his assessment was interesting, and
we had a really good discussion on what he was suggesting.

I would just ask you. Setting aside any positive economic effects
from enacting a value-added tax, could each of you just give your
thoughts on the desirability of a VAT in the context of ensuring
that our tax system’s burdens and benefits be equally distributed?

And what are your thoughts on a progressive consumption tax?
And start at the end, take it away.

Mr. SHAVIRO. I have personally written about how I think replac-
ing the income tax with a progressive consumption tax is, in prin-
cipal, a good idea. I do not think it is an idea that is going any-
where, so I am not actually pursuing it these days in my work.
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But it has the ability to combine redistribution with reducing a
lot of these bad effects in economic growth that people are con-
cerned about.

I think a VAT really is a necessary part of the long-run fiscal so-
lution for the U.S. And people say it is a European thing. In fact,
it is a universal thing, an OECD country thing, basically, countries
around the world.

My feeling is, at least in my optimistic days, is that I feel that
we will find a way——

Senator CARPER. Do you have those days often?

Mr. SHAVIRO. Not that often. [Laughter.]

Senator CARPER. Is this one of them?

Mr. SHAVIRO. When I think we are going to solve the budgetary
problems we have—another thing I have written about a lot—I
think a VAT has to be part of the solution, but obviously it has to
be part of a solution when there is kind of a negotiated treaty, as
it were, about what the new state of affairs will look like.

There is an old joke that the left hates the VAT because it is re-
gressive, and the right hates the VAT because it is a money ma-
chine, but as soon as they exchange viewpoints, they will make a
deal.

So I think there is really a deal to be made, and the VAT would
likely be a part of it.

Senator CARPER. Thanks.

Mr. Hodge?

Mr. HoDGE. I had a very senior British tax official tell me that,
if you want a perfect tool for funding big government, a value-
added tax is that tool. It is perfectly hidden from view, and you can
dial up the rate at any time.

Interestingly enough, the British just dialed up their value-added
tax rate this year to raise more revenue.

While I agree that consumption-based taxes are more economi-
cally efficient than income-based tax systems, I would not want to
add one to the current system unless we could eliminate the cor-
porate, individual income tax rates or income tax systems, pour lye
on them so they do not return, and then we can have a value-added
tax.

Senator CARPER. Thank you.

How do you pronounce your name?

Ms. ARON-DINE. Aviva Aron-Dine.

Senator CARPER. Thank you.

Ms. ARON-DINE. In response to your question about a VAT, a
VAT, in itself, as you know, is very regressive. And so I think it
really just depends, first, what it pays for and, second, whether you
can find a way to shield the very poorest families from being too
burdened by that.

In response to your question about a progressive consumption
tax, the difference between a progressive consumption tax and the
system we have is that it would not tax income from wealth at all.

I have a lot of concern about that, because wealth is extremely
concentrated, even more so than income. One percent of American
households has a third of all wealth. And so, if you get rid of taxes
on that income, on income from wealth, somebody else is going to
have to make up that revenue, and I just do not see how that could
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possibly make sense in light of our deficit problems and in light of
the increases in inequality.

Senator CARPER. Thanks.

Mr. Reynolds?

Mr. REYNOLDS. I am not an enthusiast for VAT for a lot of rea-
sons. Look, we have a spending problem. Spending has gone from
19 percent of GDP to 24 or 25. There is no good way to finance
that. That is a burden. That is a threat to taxpayers any way you
look at it.

The VAT—all taxes fall on labor and capital, on individuals as
suppliers of labor and capital. That is true of the VAT, too.

The VAT, in incidence, is rather similar to a payroll tax over a
lifetime. Yes, it exempts savings. And, if we totally exempt capital,
we will probably put a higher tax on labor. So like you, I am not
for that.

High marginal tax rates are to be avoided. Devices that delib-
erately lose revenue are to be avoided. The elephant in the room
is the 10-percent tax rate, which loses something like $700 billion
over the next 10 years—no marginal impact whatsoever—and does
not help poor people because poor people do not pay taxes in this
country.

It just gives me $800, $900 more a year, thank you very much.
Take it away from me.

Senator CARPER. Thank you. Thanks, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Menendez?

Senator MENENDEZ. Thank you, Mr. Chairman.

Ms. Aron-Dine, let me ask you: we heard a lot recently—it seems
like we have heard it here today, to some degree—about the share
of Americans not owing any income taxes, and we have heard they
have “no skin in the game;” that they are takers.

And listening to the rhetoric used makes it sound like a signifi-
cant portion of Americans are simply sitting around doing nothing,
waiting for the tax man to bring riches. It seems to me that the
reality is far different.

I look at this, and I look at the single parent who works two jobs,
probably more hours than anybody on this panel even or maybe sit-
ting up here—although I know we spend a lot of hours here, as
well—with no vacation, at the minimum wage. They barely make
ends meet, despite spending almost every waking hour working.

Now, are these families takers? Or consider the Army sergeant
with 6 years of experience, the backbone of our military—they have
a salary scale of about $31,500. If they have a family, chances are
they are below the threshold for owing Federal income taxes.

I think we can all appreciate how difficult it is to raise a family
at $31,500, certainly in New Jersey. So, do you think this family
does not have a stake in our society?

Ms. ARON-DINE. I think I agree with you that this family has a
tremendous stake in our society. They pay other taxes besides in-
come taxes. But more importantly, as you said, they have a stake
in society as working people, as parents, and the EITC and the
child credit, which are what eliminate their income tax liability,
are tremendously successful as work supports, and I think we
value the fact that they do that.
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I also wanted to just draw a connection between your question
and the previous question about Michael Graetz’s plan. I know you
heard from Michael Graetz recently and that he proposes phasing
out income tax liability for something like 90 percent of people and
replacing that with a VAT.

Now, that has pluses and minuses, but, if you were to do that,
it would not then make sense for someone to say 90 percent of peo-
ple are not paying income taxes, because that would have been the
whole point of the change.

And so really we need to look at the whole system together, not
focus on one isolated task, and I think we also need to think about,
as you say, the other ways that these families contribute and the
reasons why we provide them with some help through the tax code.

Senator MENENDEZ. I am sure the Army sergeant would like to
be making a lot more, and would be happy to pay some taxes along
the way.

Ms. ARON-DINE. Right.

Senator MENENDEZ. Let me ask Mr. Shaviro this. The Tax Policy
Center estimates that the Republican budget’s specific tax pro-
posals, other than making the Bush era tax cuts permanent, would
cost $2.9 trillion over the next 10 years, and that cost would be on
top of the $3.8 trillion cost of making the Bush tax cuts permanent.

Roberton Williams of the Tax Policy Center has noted that, even
if the $2.9 trillion was offset, the net result would be “very likely
to make the tax code much more regressive than it is today.”

Measures to lower the top rates to 25 percent and repeal the
health reform law’s payroll tax increase on people with incomes
over $250,000 are tilted heavily toward the most affluent house-
holds. It is difficult to imagine a politically plausible series of tax
expenditure reforms that would not only raise enough money to off-
set most of these new costs, but would also raise so much of that
money from higher-income households that the overall result would
not be regressive.

Do you think the proposal in the Republican budget plan to de-
vote every dollar of revenue raised by curbing tax expenditures—
many of which are utilized by middle-class families—to finance tax
cuts for high-income households could suggest that the plan’s fram-
ers regard a dramatic downward distribution of the tax burden as
a higher national priority than stronger deficit reduction?

Mr. SHAVIRO. Well, I do not want to criticize their motives, cer-
tainly, sitting where I do, but I do think that the tax rate reduc-
tions they proposed were unwise, especially in view of the overall
deficit posture.

And I note, in some ways, I have an easier job than the members
of Congress; namely, I can say things that are unpopular, and I do
not get into trouble for it.

I was pleased that the Ryan budget identified tax expenditures
as a problem and said that they are really spending, but they cer-
tainly did not name any of them that they wanted to get rid of.

So that was kind of interesting, although, again, I could under-
stand the motivation.

Senator MENENDEZ. Let me ask you this—Ilet me name one. We
have record profits—and I am happy for them to make profits, I be-
lieve in profits—but we have record profits in the oil industry. Do
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we continue to give, over 10 years, about $30 billion in tax breaks?
Is it something that is a good public policy?

Mr. SHAVIRO. I think those tax breaks are probably, for the in-
dustry, unwise. I actually remember when I was a Joint Committee
on Taxation staffer, someone wanted, in a JCT pamphlet, to call
some of these tax breaks “The Drain America First Energy Pol-
icy’—and they were not allowed to put those words in the pam-
phlet—the idea being we would rather kind of have the oil still
there than use it up now due to tax breaks.

Senator MENENDEZ. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Senator Thune?

Senator THUNE. Thank you, Mr. Chairman. And I appreciate this
hearing and its focus, and I thank you all for making time to join
us today.

Mr. Reynolds and Mr. Hodge, I would like to direct a question
to you. There is this perception out there that the top tax brackets
do not pay their fair share of income taxes due to the Bush era tax
cuts in 2001 and 2003.

And yet, in fact, the share of Federal income taxes paid by top
earners in this country has actually increased since these tax cuts
went into effect.

How do you explain that?

Mr. HODGE. I think, Senator, first and foremost, we have used
the tax system to try to relieve the tax burden on the lowest in-
come people by expanding refundable tax credits to such an extent
that we are now sending out more than $100 billion in refundable
tax credits to people who owe no income taxes.

And, as we have seen in the recent estimates by the Joint Com-
mittee on Taxation, more than half of all Americans pay no income
taxes. And so the only people left to pay income taxes are these
high earners.

And so, even though rates have come down, their share has gone
up, in large measure, because we are knocking so many people off
the tax rolls.

Senator THUNE. Your testimonies talk about how taxpayers often
respond to higher taxes by investing more income in tax-exempt ac-
tivities or by avoiding income that is more heavily taxed.

If tax rates were to rise on upper-income taxpayers, do you sus-
pect the Federal Government would collect as much as anticipated
in revenue, or would it collect less?

Mr. REYNOLDS. My table 3 kind of addresses that point. As Scott
said, the revenues have gone up even though rates have gone
down. Revenues have gone up because rates have gone down.

Nobody has to realize a capital gain in a taxable account. You
can keep it in an IRA or 401(k), or you can just not realize it and
have an unrealized gain. Nobody has to hold dividend-paying
stocks in a taxable account.

Nobody has to pay tax on interest instruments because they can
always buy tax-exempt bonds.

So it is not really a matter of loopholes. It is just obvious behav-
ioral responses to tax rates. And, when it comes to high incomes—
on earned income, I am kind of a classic example. I have delib-
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erately reduced my earned income by about 90 percent because my
investment income puts me in the top tax bracket.

Senator THUNE. What would happen if rates were to go up on
capital gains and dividends in terms of the effect on the amount
of revenue raised?

Mr. REYNOLDS. It depends on how much. They are already going
to go up a little, 3.8 percentage points, because of the health bill.

I think that will be a—it might be revenue-positive. I do not
think the evidence is quite clear. If you get up around—if you were
to go to, say, 23.8 percent, which has been proposed, on capital
gains, I am pretty sure that would lose revenue over time.

We do not have enough evidence on dividends, but the fact that
dividends tripled in the top 1 percent after the rate was cut is pret-
ty astonishing.

Most of that money, at some rate, would just disappear, and then
the top 1 percent would look poorer on paper because we do not
count unrealized gains or we do not count the interest on tax-
exempt bonds, and we do not count the dividends that are being
collected in a Roth IRA.

Senator THUNE. The tipping point that you alluded to earlier
where the Joint Tax Committee, with their report now, has come
out and said that we have reached that point where 51 percent of
Americans do not have income tax liability, which strikes me, at
least in the time that I have been here, as maybe the first time
that has happened.

That is a trend. We continue to see more and more people who
do not have tax liability, fewer and fewer people in this country
who are actually paying at least some Federal income taxes.

And in your testimony—it was you, Mr. Hodge, who referred to
what some economists are calling the fiscal illusion, the idea that,
when individuals perceive the cost of government to be less than
what it really is because they are not bearing the burden of paying
for it, they tend to demand more of it.

Do you believe that the expansion in the size and scope of gov-
ernment we have seen in recent years is directly related to the
rapid rise in the percentage of Americans who owe no Federal in-
come tax, or are these factors coincidental?

Mr. HODGE. I do think that, when Americans feel or perceive
that government is cheap, they are going to demand more of it.
And right now, they have been convinced that, if we only tax the
rich, we can provide you more benefits.

And so with that kind of a bargain, we will all accept more gov-
ernment if someone else is going to pay for it. If an enterprising
politician says “We are going to tax Canadians in order to provide
you health care,” everyone is going to be in favor of it.

And so right now, when you have half of all Americans with real-
ly no skin in the game, they are going to demand more govern-
ment. And for those who say that they are paying other types of
taxes, this is not exactly true.

Because of the generosity of refundable credits, the Joint Com-
mittee has found that 23 million people get more in refundable
credits than their employee’s share of the payroll tax, and 15.5 mil-
lion get more in refundable credits than both shares of the payroll
tax.
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So these refundable credits are wiping out, not just their income
taxes, but also their payroll taxes, too. That is only the tax side of
the ledger. If we include spending, these people are getting consid-
erably more back from government than they pay in taxes. That,
I think, is inequitable.

Senator THUNE. I see my time has expired. Thank you, Mr.
Chairman.

The CHAIRMAN. If you have more questions, go ahead.

Senator THUNE. Let me just follow-up. You discussed the fact
that what we call tax expenditures can distort economic activity;
for example, causing more demand for things like housing and
health care, where there is preferential tax treatment.

And I guess my question is, as you know, there is a major part
of the administration’s health reform law that consists of tax cred-
its that will go into effect in the year 2014.

Do you expect that these credits are going to make the market
for health-care related services more efficient or more distorted?

Mr. HODGE. I think it is going to be more distorted. I think we
all understand that health care right now suffers from the third-
party payer problem, and that is when someone else, whether it is
an insurer, an employer, or the government, is paying the bills, we
are all going to demand even more of it because it is cheap to us,
and that distorts the marketplace.

And the marketplace—it is the competitive market where we are
all consumers that gives us iPads for $499 and other cheap prod-
ucts that actually become cheaper over time while the quality goes
up.

In health care, that does not happen, and it is all because of this
third-party payer system. As we expand these credits, then we will,
I think, see an erosion of costs, and the quality will go down.

Senator THUNE. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Ms. Aron-Dine—well, strike that one.

A question I have, just generally, is, how do we increase Amer-
ican competitiveness and create more jobs in America with the
code—and there are lots of efforts and lots of ways, clearly.

But unemployment is still too high. Global mobilization is fierce-
ly upon us. A lot of companies are scrambling, in one respect, to
maximize returns to their shareholders, but a lot of Americans—
most Americans would like to have as many jobs as possible in the
U.S., not overseas.

I know that is awfully simplistic, but the real basic question is,
what can we do with the tax code, in your judgment, to help create,
on the margin, generally, more jobs in the United States? Not get-
ting into whether it is manufacturing jobs or financial service jobs
or whatnot, whether moving eventually to a VAT with an income
tax layered on top of it. I think that is what most European coun-
tries do. Would that help or not help?

Some suggest that at least a VAT allows exports, a center for ex-
ports under a VAT system, which we do not have in America. We
had it before this Foreign Sales Corporation/Extraterritorial In-
come (FISC/ETI) was declared illegal in the WTO.

But just generally, irrespective of whether it could be passed this
year or next year, in your general view, what does it take? What
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do we do in the code? We have to have revenue, clearly, for govern-
ment services, fair and moderate and balanced and all that.

But what could we do with the code to help promote more jobs
on the margin?

Mr. SHAVIRO. Well, I think having a less distortionary income tax
with less preferences in it. Also, having, I think, some shift from
income to consumption, although it does raise distributional con-
cerns.

Also, I think the case can be made for a lower domestic business
rate, really a corporate rate, that would tend, over time, to bring
more capital to the U.S. and increase earnings and/or wages and/
or jobs. It would not, I think, have an immediate or dramatic re-
sponse.

One effect that you get from that is that multinational compa-
nies, when deciding where to claim their revenue, where their in-
come was earned, would be more likely to say the U.S. if the tax
rate is lower.

If we do lower the business rate, I think for it to be credible in
the long run, you really have to pay for it. And in addition, there
is a real issue of how that interacts with the top individual rate.

We have not had the situation for decades where the corporate
rate is much lower than the top individual rate, but I think we are
headed to that world.

When you get there, what you basically have is owner-employees
who pay themselves too little salary. So you kind of have to figure
out how to make the tax code and individuals work if there is a
lower corporate rate.

Having a corporation actually becomes a tax shelter, potentially,
if you just want to avoid high individual rates when the two rates
are different. There were mechanisms to deal with this in the law
30 years ago. It is something we might have to revisit if we go
there again.

The CHAIRMAN. Maybe it is just the vogue today, but a lot of
businessmen tell me, “Make my company’s rates lower, and I will
pay more in personal rates.”

Mr. SHAVIRO. Yes.

The CHAIRMAN. I am diverting. Basically, just make it simpler,
with incentives for U.S. as opposed to foreign companies, and that
will help.

Mr. SHAVIRO. Well, a lower U.S rate would tend to increase in-
vestment in the U.S., and income that is reported by businesses
which have enormous discretion—they will report more as U.S. in-
come.

The CHAIRMAN. Right. Mr. Hodge?

Mr. HODGE. I think the quicker that we make our corporate tax
system look like the rest of the world, the sooner we will be more
competitive.

The U.S. has a Niemen Marcus tax system for corporations in a
world in which everyone else has Wal-Mart tax systems. Seventy-
five countries have cut their corporate rate in the last 4 years
alone, and many of those have moved to a territorial tax system.

As T mentioned to Senator Wyden, Britain and Japan were the
latest to do that, and those countries are becoming more competi-
tive at our expense. And the sooner that we cut our corporate tax
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rate dramatically and change to a territorial system that looks like
the rest of the world, the sooner the U.S. economy will recover, and
the more competitive we will be, and the more jobs will stay here.

The CHAIRMAN. But if we cut the corporate rate significantly, we
have to pay for it. Most people think it has to be revenue-neutral.
So, if it is a significant cut, 25-26 percent, that is a lot of revenue.
How do we make it up?

Mr. HODGE. Senator, I would suggest that, instead of looking at
this in a revenue-neutral way, we look at it in a budget-neutral
way. I would cut corporate welfare spending, for instance, as a
means of offsetting some of those revenue losses. I would eliminate
some of the tax expenditures on the corporate code, although that
only allows you to lower the rate to about 29 percent.

The CHAIRMAN. That is right. There is not a lot there, I do not
think.

Mr. HODGE. Right, right. So that is why I think you need to look
on the spending side of the ledger, but also I think we need to un-
derstand that our high rate is essentially losing revenue as income
gets shifted overseas, as profits do not stay in the United States.
Lowering rates will actually increase revenue.

The CHAIRMAN. This is a difficult forum to negotiate in, to talk
in. There is not a lot of time.

Ms. Aron-Dine?

Ms. ARON-DINE. I just want to underscore what Mr. Shaviro said,
that corporate reform really would have to be paid for. If not, I
think you are well-aware that our deficits and debt over the long
run are themselves economic concerns, and simply cutting the rate
and adding to those deficits and debt is not likely to be growth-
enhancing.

I actually think if you cleaned up the code, as Mr. Shaviro sug-
gested, and eliminated some of that preferential treatment for cer-
tain kinds of corporate deductions, that could actually itself add to
the benefits of anything else you did through corporate reform.

The CHAIRMAN. Let me ask this question. Do you lower the cor-
porate rate specifically, then have the larger pass-throughs be
treated as corporations—the large pass-throughs, because there are
some pass-throughs that are making a lot. It is individual, not cor-
porate, and they are businesses. We are talking about business in-
come here.

Why not have the large pass-throughs’ business income pay a
corporate rate and have a lower corporate rate?

Ms. ARON-DINE. It is outside my area of expertise. It certainly
sounds to me like an idea worth considering.

The CHAIRMAN. Mr. Reynolds?

Mr. REYNOLDS. Many countries with much lower corporate rates
than we have collect a lot larger share of GDP from corporate
taxes.

b The CHAIRMAN. That is right. We are very low on a percentage
asis.

Mr. REYNOLDS. I know. We do not collect much from it. That
should tell you something, that there is transfer pricing going on,
and there is debt. How do you get the effective rate below the stat-
utory rate? You borrow up to your eyebrows. Do we want that? Is
that a good thing? Not when times get bad, it is not a good thing.
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The CHAIRMAN. Would you limit the deductibility of debt?

Mr. REYNOLDS. I would just question the static revenue esti-
mates. That is a major reform, and that is interesting. I would like
to make an additional point. The countries, the BRIC countries,
what did they do?

Remember, a lot of businesses are still taxed as individuals.
Brazil cut their top tax rate from 55 to 27.5 percent individual rate.
India cut it from 60 to 30; South Korea from 89 to 36; Russia from
60 to 13; Singapore from 55 to 20.

You want to know how to compete with those countries? It is not
by raising the highest tax rates.

The CHAIRMAN. I am way over my time.

Senator Hatch?

Senator HATCH. Thank you, Mr. Chairman.

I think all four of you have been very interesting for me today,
and I think everybody else, for that matter.

As to Senator Wyden’s exchange with Ms. Aron-Dine, we need to
be careful about the use of the term “loophole.”

The foreign tax credit system is designed to eliminate double tax-
ation of U.S.-based companies’ foreign income. Likewise, deferral is
a complicated and perhaps not a perfect system. In fact, I am sure
it is not perfect, and going to a better system, it seems to me,
would be a wise move for us.

Now, it modifies the unique U.S. system worldwide—tax system
worldwide—it modifies that system so that U.S.-based companies
are not on a level playing field with foreign-owned companies.

Now, these are not loopholes. They are broad-based policies that
we are trying to take care of. Perhaps not perfect policies, but nev-
ertheless, not loopholes. So I just want to mention that.

Ms. Aron-Dine, you recommend expanding the EITC. Now, how
would that increase the percentage of those who do not pay taxes?

Ms. ARON-DINE. In my testimony, I specifically recommended po-
tentially expanding the EITC for people without children, and this
is the one category of people—we are talking about people not pay-
ing income taxes. These people actually begin to owe income taxes
before their earnings reach the poverty line.

That is because the maximum EITC for them is about $450,
which is not enough to eliminate their income—to offset their in-
come tax liability, even when they are still in poverty.

So that is why I think this group potentially deserves your atten-
tion if you are thinking about ways to improve the tax code.

Senator HATCH. Let me ask Mr. Hodge and Mr. Reynolds this.
I would like to focus on income mobility, and, while I am sure
many would like to claim that the rich are getting richer, I would
like you to comment on two findings by the Treasury Department’s
Office of Tax Analysis.

First that, of the richest 1 percent in 1996, 75 percent were in
a lower income group by 2005. And second, during that same time-
frame, the median income of the lowest income quintile increased
by 90.5 percent, while the median income for the highest income
quintile increased by only 10 percent.

Could you comment on that, Mr. Hodge, Mr. Reynolds, and oth-
ers as well, if you care to?
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Mr. HODGE. I think the study very clearly showed that, for the
lowest-income individuals in particular, that real wage growth was
the driver for them to move from the lowest quintile into higher
quintiles over that period of time.

More interestingly, I think, also, is to look at the incidence at the
top, where what we find is that it is really one-time events that
often move people into the top deciles or even the top 1 percent or
.1 percent, where it is the sale of a business, it is the sale of stocks,
it 1s a 1-time event that launches them from maybe an upper mid-
dle class income to an exceptionally high income tax, then they
move down after that.

So, once they have sold their business—they have made $1 mil-
lion or $10 million—over time, they move back down toward where
they were because that 1-time event is gone, and we find in a study
that we did at the Tax Foundation that more than half of all so-
called millionaires were only on that list once.

In a similar study that the IRS does on the Fortunate 400, look-
ing at the wealthiest 400, of that 400 people, only 15 percent were
on that list more than once. So it is really these one-time events
that tend to drive people into those upper income brackets.

Senator HATCH. Mr. Reynolds?

Mr. REYNOLDS. Often, when we compare rich and poor, we are
looking at the same people at different stages of their life. It is a
snapshot, and life is a motion picture.

I have been in the bottom 10 percent and the top maybe even
1 percent if I sold a lot of stock, and I enjoyed it all. It is a matter
of getting old and putting some money away.

But we do tend to forget that rather obvious point. There is plen-
ty of mobility over a lifetime. I have a chapter on this topic in my
book “Income and Wealth.” I am not here to sell books, but there
is a lot of bad data on that topic, as a lot of other topics.

Ms. ARON-DINE. If I could just make two points. One is that I
certainly would not dispute that there is mobility, and particularly
that some of this is related to age. But when some economists
looked at data where they looked at people’s earnings over 10
years, as they looked at a whole 10-year period and they looked at
people of comparable ages, they found that there was still very sub-
stantial inequality, and, for male earners, a rise over time just like
you saw in a snapshot picture.

So I do not think it makes these disparities that we have been
talking about go away even if you look over a longer period.

The other thing I think we should keep in mind is inter-
generational mobility—the potential for people from low-income
groups to see their kids do much better—and the level of intergen-
erational mobility is not as high as I at least would like.

A child born into the bottom quintile of the distribution has a 35-
percent chance of getting to the middle income or better, but a 42-
percent chance of staying stuck at the bottom. And I think there
are things we could do to provide more opportunity that would be
very worth doing.

Senator HATCH. My time is up, Mr. Chairman. I think I am going
to have to leave.

The CHAIRMAN. Thank you all very much. This is a long, involved
process. I think, clearly, the corporate and individual tax code has
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to be reformed, and I am uncertain how long it is going to take.
But these hearings help a lot, and I want to thank you very much
for your very thoughtful analysis and taking the time to come and
talk to us and answer our questions.

The hearing record will be left open for several days. Today is
Monday. At least until the end of the week. So, if Senators have
questions, I will ask them to get them to you by the close of busi-
ness today, and, if you could get the responses back by the end of
the week, I would deeply appreciate it.

Thank you very much. The hearing is adjourned.

[Whereupon, at 11:56 a.m., the hearing was concluded.]
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Chairman Baucus, Ranking Member Hatch, and members of the Finance Committee, thank you
for the opportunity to appear before you today to discuss the distribution of tax burdens and the fairness
of the tax system. My name is Aviva Aron-Dine. Iam currently a Ph.D. candidate in the economics
department at the Massachusetts Institute of Technology, focusing on public finance and labor economics.
Previously, I was a policy analyst at the Center on Budget and Policy Priorities, where I worked on
federal tax issues, with a particular emphasis on income and estate taxes and the taxation of low- and
moderate-income households.

The federal tax system contributes to creating a more equitable society in two important ways.
First, federal taxes raise the revenue that is used to fund social insurance programs that protect the elderly
and the disabled, safety net programs that alleviate hardship for the most vulnerable families, and public
goods such as national defense and infrastructure. Second, the modestly progressive federal tax system
levies somewhat higher rates on those with the greatest ability to pay, while imposing lower rates on
those with lower incomes and supplementing earnings for the lowest-income working families with
children.

Over the next few years, Congress — and especially this committee — will face critical decisions
about how much revenue to raise and whom to raise it from; both of these decisions will affect the
faimess of the overall fiscal system. In my testimony, I will provide some background on the economic
and fiscal context for these decisions and then discuss two specific policy issues: income tax rates on top

incomes and provisions of the tax system that support low- and moderate-income working families.
Context for Tax Reform

Over the past 30 to 40 years, the income distribution in the United States has pulled apart.
Congressional Budget Office data show that, in 1979, the top 1 percent of households received 9 percent

of total national income — or about the same share going to the bottom 25-30 percent of households. By

2007, these households received 19 percent of national income - about the share going to the bottom 50
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percent of households.' Put another way, the average income of households in the top 1 percent is now
more than 100 times the average income of households in the bottom fifth of the income distribution and
about 30 times the average income of households in the middle fifth.

Rising income disparities would be less troubling if increased inequality had been accompanied
by broadly shared prosperity. But in fact, at roughly the same time as income growth accelerated for the
highest-income households, it stowed to a sputter for low- and even middle-income Americans. The
average income of households in the top 1 percent of the distribution grew by a remarkable 241 percent
between 1979 and 2007 (the latest year for which the CBO data are available), after adjusting for
inflation. Meanwhile, average income for households in the bottom fifth of the income distribution grew
by only 11 percent (less than half a percent per year), and average income for households in the middle
fifth grew by only 19 percent (less than 1 percent per year). Median earnings for male workers — the
earnings of the man in the exact middle of the earnings distribution — were about the same in 2009 as in
the late 1960s* Median earnings for women rose through the 1980s and 1990s, as a rising share of
women started working full-time and as more women obtained college degrees, but in the most recent
decade, women’s earnings also stagnated (even before the recession). * In sum, after several decades
following World War II during which the incomes of low-, middle-, and high-income households all rose
steadily together, living standards started rising far more quickly for those at the top of the distribution
and far more slowly for all other groups.

One might have hoped that the rise in inequality would have been offset by greater economic
mobility: greater opportunity for low-income families to rise into the middle-class or to see their children
do so. But in fact, increases in income inequality were not offset by any increase in economic mobility.
Using Social Security earnings data, economists Wojciech Kopczuk, Emmanuel Saez, and Jae Song
looked at individuals® earnings over long periods of time and found that, among male workers, mobility
has if anything declined over the last several decades.” Meanwhile, intergenerational economic mobility

remains quite low. Researchers from the Economic Mobility Project (a joint project of researchers from

! Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010,
http://www.cbo.gov/publications/collections/collections.cfm?collect=13.

2 Michael Greenstone and Adam Looney, “Have Earnings Actually Declined?” Hamilton Project, March 4, 2011,
http://www brookings.edu/opinions/2011/0304_jobs_greenstone_looney.aspx.

3 Michael Greenstone and Adam Looney, “Women in the Workforce: Is Wage Stagnation Catching Up With Them
Too?” Hamilton Project, April 26, 2011,

http://www.brookings.edu/opinions/201 1/0401_jobs_greenstone looney.aspx.

* Wojciech Kopczuk, Emmanuel Saez, and Jae Song, “Earnings Inequality and Mobility in the United States:
Evidence From Social Security Data Since 1937,” Quarterly Journal of Economics, 2010, available at
hitpy/elsa.berkelev.cdu/~saez/kopezuk-saez-songQIE 1 Omobility pdf.
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the American Enterprise Institute, the Brookings Institution, the Heritage Foundation, the New America
Foundation, and the Urban Institute) have found that, according to the most recent available data, a child
born into a family in the bottom fifth of the income distribution has only about a 35 percent chance of
making it into the middle income group or above, less than the 42 percent chance that he remains trapped
in the bottom fifth. There are even some worrisome indicators that children’s opportunities may be more
constrained by their parents’ incomes than in the past. For example, a recent analysis examined the
likelihood that different students with the same standardized test scores but different family incomes
would go to college. The researchers found that family income played a larger role in determining
whether a student with a given test score would go to college in the early 2000s than it did in the early
1980s.?

Why inequality has risen so dramatically since the late 1970s is unclear. While policy (for
instance, a decline in the real value of the minimum wage®) probably played a role, other factors,
particularly a still-not-very-well-understood increase in the economic returns to education, were likely
more important. In addition, the explosive growth of the financial sector and compensation for financial
indusiry executives appears to have played an important role in the sharp rise in incomes at the very top
of the distribution.”

But while policy was probably not a primary cause of rising pre-tax inequality and slowing
income growth for low- and middle-income Americans, policy — in particular, tax policy — did less than it
might have to lean against these trends; in some respects, it even leaned into them. The federal tax
system has become Jess progressive over time, with total federal effective tax rates falling the most for the
high-income households that saw the strongest growth in their before-tax incomes. The CBO data show
that while pre-fax incomes for the top 1 percent of households grew by 241 percent between 1979 and
2007, after-tax incomes rose by an even larger percentage, 281 percent, because federal tax rates on high-
income households fell over the same period in which their pre-tax incomes increased so dramatically.
Put differently, if effective tax rates had remained the same over this period, average income within the
top 1 percent would have risen by about $850,000 (in 2007 dollars). But in fact, average afier-tax income

rose by almost $1 million (to about $1.3 million), with reductions in federal effective tax rates

* Philippe Belley and Lance Lochner, “The Changing Role of Family Income and Ability in Determining
Educational Achievement,” Journal of Human Capital, 2007.

¢ David . Lee, “Wage Inequality in the United States During the 1980s: Rising Dispersion or Falling Minimum
Wage?” Quarterly Journal of Economics, 1999, available at http://www.princeton.edu/~davidlee/wp/inequality. pdf.

7 Steven N. Kaplan and Joshua Rauh, “Wall Street and Main Street: What Contributes to the Rise in the Highest
Incomes?” Review of Financial Studies, 2010.
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contributing the extra $150,000.° During this same period, CBO finds that average after-tax income for
the bottom fifth of households rose by $2,400, and average after-tax income for the middle fifth of
households rose by $11,200.

Today, the federal tax system, considered as a whole (including individual and corporate income,
payroll, and excise taxes), is only modestly progressive, meaning that it does a modest amount to make
the distribution of income less unequal. For example, CBO estimates that the top 1 percent of houscholds
have 19 percent of income before taxes and 17 percent after federal taxes, while the bottom 20 percent
have 4 percent of income before taxes and 5 percent after taxes. State and local tax systems — most of
which are regressive — likely undo some of that already limited progressivity.

I bring up all this background because I think it supplies two important pieces of context for tax
policy and tax reform. First, the level and the share of national resources going to those with the highest
incomes have increased dramatically in recent decades, and are far higher, for instance, than when
Congress last considered major tax reform legislation. High-income households have also benefited
substantially from the tax changes of recent decades. Second, the level of resources available to low- and
middle-income households has increased only modestly, while their share of total national resources has
fallen. While income trends are very difficult to predict, some economists expect technological change
and globalization to interact in ways that make it more likely than not that these trends will continue in
coming decades.’

There is, of course, another important piece of context for tax reform of which you are well
aware. The federal budget is currently on an unsustainable course. At some point, deficits will have to be
reduced to sustainable levels through some combination of spending cuts and tax increases.

As illustrated by recent efforts (such as the House-passed budget resolution), closing our large
projected deficits entirely through spending cuts would inevitably require deep cuts in social insurance
and safety net programs, thereby worsening poverty and hardship, especially among the low- and
moderate-income elderly and other low-income households. Trying to close deficits entirely on the
spending side would also likely require deep cuts in areas such as Head Start, K-12 education, Pell Grants
and other student aid, and children’s health and nutrition, programs that help create opportunities for

children from low- and moderate-income families to succeed. Thus, a core requirement for “equitable”

& While some of this reduction comes from a drop in corporate effective tax rates (and there is some controversy
over how much of the corporate tax is borne by high-income households), the highest-income group saw a large
reduction in its tax burden even if one focuses exclusively on individual income taxes - particularly in the most
recent decade.

? See for example David Autor, “U.S. Labor Market Challenges Over the Long Term,” October 5, 2010, available at
http:/lecon-www.mit.edu/files/6341.
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tax reform should be that it raises enough revenue to allow for a more balanced approach to deficit
reduction. While there is widespread acceptance of the need for shared sacrifice and a widespread
expectation that spending cuts will play an important role in deficit reduction, putting revenues on the
table as well would make it possible to put the federal budget on a sustainable path without breaking basic

commitments to the elderly, the disabled, low-income children, and other vulnerable Americans.

Options for Revenue-Raising Tax Reform

This committee has heard a great deal in recent weeks about opportunities to reform the tax code
and raise revenue by eliminating or redesigning tax expenditures. I share the view articulated by many
other witnesses that cleaning up the tax base should be a major component of tax reform and has the
potential to contribute to deficit reduction while simultaneously improving the efficiency and faimess of
the tax system.

I would like to focus my testimony, however, on the role that changes in high-income marginal
tax rates can play in an equitable approach to tax reform and deficit reduction. No one is proposing to
close the nation’s projected budget gaps entirely, or even largely, by raising top income tax rates.
However, many people reasonably believe that, in light of the dramatic and growing disparities in the
resources available to high- versus lower-income families, high-income Americans can better afford a
modest increase in their tax burdens than low- and middle-income Americans or the elderly can afford
severe program cuts. For example, if top marginal income tax rates were restored to the levels of the
1990s, and the tax rates on capital gains and dividends were returned partway to their 1990s levels (as
proposed in the President’s budget), the top 1 percent of households would still enjoy after-tax incomes
averaging well over $1.2 million, more than $900,000 higher than in 1979 and more than $650,000 higher
than in 1990. But this change would raise about $80 biilion per year, according to CBO/Joint Committee
on Taxation estimates. It seems reasonable and equitable that any deficit reduction package that asks for
sacrifices from middle-income families also make some demands on the most fortunate.

Some have suggested that raising income tax rates on high earners above their current levels just
won’t work, or would be counterproductive. The argument is that higher rates either will not raise much
revenue or will so damage the economy that low- and middle-income Americans would actually be worse
off than if they had borne the brunt of deficit reduction measures directly. If true, this would be very
unfortunate, since it would leave policymakers with no option except to concentrate most or all of the
burden of deficit reduction on low- and middle-income families. Fortunately, however, increasing tax
rates on top earners would raise significant revenue (in line with what the Joint Committee on Taxation

projects) and would have at most modest effects on the economy.
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One way to see this is simply to consider the experience of the 1990s. If raising tax rates were as
harmful to the economy and revenue growth as has sometimes been claimed, then one would expect to
see some sign of this in the historical data. Instead, the data show that real federal income tax revenues
grew by 6 percent per year during the 1990s business cycle (during which tax rates were increased), as
compared to 2 percent per year during the 1980s and roughly 0 percent per year during the 2000s
(decades in which top tax rates were cut).'” Meanwhile, GDP growth over the 1990s business cycle was
about the same as during the 1980s and somewhat stronger than in the 2000s. The real incomes of the top
1 percent also grew a bit faster (7 percent per year) during the 1990s as during the 1980s (5 percent per
year) or the 2000s (3 percent per year). This is the opposite of what one would expect to see if tax
increases on high-income households led to large drops in their pre-tax incomes.

The same basic conclusion about tax rates, revenues, and the economy emerges from economic
research that estimates how much high-income taxpayers reduce their incomes in response to changes in
income tax rates. The modern work in this area, which takes into account underlying trends in the income
distribution, finds fairly modest responses to tax rates.”’ Moreover, the responses economists have
measwred are generally in line with what the Joint Committee on Taxation assumes about the
responsiveness of income to tax rates. That is, the Joint Tax Committee’s estimate that increasing top
rates would raise substantial revenue is a best estimate affer taking into account plausible estimates of the
extent to which high-income taxpayers reduce their taxable incomes in response to tax increases.””

Economists have estimated not just how much high income taxpayers reduce their incomes in
response to tax changes but also in what ways they do so. Typically, when people worry about the effect
of upper-income tax rates on GDP and on lower-income households, they worry that higher tax rates will
lead high-income people to work less. However, a large body of evidence finds that labor supply (the
amount people work) ~ including the labor supply of high earners — is at most very modestly responsive

to tax rates.”’ Instead, the main way that high-income taxpayers respond to taxes is by shifting their

1® While some have suggested that strong revenue growth during the 1990s was due to the 1997 capital gains tax cut,
individual income tax revenues also grew more rapidly between 1990 and 1997 than during the 1980s or 2000s.

' For a survey, see Emmanuel Saez, Joel Slemrod, and Seth Giertz, “The Elasticity of Taxable Income with Respect
to Marginal Tax Rates: A Critical Review,” Journal of Economic Literature, forthcoming, available at

http://elsa.berkeley.edw/~saez/saez-slemrod-giertzJEL 10final. pdf.

12 More technically, Joint Tax assumes an “elasticity of taxable income™ (a term for the responsiveness of income to
tax rates) of between 0.2 and 0.3. This is in the range of the consensus estimates from the economics literature, once
one accounts for the fact that some of the income that disappears from the personal income tax base does not
disappear from the tax base altogether. For example, some of it is sheltered in corporations and therefore taxed by
the corporate tax, while some is shifted into deferred compensation and taxed in later years.

13 Saez, Slemrod, and Giertz summarize: “With some notable exceptions, the profession has settled on a value for
this elasticity [the labor supply response to tax rates] close to zero for prime-age males.” For evidence on high
earners specifically, see Jeffrey Liebman and Emmanuel Saez, “Eamings Responses to Increases in Payroll Taxes,”
2006. In addition, Jon Gruber and Emmanuel Saez have found that that “broad income” ~ income before
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income into forms that are taxed less heavily or not taxed at all. For example, they may decide to take
more of their income in the form of deferred compensation (thus deferring taxes), shelter more income in
corporations (if the top corporate rate is below the top individual rate), or claim more incomme tax
deductions.

These non-labor supply responses are inefficient, and they reduce revenues, which is why they
are taken into account in the Joint Committee on Taxation estimates. But the fact that most of the
response of top incomes to tax rates comes from tax avoidance behaviors rather than reductions in labor
supply is important, for two reasons.

First, it means that if the tax code were reformed to provide fewer opportunities for income
shifting and tax avoidance, high incomes would become less responsive to tax rates, and raising tax rates
would have lower efficiency costs while raising more revenue. (One study found that this is exactly what
happened after the passage of the 1986 Tax Reform Act.™®)

Second, income shifting and tax avoidance generally do not reduce GDP or economic growth,
and it is unlikely that they impose economic costs on anyone but the high-income taxpayers themselves.
As noted above, the most common argument against raising tax rates at the top is that such increases hurt
other, non-high-income taxpayers. While there are at least some theories under which a reduction in the
labor supply of high earners could hurt middle- and lower-income people, it is much more difficult to
come up with any theory for why high-income taxpayers shifting more of their earnings into lower-taxed
forms would reduce earnings for middle- or lower-income individuals.

The bottom line is that raising taxes on high earners does raise significant revenue and imposes
only modest efficiency costs. There is no plausible case to be made that middle- and low-income
households would be better off bearing more of the costs of deficit reduction rather than sharing these
costs with high-income households.

The Importance of the Earned Income Tax Credit and Refundable Child Tax Credit
Finally, I would like to discuss two provisions of the tax code that represent a success story in

using the tax system to lean against the trend toward rising inequality and wage stagnation, reduce

hardship among families with children, and promote and reward work. The Earned Income Tax Credit

exemptions and deductions — is only modestly responsive to tax rates, even among high earners. The response of
“broad income” should be closer to — but still larger than - the true labor supply elasticity. See Jon Gruber and
Emmanuel Saez, “The Elasticity of Taxable Income: Evidence and Implications,” Journal of Public Economics,
2002,

14 Waojciech Kopczuk, “Tax Bases, Tax Rates, and the Elasticity of Reported Income,” Journal of Public Economics,
2005.
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(EITC) was created in 1975 and was subsequently expanded under presidents and Congresses of both
parties. It increases the returns to work for low-wage workers with children by supplementing their
earnings and offsetting their payroll tax burdens and the tax burdens imposed by typically regressive state
and local tax systems. Since 2001, many low- and moderate-income families have also benefited from
the Child Tax Credit, which provides a tax benefit of $1,000 per child to middle- and upper-middle-
income households and which was made partially refundable so that low-income working parents could
benefit from it as well. Reforms to the Child Tax Credit enacted in 2008 and 2009 addressed the problem
that miilions of children in low-income working families (including, for example, the child of a full-time
minimum wage worker) were not eligible for the full credit, while maintaining the rule that only parents
with meaningful work income can benefit. (In addition, recent improvements to the EITC reduced
marriage penalties and provided some additional assistance to families with three or more children.)

‘ As I believe you have heard from other witnesses in recent weeks, for many tax credits and
deductions, we either have little evidence on whether they are achieving their goals, or we have evidence
that they are ineffective or counterproductive. In contrast, study after study has found that the EITC
raises the labor force participation rate of single mothers. Studies of the EITC expansions of the 1980s
and 1990s, for example, find that these increases in the EITC raised the labor force participation rate of
single mothers by 7 percentage points or more, or, equivalently, that they induced more than halfa
miltion people to enter the labor force." In addition, a study by two economists at the Federal Reserve
Bank of Chicago found that many families use their EITC payments to help with vehicle purchases or
other transportation expenses that are necessary for them to maintain employment or get a better job.'®
The creation of the refundable CTC, which is also available only to families with earnings, has
complimented and strengthened the EITC’s pro-work effects.

The EITC and refundable CTC are also well-targeted and effective at achieving the goals of
reducing child poverty and alleviating hardship for low-income families with children. Together, the
EITC and the refundable Child Tax Credit now lift 7.2 million people out of poverty, including 4 million
children.”” The recent reforms to the CTC and EITC are themselves responsible for lifting 1.5 million

% See for example Eissa and Liebman, *Labor Supply Response to the Earned Income Tax Credit,” Quarterly
Jowrnal of Economics, 1996; V. Joseph Hotz, Charles H. Mullin, and John Karl Scholz, “Examining the Effect of
the Earned Income Tax Credit on the Labor Market Participation of Families on Welfare,” 2006; and Bruce D.
Meyer and Dan T. Rosenbaum, “Welfare, the Earned Income Tax Credit, and the Labor Supply of Single Mothers,”
Quarterly Journal of Economics, 2001,

! Andrew Goodman-Bacon and Leslie McGranahan, “How Do EITC Recipients Spend Their Refunds?” Federal
Reserve Bank of Chicago, 2008.

17 Arloc Sherman, “Despite Deep Recession and High Unemployment, Government Efforts ~ Including the
Recovery Act — Prevented Poverty From Rising in 2009, New Census Data Show,” Center on Budget and Policy
Priorities, January 5, 2011, http//www.chpp.org/files/1-5-11pov.pdf.
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people out of poverty. Moreover, surveys find that the EITC plays a crucial role in helping working
families make ends meet and avoid hardship, allowing them to pay bills and cover basic expenses like
rent, utilities, and food."® The EITC has also helped compensate for the declining real value of the
minimum wage.

Recently, some have expressed concerns about the fact that the EITC and CTC eliminate income
tax Hability for many low- and moderate-income families with children. In particular, many have cited a
Tax Policy Center estimate that 47 percent of Americans owed no income tax in 2009; perhaps 35-40
percent would owe no income taxes in a more typical, non-recession year (and without the now-expired
Making Work Pay Credit and partial income tax exemption for unemployment insurance benefits).

The “47 percent” figure is often cited as if it were self-evidently problematic, but this is not the
case. What matters is the overall fairness of the fiscal system, not a headcount of how many people pay
one particular federal tax. In the U.S. today, we have a broad-based payroll tax, regressive federal excise
taxes, and individual and corporate income taxes that are quite progressive. When all federal taxes are
taken into account, CBO finds that even the lowest-income fifth of households pay 4 percent of their
incomes in federal taxes, while the second-lowest income group pays 11 percent of its income in federal
taxes. In addition, state and local tax systems are typically regressive and often impose significant
additional tax burdens on low- and moderate-income families. There is nothing obviously wrong with
having one component of the overall tax system that is paid only by better-off households.

Some have suggested that the problem with people not owing income taxes is that they lack a
“stake in the system,” perhaps meaning that they lack a stake in making sure government operates
efficiently and effectively. In thinking through this argument, it may be helpful to think about what types
of people end up owing no income taxes and whether we really think any of these groups lack a “stake in

the system” or should pay substantially more in taxes.

e Many of the people who owe no federal income taxes are either elderly, students, or individuals
with incomes lower than the standard deduction and personal exemption (89,500 for an
individual). In other words, many of the people who owe no federal income taxes would owe no
income taxes even without the EITC and CTC, and the only way to make them pay income taxes
would be to either raise taxes on Social Security benefits or cut the standard deduction or personal

exemption, the sum of which is already below the federal poverty line for an individual.

% Timothy M. Smeeding, Katherin Ross Phillips, and Michael O’Connor, “The EITC: Expectation, Knowledge,
Use, and Economic and Social Mobility,” National Tax Journal, 2000.

! Roberton Williams, “Why Nearly Half of Americans Pay No Income Tax,” Tax Notes, June 7, 2010,
http://www.taxpolicycenter.org/UploadedPDF/412106_federal income tax.pdf.
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e Another large group of people owing no income tax are low-income working families with
children who benefit from the EITC and refundable Child Tax Credit. As noted above, for many
families (including, for example, a parent of two working full-time at the minimum wage), the
EITC and CTC make the difference between poverty and being able to provide necessities for

their children, and they also boost the incentive to work for people with lirnited earning potential.

*  The third major group of households not owing income taxes are moderate-income working
families (families with incomes between 100 percent and a little over 200 percent of the poverty
line) who are in the EITC “phaseout” range but for whom the EITC still defrays income taxes and
provides some assistance. These households, many of which receive fairly small refundable
credits, are somewhat better off but hardly comfortable, and many of these moderate-income
households pay substantial state and local taxes, as well as payroll taxes. Moreover, if we wanted
to raise the share of moderate-income families paying income taxes and target the EITC more
narrowly to the very lowest-income families with children, we would have to phase out the EITC
at higher rates. This would be equivalent to raising marginal tax rates substantially for workers

just a little above the poverty line.

1t is also worth noting that many people in all of these groups pay income taxes at other points in
their lives, just not in a particular year. For example, the large increase in the share of households not
paying income taxes in 2009 and 2010 was due in part to the recession and the fact that the income tax is
designed to automatically cushion the blow in bad years. Similarly, even in more normal economic times,
EITC recipients often receive the credit during a few hard years or when their children are young and then
end up paying substantial positive income taxes at other points in their lives. For these workers, the
income tax operates just like any other social insurance program {such as unemployment insurance),
collecting premiums in good years and providing assistance in bad.

In light of the EITC and refundable CTC’s successes, I would urge that tax reform not only
preserve these credits - including the important reforms enacted in 2008 and 2009 - but strengthen them.
In particular, amidst all the discussion of low-income workers who do not owe income taxes, it is easy to
lose sight of a group of workers that, now that the Making Work Pay Credit has expired, will again begin
owing positive income tax before their earnings even reach the poverty line. The maximum EITC for
workers without dependent children is only $464; the childless workers’ credit is not generous enough to
eliminate income tax liability for workers at the poverty line, nor is it large enough to provide much of a

work support or work incentive. Improving the childless workers’ EITC could build on the success of the
EITC for families with children by enhancing work incentives for low-wage workers without children,
especially for less-educated men (a group whose labor force participation rates have declined in recent

decades). It would also help reduce hardship among this very low-income group.



47

Senate Finance Committee Hearing
“Is the Distribution of Tax Burdens and Tax Benefits Equitable?”
May 3, 2011
Responses to Questions for Ms. Aviva Aron-Dine

Questions from Senator Orrin Hatch

1. Ms. Aron-Dine, on page 4 of your written testimony, you write, “the level and the share
of national resources going to those with the highest incomes have increased dramatically
in recent decades.” Please specify exactly which national resources have gone to high
income individuals. Are you referring to personal income or private property? Do you
think the assets and resources of individuals belong to those individuals or to the
government?

In my written testimony, I referenced data on the distribution of income from the Congressional
Budget Office.! The CBO dataset provides information on the distribution of both pre- and post-
tax income, where pre-tax income includes wages and salaries, investment income, business
income, pension income, and income from cash (e.g. Social Security) and some non-cash (e.g.
Medicare and Medicaid) transfer programs. The CBO data show that the share of total pre-tax
income going to the top 1 percent of households rose from 9.3 percent in 1979 to 19.4 percent in
2007 (the latest year for which these data are available). The share of after-tax income going to
the top 1 percent of households rose from 7.5 percent in 1979 to 17.1 percent in 2007.

With respect to the question about property rights, my view is that the federal government should
impose taxes in order to pay for programs and services including public goods, social insurance,
and the safety net and that tax burdens should be allocated based on ability to pay.

Questions from Senator John Kerry

1. During the hearing, a statistic from the Joint Committee was repeatedly referenced. For
2009, the Joint Committee on Taxation estimated 51 percent of all households, which
includes filers and non-filers, had either zero, or negative income tax liability for tax year
2009. The Committee also found that 30 percent of tax units received a refundable tax
credit. Can you explain how the 51 percent that do not pay income taxes contribute their
fair share in taxes? In addition, can you explain the type of refundable tax credits
received by 30 percent of tax units?

In thinking about whether individuals are paying their “fair share” in taxes, what matters is the
overall fairness of the fiscal system, rather than how many people pay one particular federal tax.
In the United States, we have a broad-based payroll tax, regressive federal excise taxes, and
individual and corporate income taxes that are quite progressive. When all federal taxes are

! Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010,
http://www.cbo.gov/publications/collections/collections.cfm?collect=13.
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taken into account, CBO finds that even the lowest-income fifth of households pay 4 percent of
their income in federal taxes, while the second-lowest income group pays 11 percent of its
income in federal taxes. > In addition, state and local tax systems are typically regressive and
often impose significant additional tax burdens on low- and moderate-income families.

Fairness should also be assessed relative to ability to pay, and so it’s worth noting that the
households not owing federal income taxes are mostly elderly households dependent on Social
Security income, single individuals with incomes below the poverty line, and families with
children with incomes below twice the poverty line.

As you note, the Joint Committee on Taxation estimates that in 2009, 30 percent of households
received refundable tax credits. Many of these households likely received the Earned Income
Tax Credit, a refundable tax credit that increases the returns to work for low-wage workers by
supplementing earnings and offsetting payroll tax burdens. In addition, some of the households
receiving refundable credits would have benefited from the refundable portion of the Child Tax
Credit. The Child Tax Credit provides a tax benefit of $1,000 per child to middle~ and upper-
middle-income households and, because it is partially refundable, low-income households can
benefit from it as well (though they often do not receive the full $1,000 per child credit). Finally,
in 2009 and 2010 only, working households could also benefit from the refundable Making
Work Pay Credit, a $400 per worker credit enacted as a stimulus measure. However, this credit
has now expired and will not be available for 2011.

2. Did the economic downturn impact tax liability for 2009?

The economic downturn sharply reduced incomes, thereby reducing income tax liability and
increasing the share of households not owing federal income taxes.

3. What role do you think temporary tax credits such as the Make Work Pay Tax Credit
enacted to help working families during the economic downturn bad an impact on tax
liability for 2009?

The Making Work Pay Credit and the partial income tax exemption for unemployment benefits,
both of which were enacted as part of the American Recovery and Reinvestment Act of 2009
(ARRA), were intended to help struggling families by reducing their income tax liability. Asa
result, they naturally reduced the share of families owing income taxes. Both of these tax
provisions have now expired.

Without these provisions, and once the labor market truly recovers from the recession, one would
expect that 35-40 percent of households (rather than 51 percent) will owe no federal income tax.

4. Do you think refundable credits such as the Make Work Pay Tax Credit, the Earned
Income Tax Credit, and the Child Tax Credit help stimulate the economy during an
economic downturn? If so, do you think tax cuts to the top 1 percent have the same
impact on the economy during a downturn?

? Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010,
http://www.cbo.gov/publications/collections/collections.cfm?collect=13.
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Refundable credits almost certainly provide significant economic stimulus during a downturn,
since they go to low- and moderate-income families that are struggling to make ends meet and
that are therefore very likely to spend any additional income they receive. More generally, the
fact that the share of households with no income tax liability rises during recessions is a form of
“automatic” stimulus. Because the income tax is progressive, tax liability automatically falls
when incomes fall (as they do during recessions), which leaves families with more cash to spend
and thus stimulates the economy.

In contrast, tax cuts for high-income households provide very little stimulus, since these
households are likely to save rather than spend much of the additional income. When economist
Mark Zandi simulated the effects of various tax measures on GDP, he found that extending the
income tax cuts enacted in 2001 and 2003 would increase GDP by only about $0.35 per dollars
spent. Extending the refundable credit measures from ARRA, on the other hand, would increase
GDP by about $1.20 per dollar spent.?

5. @have always believed a tax system should be progressive and at the same time fair.
Revenue should be collected to help fund the government and we should also take into
account the ability to pay. I am concerned about rising high-end income concentration.
As income increased for the top one percent, did their tax liability decrease because of the
2001 and 2003 tax cuts? Do you believe those in the top 1 percent benefit less from tax
expenditures than those in the middle?

Now that they are fully in effect, the Urban-Brookings Tax Policy Center estimates that the 2001
and 2003 tax cuts reduce federal tax liability by an average of $72,000 per year for households in
the top 1 percent of the income distribution, raising after-tax incomes by 7 percent for this
group.” These tax cuts are much larger (in dollar terms and as a share of income) for high-
income households than for middle- or low-income households.

But the trend toward lower tax rates on high-income households actually began well before the
2001 and 2003 tax cuts. As I explained in my written testimony, the federal tax system has
become less progressive over the last several decades, with total federal effective tax rates falling
the most for the high-income households that saw the strongest growth in their before-tax
incomes. CBO data show that, while pre-tax incomes for the top 1 percent of households grew
by 241 percent between 1979 and 2007, affer-fax incomes rose by an even larger percentage, 281
percent, because tax rates on high-income households fell over the same period in which their
pre-tax incomes increased so dramatically.® Put differently, if federal effective tax rates had
remained the same over this period, average income within the top 1 percent would have risen by
about $850,000 (in 2007 dollars). But in fact, average affer-fax income rose by almost $1
million (to about $1.3 million), with reductions in federal effective tax rates contributing the

3 Mark Zandi, “Too Soon to Pull Back Fiscal Policy Support,” Moody’s Analytics, December 6, 2010, available at
http://www.cbpp.org/files/2010-12-6econ.pdf.
* Urban-Brookings Tax Policy Center Table T10-0232, available at http://www taxpolicycenter.org/numbers/

Content/PDE/T10-0232 pdf.
® Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010,

hitp:/fwww.cho.gov/publications/collections/collections.cfm7collect=13.
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extra $150,000. (Roughly half of the reduction in average effective tax rates took place before
the 2001 tax cuts.) Moreover, economists Thomas Piketty and Emmanuel Saez have
documented that the drop in federal tax rates since the 1970s was even larger for households with
even higher incomes, for example, those in the top tenth of 1 percent.®

The distribution of tax expenditures varies depending on the particular tax expenditure in
question: tax deductions largely benefit upper-income houscholds, while refundable tax credits
benefit low- and moderate-income households. But it is certainly the case that high-income
taxpayers benefit more than middle- or low-income taxpayers from all federal tax expenditures
considered together, mostly because the total cost of tax deductions far exceeds the total cost of
refundable tax credits. The Urban-Brookings Tax Policy Center recently published estimates of
the distribution of all federal individual income tax expenditures. These estimates show that
these tax benefits increase after-tax incomes by an average of $273,000, or 19 percent, for the
top 1 percent of households, as compared to $3,800, or 8 percent of income, for households in
the middle fifth of the income distribution, and $1,100, or 9 percent of income, for households in
the bottom fifth.”

Questions from Senator Robert Menendez

1. Inoted several examples of families who may not have an income tax liability during the
hearing. These include a single parent works two jobs with no vacation, at the minimum
wage. They barely make ends meet despite spending almost every waking hour working.
Or an Army Sergeant with 6 years of experience who has a salary scale of about $31,500.
If they have a family, chances are they’re below the threshold for owing federal income
taxes.

What does it mean to make more moderate income families get some “skin in the game?”

Do you believe, in these tough economic times, it would be good policy to redistribute

the tax burden downward? That is, do you think it’s wise tax policy would be to make

middle class families shoulder more of the tax burden in order to lighten the tax burden
for the wealthiest and most successful?

Just because a family doesn’t earn enough to have an income tax obligation, do you think
this automatically means they care less about how our government operates? Are these
families who don’t pay any income tax “takers” and should we make sure that they have
to write a check to the federal government no matter their circumstances?

® See Aviva Aron-Dine, “New Study Finds ‘Dramatic’ Reduction in the Progressivity of the Federal Tax System,”
Center on Budget and Policy Priorities, March 29, 2007, http://www.cbpp.org/files/3-29-07tax pdf and Thomas
Piketty and Emmnauel Saez, “How Progressive Is the U.S. Federal Tax System? A Historical and International
Perspective,” Journal of Economic Perspectives, Winter 2007,

7 Urban-Brookings Tax Policy Center Table T11-0087, available at http//www.taxpolicycenter.org/numbers/
Content/PDF/T11-0087.pdf.
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As a policy matter, meaningfully increasing the share of families owing federal income taxes
would require taking one of the following steps. Policymakers could eliminate or pare back the
partial income tax exemption for Social Security benefits, so that more elderly households
relying on Social Security income would owe taxes. Alternatively, they could reduce the
personal exemption or standard deduction, so that more single individuals living in poverty
would owe income taxes (single individuals without children with incomes at the poverty line
already do). Or they could reduce the Earned Income Tax Credit or refundable Child Tax
Credit, thus raising taxes for working families with children with incomes below twice the
poverty line. Even with the help of these credits, millions of children in this country grow up in
poverty, but without the tax credits, millions more would do so.

In my view, it would be far better to stop fixating on the headcount of households paying this
one particular federal tax and to instead consider the overall fairness of the tax system and what
we want it to accomplish. When all federal taxes are taken into account, CBO finds that even
the lowest-income fifth of households pay 4 percent of their incomes in federal taxes, while the
second-lowest income group pays 11 percent of its income in federal taxes.® In addition, state
and local tax systems are typically regressive and often impose significant additional tax burdens
on low- and moderate-income families.

It is also worth noting that most of the households that end up not owing income tax in some
particular year do pay income tax at other points in their lives. For example, the large increase
in the share of households not owing income taxes in 2009 and 2010 was due in part to the
recession and the fact that the income tax is designed to automatically cushion the blow in bad
years. Similarly, even in more normal economic times, EITC recipients often receive the credit
during a few hard years or when their children are young and end up paying substantial positive
income taxes at other points in their lives. For these workers, the income tax operates just like
any other social insurance program (such as unemployment insurance), collecting premiums in
good years and providing assistance in bad.

Finally, it is obviously not the case that, just because a family pays no income tax, or even no net
federal taxes, in a particular year, it somehow lacks a “stake in the system.” The people who
receive the most help from the income tax system are working parents raising children. They
clearly have a tremendous stake in the future of our society and in having government operate as
efficiently and effectively as possible.

2. Roberton Williams of TPC has noted that even if the $2.9 trillion of new tax cuts for the
wealthy included in the Ryan budget was offset, the net result would be: “very likely to
make the tax code much more regressive than it is today. Measures to lower the top rates
to 25 percent and repeal the health reform law’s payroll tax increase on people with
incomes over $250,000 are tilted heavily toward the most affluent households. Itis
difficult to imagine a politically plausible series of tax expenditure reforms that would
not only raise enough money to offset most of these new costs but also would raise so
much of that money from high-income households that the overall result wouldn’t be
regressive.”

¥ Congressional Budget Office, Special Collection: Average Tax Rates by Income Group, June 2010,
http://www.cho.gov/publications/collections/collections.cfm?collect=13.
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Do you think the Ryan budget would result in a downward redistribution of the tax
burden?

Yes: Iagree with Williams’ reasoning that, because Representative Ryan’s proposal would
make such large cuts in top income tax rates and would also retain the lower tax rates on capital
gains and dividends, it would be virtually impossible to offset the costs of the proposed tax cuts
in any way that did not redistribute the tax burden downwards. Of course, Representative
Ryan’s tax proposals should also be considered in the context of his spending proposals, which
include large cuts to Medicaid, Food Stamps (SNAP), and other means-tested programs and
which over time would also impose large additional costs on elderly households. Thus,
regardless of whether and how Representative Ryan’s budget cuts tax expenditures, the result of
his proposal would be large tax cuts for high-income households financed by budget cuts that
primarily affect low- and middle-income households.

Questions from Senator Ron Wyden

1. In an effort to broaden the tax base and lower tax rates, the bipartisan tax-reform bill I've
introduced with Sen. Coats of Indiana -- The Bipartisan Tax Fairness and Simplification
Actof 2011 (S. 727) -- would change the federal subsidy for state and local tax-exempt
bonds from a exemption to a tax credit.

Tax-credit bonds can be more cost effective for the federal government according to both
the Congressional Budget Office and the Congressional Research Service, because it
costs the federal government less to direct development funds to state and local
governments through tax credits than through tax exemptions.

In addition, this change would make the tax code more equitable, because the value of tax
credits is the same for all taxpayers, whereas the value of tax exemptions rises with a
taxpayer’s income.

It’s true is it not that the value of tax credits are the same for all taxpayers (whatever their
income) whereas the value of tax exemptions rise in line with a taxpayer’s income and
don’t you agree that changing tax-exempt bonds as they now exist into tax-credit bonds
would make the tax code more equitable?

1t is certainly the case that tax deductions offer the largest tax benefits to high-income
households (because the benefits depend on the tax filer’s marginal tax bracket), while a tax
credit offers the same tax benefit to all filers (provided the credit is refundable, so that low-
income households can receive it). Thus, when the federal government’s goal is to encourage all
individuals to engage in some desirable behavior (for example, going to college or saving for
retirement), a refundable credit is generally a more efficient and more equitable means of
furthering that goal than a deduction.

The tax exemption for state and local bond interest is a bit different, however. Here, the ultimate
goal is not really to change individuals” investment portfolios but rather to subsidize state and
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local government investment. Consistent with that objective, economists generally believe that
the “incidence” (the economic benefits) of the tax exemption go mostly to states, and not to the
individuals that hold the bonds. The reason is that, because the interest on these bonds is tax-
exempt, individuals are willing to hold the bonds even if they pay a below-market interest rate.
In fact, economic theory would predict that the interest rate on the tax-exempt bonds should fall
to the point where individuals are indifferent between holding a taxable and a tax-exempt bond.
Thus, the individual holding the bond should end up getting roughly the same after-tax return as
he would from holding a taxable bond, while the state government issuing the bond should
benefit from paying lower interest rates. Because the ultimate benefits go mostly to state
governments, rather than to individuals, the equity concerns that arise in the case of most tax
deductions don’t really apply here.

Nonetheless, there may be other reasons to reform the tax exemption for state and local bond
interest. For example, in the American Recovery and Reinvestment Act of 2009 (ARRA), the
subsidy for “Build America Bonds” was provided in the form of a direct, flat rate payment to
states (somewhat similar to a flat rate credit), instead of as a tax deduction for bond interest.
While this is outside my area of expertise, I know that many experts believe that this is a more
efficient way for the federal government to subsidize state and local government investment
projects than the current tax exemption for state and local bond interest.
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Anne-Robert-Jacques Turgot, the noted 18th century French economist, said:

“...the more a man enjoys the advantages of society, the more he ought to hold himself
honored in contributing to those expenses.”

Turgot laid out a key measure for evaluating a tax system — determining whether the country’s
citizens are paying their fair share.

Americans want to see a fairer and more equitable tax system. In a recent, independent poll,
most taxpayers said they believe the taxes they currently pay are fair. But an article by the
Associated Press detailing this new study also revealed a perceptton among average Americans
that the wealthy don't pay their fair share.

The perception is that tax loopholes and benefits exist that average Americans don't know
about and can’t access. The wealthy folks can hire attorneys and accountants to find every
credit and deduction, while average Americans can’t afford that time and that expertise.

One factor behind this perception' may be the way changes to the code have affected people
differently. Since 1986, Congress has made over 15,000 changes to the tax code. In most
cases, these changes haven’t benefited all taxpayers.

According to IRS data, the 400 taxpayers with the highest adjusted gross incomes had an
effective tax rate of just below 17 percent for the 2007 tax year. The average income for those
taxpayers was $345 million per household. But the effective tax rate of folks earning between
$1 million and $1.5 million was much higher at 24 percent.

How is that possible?

The U.S. has a fairly progressive income tax system. The tax brackets rise with income.

But we also must consider the tax incentives that affect a person’s tax liability and bring down
tax rates.
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Two prime examples of this inequality are deductions and exclusions.” Many of these incentives
only benefit people who earn higher incomes, and the size of the benefit they receive is also
often dependent on income.

Look, for example, at the charitable deduction. Only families who itemize their tax returns are
able to take advantage of this deduction, and only one-third of taxpayers itemize their returns.
That leaves two-thirds of all Americans unable to receive a tax benefit for charitable
deductions.

Among those who do receive the deduction there is also a disparity. A taxpayer with a 35
percent tax rate saves 35 cents in taxes for every dollar given to charity, while a taxpayer with a
10 percent tax rate only saves 10 cents for every dollar they give.

Take, for example, two taxpayers making $1,000 donations for the Alabama tornado relief
efforts. This donation would cost a taxpayer with $35,000 in income $1,000 after taxes because
they almost certainly would not itemize. But this same donation would cost a taxpayer with
$435,000 in income much less; $650 after the benefit.

We should also consider that the Tax Policy Center estimates that 47 percent of Americans
didn’t pay income taxes in 2009. But that doesn’t mean they didn’t pay any taxes at all. Many
of these same folks paid payroll and excise taxes. A large share of them are seniors and the
remainder are families living in poverty.

The general perception of inequity in the tax code may also stem from the fact that economic
prosperity is not shared as widely as it once was.

Over the last 30 years, households with incomes in the highest one percent have seen their
before-tax income grow by 240 percent. But over the same period, 90 percent of Americans
have seen essentially no increase at all, and this disparity is also apparent in after-tax income.

These past 30 years have been very different from the 30 years before that, when economic
growth was widely shared.

As we focus on tax reform, we must ask whether our tax code has contributed to this disparity
in income growth. We should consider whether our tax system should take these disparities
into account in some way, and we must question whether our tax code can better promote
economic mobility and opportunity.

So let us remember that taxpayers are more likely to willingly pay taxes that they perceive as
fair. And let us make our tax system work for all Americans, not just those that can afford to
pay high priced attorneys and accountants.
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Senator Chuck Grassley
Statement for Senate Finance Committee Hearing
“Is the Distribution of Tax Burdens and Benefits Equitable?”
May 3, 2011

The topic of today’s hearing — whether the distribution of tax benefits and burdens is equitable —
is an important one. However, I would argue that there is a more important question we should
be debating before we answer this question. That is: what is the purpose of the federal income
tax? We can’t talk about whether taxpayers are paying their fair share if we don’t know why we
want them paying taxes in the first place.

We are in a situation where people are talking about increasing taxes on higher income people
because, supposedly, they can afford it — and probably they can afford it. But I get sick and tired
of the demagoguery that goes on in Washington of taxing higher income people. According to
the Joint Committee on Taxation’s latest analysis, 49% of households are paying 100% of the
income taxes coming in to the Federal Government, while 51 percent of the people in this
country don't pay any income tax whatsoever. How high do taxes have fo go, generally, to satisfy
the appetite of the people in this Congress to spend money? And particularly, how high do
marginal tax rates have to go to satisfy those clamoring for higher taxes that the wealthiest in this
country are paying enough money?

Mr. Chairman, I ask unanimous consent to have printed in the record an article from Investor’s
Business Daily.

According to this article, even if the government confiscated all of the income of people earning
$250,000 a year, the money would fund the Federal Government today for a mere 140 days.

Funding the government should be one of ~ if not THE — primary goal of the income tax laws.
Note here that I am specifically focusing on income taxes. This is because payroll taxes are not
used to fund the government per se. Social security and Medicare taxes are, in fact, insurance
premiums. Individuals who pay them expect a benefit when they are at the appropriate age.

It is clear that some believe that the tax code should be used to reduce the growing income
disparity between the lowest and highest income quintiles. This assumes a key objective of the
federal government, through the federal income tax laws, should be to ensure that income is
distributed equally throughout the country. In other words, these folks believe that the federal
government is the best judge of how income should be spent. Personally, I find it hard to believe
that is what our founding fathers intended.

In addition to considering the purpose of tax revenue, we ought to have some principles of
taxation that we abide by. I abide by the principle that 18 percent of the GDP of this country is
good enough for the government to spend. That leaves 82 percent in the pockets of the taxpayers
for them to decide how to spend, because if 535 of us decide how to divide up the resources of
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this country, we would not have the economic growth we have. We would be Europeanizing our
economy, and we know that is bad.

In evaluating whether people are paying their fair share, experts frequently look at whether a
proposal retains or improves the progressivity of our tax system. Critics of lower tax rates
continue to attempt to use distribution tables to show that tax relief proposals disproportionately
benefit upper income taxpayers. We keep hearing that the rich are getting richer while the poor
are getting poorer. This is not an intellectually honest statement as it implies that those who
were poor stay poor and those who are rich stay rich.

Mr. Chairman, I ask unanimous consent to insert in the record a 2007 report from the
Department of Treasury titled “Income Mobility in the U.S. from 1996 to 2005”.

The key findings of this study include, and I quote:
e There was considerable income mobility of individuals in the U.S. economy during the
1996 through 2005 period as over half of taxpayers moved to a different income quintile
over this period.

¢ Roughly half of taxpayers who began in the bottom income quintile in 1996 moved up to
a higher income group by 2005.

¢ Among those with the very highest incomes in 1996 — the top 1/100 of 1 percent — only
25 percent remained in this group in 2005. Moreover, the median real income of these
taxpayers declined over this period.

» The degree of mobility among income groups is unchanged from the prior decade (1987
through 1996).

e Economic growth resulted in rising incomes for most taxpayers over the period from
1996 to 2005. Median incomes of all taxpayers increased by 24 percent after adjusting for
inflation. The real incomes of two-thirds of all taxpayers increased over this period. In
addition, the median incomes of those initially in the lower income groups increased
more than the median incomes of those initially in the higher income groups.

Therefore, whoever is saying that once rich, Americans stay rich, and once poor, they stay poor,
is purely mistaken. Internal Revenue Service data supports this analysis. A report on the 400 tax
returns with highest income reported over 14 years shows that in any given year, on average,
about 40 percent of the returns that were filed were not in the top 400 in any of the other 14
years.

Mr, Chairman, I ask unanimous consent that this IRS report be inserted in the record.

1 welcome this data on this important matter for one simple reason: it sheds light on what
America really is all about--vast opportunities and economic mobility.
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Built by people from all over the world, our country truly provides unique opportunities for
everyone. These opportunities include better education, healthcare services, land financial
security. But most importantly, our country provides people with freedom to obtain necessary
skills to climb the economic ladder and live better lives.

We are a free nation. We are a mobile nation. We are a nation of hard-working, innovative,
skilled and resilient people who like to take risks when necessary in order to succeed. We have
an obligation as lawmakers to incorporate these fundamental principles into our tax system.
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SUBMITTED BY SENATOR GRASSLEY

From Investor's Business Daily

Viewpoint

Tax The Rich? Good Luck With That
By Walter Williams

April 11,2011

I've often said that I wish there were some humane way to get rid of the rich. If you asked why,
I’d answer that getting rid of the rich would save us from distraction by leftist hustlers promoting
the politics of envy.

Not having the rich to fret over might enable us to better focus our energies on what’s in the best
interest of the 99.99% of the rest of us. Let’s look at some facts about the rich laid out by Bill
Whittle citing statistics on his RealClearPolitics video “Eat the Rich.”

This year, Congress will spend $3.7 trillion dollars. That turns out to be about $10 billion per
day. Can we prey upon the rich to cough up the money?

According to IRS statistics, roughly 2% of U.S. households have an income of $250,000 and
above. By the way, $250,000 per year hardly qualifies one as being rich. It's not even yacht and
Learjet money.

All told, households earning $250,000 and above account for 25%, or $1.97 trillion, of the nearly
$8 trillion of total household income. If Congress imposed a 100% tax, taking all earnings above
$250,000 per year, it would yield the princely sum of $1.4 trillion. That would keep the
government running for 141 days, but there’s a problem because there are 224 more days left in
the year.

How about corporate profits to fill the gap? Fortune 500 companies earn nearly $400 billion in
profits. Since leftists think profits are little less than theft and greed, Congress might confiscate
these ill-gotten gains so that they can be returned to their rightful owners.

Taking corporate profits would keep the government running for another 40 days, but that along
with confiscating all income above $250,000 would only get us to the end of June. Congress
must search elsewhere.

According to the Forbes 400, America has 400 billionaires with a combined net worth of $1.3
trillion. Congress could confiscate their stocks and bonds, and force them to sell their businesses,
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yachts, airplanes, mansions and jewelry. The problem is that after fleecing the rich of their
income and net worth, and the Fortune 500 corporations of their profits, it would only get us to
mid-August.

The fact of the matter is there are not enough rich people to come anywhere close to satisfying
Congress’ voracious spending appetite. They’re going to have to go after the non-rich.

But let’s stick with the rich and ask a few questions. Politicians, news media people and leftists
in general entertain what economists call a zero-elasticity view of the world. That’s just fancy
economic jargon for a view that government can impose a tax and people will behave after the
tax just as they behaved before the tax, and the only change is more government revenue.

One example of that vision, at the state and local levels of government, is the disappointing
results of confiscatory tobacco taxes. Confiscatory tobacco taxes have often led to less state and
local revenue because those taxes encourage smuggling.

Similarly, when government taxes profits, corporations report fewer profits and greater costs.
When individuals face higher income taxes, they report less income, buy tax shelters and hide
their money. It’s not just rich people who try to avoid taxes, but all of us — liberals,
conservatives and libertarians.

What’s the evidence? Federal tax collections have been between 15% and 20% of GDP every
year since 1960. However, between 1960 and today, the top marginal tax rate has varied between
91% and 35%.

That means whether taxes are high or low, people make adjustments in their economic behavior
s0 as to keep the government tax take at 15% to 20% of GDP. Differences in tax rates have a far
greater impact on economic growth than federal revenues.

So far as Congress’ ability to prey on the rich, we must keep in mind that rich people didn’t
become rich by being stupid.
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Summary

This study examines income mobility of individuals over the past decade (1996 through
2005) using information reported on individual income tax returns.

While many studies have documented the long-term trend of increasing income
inequality in the U.S. economy, there has been less focus on the dynamism of the U.S.
economy and the opportunity for upward mobility. Comparisons of snapshots of the
income distribution at points in time miss this important dimension and can sometimes be
misleading.

Economic historian Joseph Schumpeter compared the income distribution to a hotel
where some rooms are luxurious, but others are small and shabby. Important aspects of
fairness are that those in the small rooms have an opportunity to move to a better one, and
that the luxurious rooms are not always occupied by the same people. The frequency
with which people move between rooms is a crucial aspect of the trends in income
inequality in the United States.

The key findings of this study include:

e There was considerable income mobility of individuals in the U.S. economy during
the 1996 through 2005 period as over half of taxpayers moved to a different income
quintile over this period.

s Roughly half of taxpayers who began in the bottom income quintile in 1996 moved
up to a higher income group by 2005.

e Among those with the very highest incomes in 1996 — the top 1/100 of 1 percent —
only 25 percent remained in this group in 2005. Moreover, the median real income of
these taxpayers declined over this period.

e The degree of mobility among income groups is unchanged from the prior decade
(1987 through 1996).

e Economic growth resulted in rising incomes for most taxpayers over the period from
1996 to 2005. Median incomes of all taxpayers increased by 24 percent after
adjusting for inflation. The real incomes of two-thirds of all taxpayers increased over
this period. In addition, the median incomes of those initially in the lower income
groups increased more than the median incomes of those initially in the higher
income groups.

The degree of mobility in the overall population and movement out of the bottom quintile
in this study are similar to the findings of prior research on income mobility.
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Income Mobility in the U.S. from 1996 to 2005

Many studies have documented the long-term trend of increasing income inequality in the
U.S. economy. U.S. Census data, for example, show that the share of household income
of the top 20 percent of households increased from 44.1 percent in 1980 to 50.4 percent
by 2005, with the share of the bottom 20 percent decreasing from 4.2 percent to 3.4
percent.! Similarly, Piketty and Saez (1998, 2007) find that the share of income of the
top 10 percent of taxpayers increased from 31.7 percent in 1960 to 44.3 percent in 2005,
while the share of the top 1 percent increased from 8.4 percent to 17.4 percent.
Economists have suggested a variety of factors as possible explanations for these trends,
including increased returns to skill and education, greater globalization of labor markets,
the decline in unionization, increased immigration, and changes in the supply of highly
educated workers.

To get a broader perspective on these trends, one must look at the opportunity for upward
mobility in the United States, which has sometimes been seen as a defining characteristic
of the nation’s economy.> Comparisons of snapshots of the income distribution at points
in time miss this important dimension and can sometimes be misleading. Research shows
that the distribution of lifetime incomes is more equal than a one-time snapshot implies
because a household’s relative position in the income distribution often changes over
time. Concerns about income inequality at a particular point in time may be assuaged if
low incomes are temporary and income mobility provides individuals and families with
the opportunity to improve their economic situation over time. In addition, different
policy prescriptions might be appropriate for assisting those who are persistently low-
income as compared to those whose incomes are only temporarily low.

Economic historian Joseph Schumpeter compared the income distribution to a hotel
where some rooms are luxurious, but others are small and shabby. The rooms are always
occupied, but often by different people:.3 Important aspects of fairness are that those in
the small rooms to have an opportunity to move to a better one, and that the luxurious
rooms are not always occupied by the same people. Mobility means that over time
people move between rooms. The frequency with which people move between rooms is
a crucial aspect of the changing trends in income inequality in the United States.

Another aspect of discussions of income distribution is the extent to which all income
rises over time with an expanding economy. Some have likened this process to an
escalator where the opportunity for mobility means that no matter which step a person
starts on, he or she can move up. With an escalator, while one can get ahead faster by
walking up the steps, much of the movement is due to the escalator itself. That is, the

!'US. Census Bureau (2006).

? Litan and Slemrod (1999) state that “A defining ethic of America has long been that, no matter which step
you first land on or how great the distance to the higher steps, you have a good shot at moving up if, as
President Clinton has frequently said, ‘you work hard and play by the rules.””

% See Sawhill and Condon (1992) for more discussion of the hotel analogy.

* Litan and Slemrod (1999) use the escalator analogy, while McMurrer and Sawhill (1996b) use a similar
analogy of moving up and down the economic ladder. In climbing a ladder, however, all the progress is
due to individual effort. Holtz-Eakin, et al., (2000) connect mobility with Horatio Alger success stories.
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real incomes of households can increase over time with the growth of the overall
economy.

Using three different measures of income mobility that track changes in the incomes of a
large sample of individual taxpayers over time, this study presents new evidence on
income mobility over the decade from 1996 through 2005. Key findings include:

s There is considerable income mobility of individuals in the U.S. economy over the
1996 through 2005 period. More than half of taxpayers (56 percent by one measure
and 55 percent by another measure) moved to a different income quintile between
1996 and 2005. About half (58 percent by one measure and 45 percent by another
measure) of those in the bottom income quintile in 1996 moved to a higher income
group by 2005.

¢ Median incomes of taxpayers in the sample increased by 24 percent after adjusting
for inflation. The real incomes of two-thirds of all taxpayers increased over this
period. Further, the median incomes of those initially in the lowest income groups
increased more in percentage terms than the median incomes of those in the higher
income groups. The median inflation-adjusted incomes of the taxpayers who were in
the very highest income groups in 1996 declined by 2005.

¢ The composition of the very top income groups changes dramatically over time. Less
than half (40 percent or 43 percent depending on the measure) of those in the top 1
percent in 1996 were still in the top 1 percent in 2005. Only about 25 percent of the
individuals in the top 1/100" percent in 1996 remained in the top 1/100™ percent in
2005.

e The degree of relative income mobility among income groups over the 1996 to 2005
period is very similar to that over the prior decade (1987 to 1996). To the extent that
increasing income inequality widened income gaps, this was offset by increased
absolute income mobility so that relative income mobility has neither increased nor
decreased over the past 20 years.

Prior Studies of Income Mobility

Previous research on income mobility over the past several decades has generally found
that about half of those in the bottom quintile move to a higher quintile and also that
more than half of households move to a different income quintile within about 10 years.”
Sawhill and Condon (1992), for example, used the Panel Study of Income Dynamics
(PSID) to examine the mobility of individuals between the ages of 25 and 54 for the
periods 1967-1976 and 1977-1986. Using a measure of relative mobility that compares
households within their sample, they found that over 60 percent of individuals were in a
different family income quintile a decade later. Among individuals initially in the lowest
income quintile, 44 percent moved to a higher quintile between 1967 and 1976 and 47

> McMurrer and Sawhill (1996a) summarize a number of the early mobility studies.
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percent moved to a higher quintile between 1977 and 1986. Downward mobility from
the top quintile was experienced by 47 percent and 50 percent in the two periods,
respectively. A later study by McMurrer and Sawhill (1996b) concluded that mobility
rates had remained unchanged during this 20-year period.

Two 1992 Treasury studies (1992a and 1992b) examined mobility during the period from
1979 to 1988 using a panel that followed 14,351 income tax returns over the period and
controlied for changes in the definition of income due to changes in the tax law.® The
Treasury data showed that 86 percent of taxpayers in the lowest income quintile in 1979
had moved to a higher quintile by 1988 and 15 percent of them had moved all the way to
the top quintile. Among those who were in the top quintile in 1979, 65 percent remained
in the top quintile in 1988, and only 1 percent had dropped to the lowest quintile. The
high degree of mobility reported by this study resulted from several features of the
analysis, most importantly the inclusion of taxpayers under age 25, the lack of data on
Social Security benefits for older taxpayers, and comparison to the full taxpayer
population. When the sample was limited to taxpayers age 25 to 64 and compared to
taxpayers in the panel, rather than to all taxpayers aged 25 to 64, the Treasury study
showed that 50 percent of the lowest income quintile had moved to a higher quintile after
10 years.7 Thus, the results were very similar to Sawhill and Condon when a comparable
sample and mobility measure were used.

Bradbury and Katz (2002a, 2002b) used PSID data to examine relative income mobility
in the 1970s, 1980s and 1990s. Their resuits also show that about half of households in
the bottom quintile moved out after 10 years (51 percent for 1969-1979, 50 percent for
1979-1989, 47 percent for 1988-1998). They argue that relative mobility declined
slightly in the 1990s as 40 percent of households remained in the same income quintile as
compared to 36 percent in the 1970s and 37 percent in the 1980s.® They also show that
the income gaps widened over this period, which would make mobility across quintiles
more difficult, and may account for the small decline in relative mobility.”

¢ The 1992 Treasury studies limited the sample to non-dependent taxpayers who had filed in all 10 years
from 1979 to 1988. Income was defined as real constant law adjusted gross income (AGI). Real constant
law income includes capital gains, but excludes Social Security benefits because they were not taxable until
1984 and thus no data were available for earlier years. For a more detailed description of constant law
AGI, see U.S. Treasury (1992a). Income percentiles for each year were computed using the IRS Statistics
of Income cross-section samples, which represent the full population of income tax returns filed each year.
7 See U.S. Treasury (1992b). Since Social Security benefits were not taxable prior to 1984, the Treasury
income measure excluded Social Security benefits. Dropping the elderly from the sample eliminated
spurious downward mobility when households stopped earning wages but were not credited with Social
Security benefits. Similarly, dropping those under age 25 eliminated the effects of dramatic income
increases when students leave school and get their first full-time jobs.

¥ Gittleman and Joyce (1999) also conclude that income mobility rates differed little between the 1970s and
1980s. Comparable data for the 1990s would not yet have been available for their 1999 study.

? It is unclear whether absolute mobility increased or decreased in these data as this study does not examine
absolute income mobility. Table 1 in Bradbury and Katz (2002b) shows that average real incomes of
families in the lowest quintile in 1988 increased from 1988 to 1998 after declining in the previous two
decades, which may suggest some increase in absolute mobility.
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New Results on Income Mobility — 1996-2005

This study examines income mobility over the period from 1996 through 2005 using data
from a large sample of individual income tax returns for these two years. The panel uses
a large sample of approximately 96,700 tax returns with 169,300 primary and secondary
(i.e., spouses on joint returns) taxpayers who filed for tax years 1996 and 2005.° The
sample represents 117.1 million taxpayers on 76.9 million income tax returns. While the
income data are as reported on tax returns, the analysis includes both primary and
secondary taxpayers who are each followed separately. Thus, if a married couple filed a
joint tax return in 1996, divorced, and then filed separate tax returns in 2005, each person
is followed separately, even if one or both of them appear as a secondary taxpayer on
another tax return. To avoid counting transitions from school to work as mobility, the
analysis follows the common practice in previous research of excluding taxpayers who
were under the age of 25 in 1996."! Income is defined as cash income as reported on
individual income tax returns and supplemented by data on Social Security benefits
reported on information returns filed with the Internal Revenue Service (IRS).1? So as to
remove the effects of inflation, cash income is adjusted to 2005 dollars using the
Consumer Price Index Current Methodology Series.

In order to provide a more complete picture of the different dimensions of income
mobility, the analysis provides three different measures: two measures of relative income
mobility and one measure of absolute income mobility,13 Relative income mobility
shows how the income of households changes over time relative to the incomes of other
households, while absolute income mobility measures show how the real incomes of
households change over time.

Taxpayers are grouped by income quintiles (the lowest 20 percent, the second 20 percent,
etc.). Results for the top 1 percent, 5 percent, and 10 percent of the population are also
repol“ted.14 The two measures of relative income mobility are illustrated using a

1% The sample is based on the IRS Statistics of Income Individual Income Tax Files. The sample used for
the study excludes dependent filers and follows primary and secondary taxpayers separately. The
construction of the panel sample used for the analysis is discussed in more detail in the Technical
Appendix.

" For example, Sawhill and Condon (1992) examine individuals age 25 through 54 in the initial year, while
Gittleman and Joyce {1999) limit their sample to individuals between age 25 and 64 in both the initial and
ending years.

12 The definition of cash income is discussed in more detail in the Technical Appendix.

13 Other income mobility measures include income variance over time, the correlation between income in
one year and income in another year, and the percentages of households that are in a top income class or
fall below the poverty level at least once in a period of years as compared to the percentages in a single
year. Instead of following the income of specific individuals or households over time, some studies
compare similar population groups at different points in time. For example, a recent CBO study (May
2007) reported that the average income of households with children in the lowest income quintile in 2005
was 35 percent higher than the average income of comparable households in 1991 after adjusting for
inflation, Since this approach does not follow the incomes of specific households over time, it does not
measure income mobility as generally understood.

' Since primary and secondary taxpayers are followed separately, they are counted separately in
determining the income quintiles of the taxpayer population. Thus, a married couple filing jointly is



67

transition matrix that shows the movement of individuals across the population quintiles.
For individuals in each income quintile in 1996, the transition matrix shows the
percentages that end up in each income quintile in 2005. The measure of absolute
income mobility groups taxpayers by income quintile in 1996 and shows the distribution
of percentage changes in real income by 2005.

The first measure of mobility considers how the incomes of taxpayers in each income
group in 1996 changed relative to the incomes of all taxpayers in the filing population in
2005 (Table 1). The income thresholds in 1996 and 2005 for the income quintile groups
in this measure are based on all taxpayers age 25 and over in the population of all tax
return filers in these two years. The table shows a high degree of income mobility over
this period. Nearly 58 percent of households (i.e., 57.6 = 100 — 42 4) in the lowest
income quintile in 1996 had moved to a higher quintile by 2005, While 29 percent
moved up to the second quintile, the same percentage moved up at least two quintiles,
and about 5 percent moved all the way to the top quintile.

Table 1: More than 50 p of taxpayers in the b guintile moved to a higher quintile within ten years
Income Mobiii lative to the Total Tax Filing Population. 2005
1996 Income 2005 Income Quintile
Quintile Lowest  Second Middie Fourth Highest Total Top 10% Top5% Top 1%

Lowest 42.4 286 139 99 53 100.0 23 1.3 0.2
Second 17.0 333 26.7 15.1 79 100.0 30 1.2 0.1
Middle 7.1 175 333 29.8 128 100.0 42 14 03
Fourth 4.1 73 18.3 40.2 30.2 100.0 886 27 03
Highest 28 3.2 7.1 17.8 69.4 100.0 434 225 44
Top 10% 26 22 48 11.8 786 100.0 811 376 83
Top 5% 286 1.8 38 86 83.1 100.0 7186 54.4 15.2
Top 1% 32 13 22 4.9 88.4 100.0 827 75.0 426
Ali Income

Groups 13.2 16.8 19.6 233 271 100.0 134 64 1.2

Notes: The rows sum to 100 percent across the five quintiles in the first five columns. The table uses the tax returns of primary and

dary depend: p who were age 25 or over in 1996 and filed for both 1996 and 2005. Income breaks for the quintiles
and top percenules are based on the full cross-sections of tax returns for each year, where the taxpayer is age 25 and over. Income is cash
income in 2005 dollars as defined in the Technical Appendix.

Source: Tabulations by the U.S. Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of Income, Individual
Income Tax Files for tax years 1996 and 2005,

Middle-income taxpayers also did well with respect to mobility across income quintiles
in the population. A much larger portion moved up to a higher income quintile (42.1
percent = 29.6 +12.5) than dropped to a lower quintile (24.6 percent = 7.1 +17.5). About
one-third of the taxpayers in the middle income quintile in 1996 were still in the middle
quintile in 2005. While households in the top quintile had a higher probability of staying
there in 2003, over 30 percent had dropped to a lower quintile, and 2.6 percent dropped
all the way to the bottom quintile. While not shown directly in the table, 56 percent of

counted as two observations. Similar procedures have been followed in some prior studies, some of which
count all members of a household (including children) separately in determining the population quintiles.
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the hollsxseholds filing tax returns in 1996 had moved to a different income quintile in
2005.

The mobility of the top 1 percent of the income distribution is also important. More than
half (57.4 percent = 100 — 42.6) of the top 1 percent of households in 1996 had dropped
to a lower income group by 2005. This statistic illustrates that the top income groups as
measured by a single year of income (i.e., cross-sectional analysis) often include a large
share of individuals or households whose income is only temporarily high. Put
differently, more than half of the households in the top 1 percent in 2003 were not there
nine years earlier. Thus, while the share of income of the top 1 percent is higher than in
prior years, it is not a fixed group of households receiving this larger share of income. As
suggested by the Schumpeter hotel analogy, many of the more luxurious rooms are
occupied by different people at different times.

The second measure of income mobility shows how the incomes of taxpayers in each
income quintile in 1996 changed relative to that same group of taxpayers in 2005 (Table
2). Note that unlike Table 1 in which the comparison is to all taxpayers age 25 and over
in the filing population in 2005, the comparison in Table 2 is only to the other taxpayers
included in the panel. Unlike Table 1, the construction of Table 2 means that in the
bottom row showing all taxpayers, 20 percent of the 1996 taxpayers are in each of the
2005 quintiles.”® Since no new lower-income households enter the comparison
population in this table, there is no overall upward movement of these taxpayers within
the overall income distribution. Thus, under this measure of income mobility, taxpayers
in the bottom income quintile are less likely to rise in to a higher quintile because the
only new entrants to the bottom quintile are taxpayers whose incomes have fallen.
Nevertheless, almost half of the lowest income quintile (44.9 percent) moved to a higher
quintile by 2005. Total mobility was approximately the same as in the first mobility
measure, as 55 percent of taxpayers moved to a higher or lower income quintile
compared to 56 percent in Table 1.7 As compared to Table 1, this measure of relative
income mobility also implies more downward mobility."® For example, a larger portion
of taxpayers in the 1996 top quintile were in a lower income quintile in 2005: 39 percent
(38.6 = 100 — 61.4) as compared to 31 percent in Table 1. Nearly 60 percent of taxpayers
in the top 1 percent in 1996 dropped out of the top 1 percent by 2005, although 87
percent of them remained in the top quintile.

1> This figure is calculated by summing all of the non-diagonal cells and dividing this number by 5. The
diagonal cells contain households in the same quintile in both years. Dividing by 5 adjusts for the fact that
the percentages in each quintile row sum to 100 percent, or 500 percent for all five rows.

' This is because Table 2 is constructed by classifying the same group of tax households based on their
1996 income and then by income percentiles based on their 2005 income. There are no additional young or
new immigrant taxpayers against which the incomes of these taxpayers are being compared as in Table 1.
' The 55 percent figure is calculated by summing all of the non-diagonal cells and dividing this number by
5 as was done previously for Table 1.

'8 Table 2 shows greater downward mobility because for every household that moves up another must
move down, The table construction combined with the fact discussed previously that new entrants into the
population have lower incomes on average results in more downward mobility using this measure.
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Table 2: The degree of mobility r ins st ial after restricting the lysis to taxpay fuded in the panel
of tax returns
Income Mobility Relativi e Panel Population, 1996 to 2005
1986 Income 2005 income Quintile
Quintile Lowest  Second Middle Fourth Highest Total Top 10% Top5% Top 1%

Lowest 55.1 237 10.8 6.9 3.6 100.0 1.7 0.9 01
Second 247 372 218 10.6 58 100.0 2.0 10 01
Middle 10.8 234 34.1 230 8.7 100.0 32 12 0.2
Fourth 8.0 11.0 242 381 208 '100.0 6.4 21 Q3
Highest 35 4.7 9.0 215 61.4 100.0 387 19.8 43
Top 10% 35 34 6.5 138 728 100.0 54.4 335 7.9
Top 5% 32 28 5.0 96 79.4 100.0 67.2 49.7 14.4
Top 1% 39 1.7 3.0 49 86.5 100.0 80.3 73.0 40.3
All Income
Groups 20.0 20.0 20.0 20.0 200 100.0 10.0 5.0 1.0

Notes: The rows sum to 100 percent across the five quintiles in the first five columns. The table uses the tax returns of primary and
secondary non-dependent taxpayers who were age 25 or over in 1996 and filed for both 1996 and 2005. Income breaks for the quintiles
and top percentiles are based on only the tax returns of the panel population. Income is cash income in 2005 dollars as defined in the
Technical Appendix.

Source: Tabulations by the U.S. Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of Income,
Individual Income Tax Files for tax years 1996 and 2005,

The third measure examines absolute income mobility, that is, the extent to which
taxpayers’ incomes rose or fell over time. Table 3 shows that median taxpayer income
rose by 24 percent after adjusting for inflation.’* # Real income increased for two-thirds
(67.5 percent = 17.7 +14.3 +15.8 +19.7) of taxpayers between 1996 and 2005.

Percentage increases in real income were the largest for taxpayers with the lowest
incomes in 1996. Among those taxpayers in the lowest income quintile in 1996, median
income increased by 90 percent by 2005. Real incomes increased over the period for 82
percent (81.7 = 8.6 + 8.7 + 15.0 +49.4) of these low-income taxpayers and at least
doubled for nearly half of this group (49.4 percent).

Among taxpayers in the highest income quintile in 1996, real income increased for over
half (54.7 percent = 19.5 +14.0 +12.7+8.5) and doubled for only 8.5 percent. The median
real income of taxpayers in the top quintile in 1996 rose by 10 percent, while the median
income of those in the top 1 percent in 1996 declined by 25.8 percent. While this study
does not examine these results in detail, the likely causes include the typical life cycle of
income and “mean reversion” in which the incomes of taxpayers whose incomes were
temporarily high in 1996 revert to a level closer to their long-run average.”!

' By comparison, in the U.S. Census data (2006), median household real income increased by 5.4 percent
from $43,967 to $46,326 over this time period in 2005 dollars. One difference is that the Census data
measures changes in the full cross-section population including new entrants, while the data in Table 3
show changes in incomes of individuals that filed income tax returns in 1996 and 2005.

2 Median income refers to the income of the individual in the middle of the income distribution, with half
having higher incomes and half having lower incomes. Mean or average income is the arithmetic average
of the all taxpayers in the sample. In each case, the calculations are weighted to reflect the total tax-filing
population.

! The results of Auten and Gee (2007) illustrate the effects of the life cycle of incomes. Taxpayers age 45
to 54 had the highest incomes of any age group in 1987, but the median inflation-adjusted income of these
taxpayers declined by 1996. By comparison, taxpayers age 25 to 34 had the lowest incomes in 1987, but
the most rapid increases in incomes between 1987 and 1996.
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Among households in the middle income quintile in 1996, median income increased by
23.3 percent. Real income increased for about two-thirds of taxpayers in this group and
at least doubled for 14.5 percent. The results reported in Table 3 demonstrate that over
the 1996 to 2005 period, incomes rose for the majority of households, and that upward
income mobility was the greatest among those that began the period in the lowest income
groups.

Table 3: Were taxpayers better off in 2005 than in 19967

A ncome Mobility, 1996 to 2005
Distribution of Percentage Changes in Income from 1996 to 2005 in $2005 Percent Change in:
Decreased Increased

1996 Income  more than Decreased Decreased Increased Increased Increased 100% or Mean  Median

Quintile 50% 2510 50% up 1o 50% up to 25% 2510 50% 5010 100%  more Total income  income
Lowest 68 48 6.9 88 87 15.0 48.4 100.0 2325 90.5
Second 8.7 7.8 128 166 147 17.8 241 100.0 708 348
Middie [X:] 10.1 14.8 20.2 1685 18.3 14.5 100.0 43.1 233
Fourth 7.8 10.6 173 27 17.6 158 9.1 100.0 283 188
Highest 14.0 14.0 17.3 19.5 14.0 127 8.5 100.0 6.2 10.0
Top 10% 188 15.6 16.4 174 10.9 12.0 88 100.0 276 29
Top 5% 250 18.3 154 133 9.4 28 119 100.0 2958 -8.8
Top 1% 389 13.8 121 8.6 50 7.6 13.0 100.0 125 -25.8

All Income

Groups 88 9.7 14.2 177 143 158 19.7 100.0 38.0 242

Notes: The table uses the tax returns of primary and secondary non-dependent taxpayers who were age 25 or over in 1996 and filed for both
1996 and 2005 Income breaks for the quintiles and top percentiles are based on the full cross-sections of tax returns for each year, where the
primary taxpayer is age 25 and over Income is cash income in 2005 dollars as defined in the Technical Appendix

Seurce: Tabulations by the {J S Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of Income, Individual
Income Tax Files for tax years 1996 and 2005

Income Dynamics of the Top 1/100, 1/10, and 1 Percent of the Population

One of the advantages of using data from income tax returns to examine income mobility
is that these data include a very detailed and complete sample of the very highest income
taxpayers. In contrast, most survey data used to study income dynamics, such as the
PSID, include only a few high-income households and exclude the very highest income
households altogether. This section examines the income mobility of the top 1 percent of
the population in detail.

Approximately 117 million taxpayers who filed tax returns for 1996 and 2005 are
represented in the sample for this study. Thus, the top 1 percent included about 1.17
million taxpayers, the top 0.1 percent was about 117,000 thousand taxpayers and the top
0.01 percent was about 11,700 taxpayers. Table 4 below shows the income mobility of
the top 1 percent compared to the total tax filing population in 2005. This table uses the
same measure of relative income mobility as Table 1, but shows the top 1 percent in
greater detail.

The central theme that emerges from an examination of the very highest income
taxpayers is that the composition of this group changes dramatically over time (Table 4).
The vast majority of taxpayers in this group at the beginning of the 10 year period are
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absent from this group 10 years later; that is, the very top of the income distribution is
highly transient. Among those in the top 0.01 percent in 1996, only 25 percent remained
in this group in 2005. While over 80 percent (82.4 =24.2 + 32.9 + 25.3) of these
taxpayers remained within the top 1 percent in 2005, 6 percent dropped out of the top
income quintile. Similarly, about 25 percent of those who were in the top 0.1 percent in
1996, but below the top 0.01 percent, remained in this group in 2005. About 3.8 percent
of these taxpayers moved to the top 0.01 percent and over 70 percent moved further down
in the income distribution.

Table 4: How did the Incomes of the top 1 p t of taxpayers in 1998 change relative to the total population?
Income Mobility of the Top 1 Percent Relative to the Total Population
Percent Distr bution by 2005 Income Percentie

1896 Income Below top

Percentile 20% 101020% S51010% 1t05% 0.1to1% 0.01t00.1% Top 01% All
0110 1% 120 6.0 8.1 342 35.1 42 0.3 100.0
0.01100.1% 84 28 43 16.8 39.1 247 38 100.0
Top .01% 8.0 1.4 1.6 9.1 24.2 329 253 100.0
Ali Income
Groups 72.9 137 7.0 52 1.0 0.1 0.0 100.0

Notes: The table includes taxpayers age 25 or over and in the top 1 percent of tax returns in 1996 who filed for both 1996 and 2005.
Income breaks for the quintiles and top percentiles are based on the full cross-sections of tax returns for each year, where the primary
taxpayer is age 25 and over. Income is cash income in 2005 dollars as defined in the Technical Appendix.

Source: Tabulations by the U.S. Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of Income,
Individual Income Tax Files for tax years 1996 and 2005.

The data also indicate that the incomes of many taxpayers at the highest income levels
are very volatile. Table 5 shows that real incomes increased for about 26 percent (25.6 =
4.8 +3.5 +4.9 + 12.4) of taxpayers in the top .01 percent in 1996. On the other hand, 59
percent of taxpayers in the top 0.01 percent experienced declines in real income of at
least 50 percent. Similarly, 52 percent of those in the top 0.1 percent, but below the top
0.01 percent, experienced income declines of at least 50 percent. These results illustrate
that the incomes of a significant portion of those in the very highest income classes ina
given year are transitory and not maintained over time.

Table 5: Absolute Income Mobility of the Top 1 Percent in 1996: Distribution of Changes in | by 2005
Distribution of Percentage Changes in income in $2005

Decreased Increased

1886 Income more than Decreased Decreased Increased Increased Increased 100% or
Percentile 50% 25t050% upto25% upto25% 25t050% 5010 100%  more Total
0.1t0 1% 374 14.1 126 8.9 8.2 7.9 13.0 100.0
0.01t00.1% 51.8 108 8.1 6.0 44 56 13.2 100.0
Top .01% 59.1 93 6.2 48 35 49 124 100.0

Ali income

Groups 86 8.7 14.2 17.7 14.3 15.8 19.7 100.0

Notes: The table includes taxpayers age 25 or over and in the top 1 percent of tax returns in 1996 who filed for both 1996 and
2005. Income breaks for the quintiles and top percentiles are based on the full cross-sections of tax returns for each year, where
the primary taxpayer is age 25 and over. Income is cash income in 2005 dollars as defined in the Technical Appendix.

Source: Tabulations by the U.S. Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of Income,
Individual Income Tax Files for tax years 1996 and 2005.



72

Table 6 shows the mean and median incomes of taxpayers in the top 1 percent in 1996
and 2005 and the percentage changes over time. As in Table 5, this table shows that the
real incomes of the majority of those in the very top income classes in a given year are
likely to be lower in a later year. Thus, the median income of those in the top 0.01
percent of taxpayers in 1996 fell by 64.6 percent from $11.6 million to $4.1 million. The
pattern was similar, if less dramatic, for the other subgroups of the top 1 percent in 1996.
The basic result is that the income of many of the highest-income taxpayers is transitory.
Thus, for the majority of this group at least, the rich do not get richer. Instead, their
income drops to a lower level, albeit generally to a level well above average.

Table 6: How did the Absolute Incomes of the Top 1 Percent in 1996 Change by 20057

1996 Income Mean Income Median Income

Percentile 1996 2005 % Change 1996 2005 % Change
0.1101% 654,953 801,672 224 557,503 412,433 -26.0
0.011t60.1% 2,854,752 3,150,686 104 2,375,946 1,180,878 -50.3
Top 0.01% 17,518,043 14,391,130 -17.8 11,592,130 4,102,806 -64.6
All income
Groups 70,420 97,206 38.0 48,684 60,487 24.2

Notes: The table includes taxpayers age 25 or over and in the top 1 percent of tax returns in 1996 who filed for both
1996 and 2005. Income breaks for the quintiles and top percentiles are based on the full cross-sections of tax returns
for each year, where the primary taxpayer is age 25 and over. Income is cash income as defined in the Technical
Appendix.

Source: Tabulations by the U.S. Department of the Treasury, Office of Tax Analysis, using data from IRS Statistics of
Income, Individual Income Tax Files for tax years 1996 and 2005.

Has Income Mobility Increased or Decreased Over Time?: Comparing 1996-2005 to
1987-1996

Some studies have argued that income mobility decreased in the 1990s as compared to
earlier periods.” The income tax data used for this study can be used to compare income
mobility in the 1996 to 2005 period with income mobility in the 1987 to 1996 period.”
Both time periods begin and end roughly during the middle of periods of economic
expansion and thus should allow for comparisons that are not greatly affected by the
business cycle.

Table 7 shows comparable mobility data for the two time periods using the first measure
of relative income mobility that compares each initial period sample to the total
population in the ending year. While the mobility measure in this table is comparable to
that in Table 1, the sample population follows tax households as measured by the tax

22 See, for example, Bradbury and Katz (2002a, 2002b). Kopczuk, Saez and Song (2007) conclude that
both short-term and long-term earnings mobility among all workers has been fairly constant since about
1950.

3 The mobility data for the 1987 to 1996 period are taken from Auten and Gee (2007) who examined
income mobility for that period using a large panel sample of individual income tax returns and income and
mobility measures similar to those in this study.
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return of the primary taxpayer.”* This sample restriction is necessary in order to allow
comparable analysis for the two time periods.25

For each initial income quintile, the upper row shows the income mobility over the 1987
to 1996 period and the lower row shows the income mobility over the 1996 to 2005
period. Thus, one can examine how income mobility changed by comparing the upper
and lower rows for the various initial and final income quintile combinations. For
example, the upper left part of the table shows that 38.9 percent of taxpayers in the lowest
income quintile in 1987 remained in the lowest quintile in 1996, while 37.8 percent of
those in the lowest quintile in 1996 were in the lowest quintile in 2005. Thus, the degree
of upward mobility from the lowest quintile periods is essentially the same in the two
time periods: 61.1 percent from 1987 to 1996 and 62.2 percent from 1996 to 2005.

The 1.1 percentage point difference (37.8 percent versus 38.9 percent) for the upper left
cells is neither economically nor statistically meaningful, nor are other differences of a
few percentage points. The reason is that each cell of the table is based on a sample,
albeit a very large one, and the values are subject to sampling error, as well as
measurement error from misreported incomes. An examination of the various celis
suggests that income mobility was approximately the same in almost all income groups
during these time periods. This result may seem surprising given that other studies have
reported widening income gaps over time. However, it may indicate that increases in
absolute mobility have been able to offset any effects of wider income gaps.

A few differences, however, may be large enough for further analysis. For example, the
percentage of households in the top income quintile that remained there increased from
roughly 68 percent to 73 percent. Interestingly, the percentage of the top 1 percent that
remained in the top 1 percent stayed the same, about 45 percent to 46 percent in both
periods. This result suggests that the decrease in downward mobility occurred among
households in the top 20 percent, but below the top 1 percent of the population.*® In
addition, the percentage of households in the middle-income quintile that moved to a
higher income quintile increased by 4.8 percentage points (4.8 = (31.1 -28.4) + (163~
14.2)), a change that may suggest slightly greater upward mobility among middle-income
households. While these differences are interesting, more careful analysis is needed to
understand them, such as whether they represent changes among certain income or

* The analysis in this section is based on households as defined for income tax purposes, which differs in
some cases from households as defined for Census studies and in various surveys. Since the definitions of
“income tax units” and “households” are the same in most cases, this section uses the term “households” in
describing the family units reflected on the income tax returns.

% Auten and Gee (2007) examined the income mobility of tax households, following the primary taxpayer.
The sample for Tables 7 and 8 differs from the sample used for the prior sections of the current study in
that secondary taxpayers are not followed if they file separately in the ending year. An extension of the
analysis would be to apply the analytical framework of the current study by tracking primary and secondary
taxpayers separately in the data for the earlier period.

* The more detailed version of this table provided in the Technical Appendix (Table A.4) shows that the
percentages of households remaining in the top 5 percent and top 10 percent of households increased.
Thus, the decrease in downward mobility occurred for all but the top 1 percent of households.
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occupational groups. The basic finding of this analysis is that relative income mobility is
approximately the same in the last 10 years as it was in the previous decade.

Table 7: Income Mobility Relative to the Totai Tax Filing Popuiation, Age 25 and Over,
1987-1996 and 1996-2005

Initial Income Time End of Period Income Quintile (1996 or 2005)
Quintile Period Lowest  Second Middle Fourth Highest Total Top 1%
Lowest 1987-1996 38.9 28.3 14.9 106 7.3 100.0 03
1996-2005 37.8 271 16.1 11.8 7.2 100.0 0.3
Second 1987-1996 14.2 338 26.4 16.4 9.3 100.0 0.2
19986-2005 15.8 30.1 28.0 17.2 9.0 100.0 0.2
Middle 1987-1998 6.1 17.4 339 284 14.2 100.0 0.3
1996-2005 59 14.0 3286 311 16.3 100.0 0.3
Fourth 1987-1996 3.0 7.5 194 40.1 30.0 100.0 0.5
1996-2005 3.1 57 155 418 33.8 100.0 03
Highest 1987-1986 1.8 25 7.3 2086 67.8 100.0 5.4
1996-2005 2.0 2.0 57 17.2 73.2 100.0 48
Top 1% 1987-1996 2.1 0.9 25 4.7 89.9 100.0 46.0
19986-2005 2.7 1.0 15 45 0.3 100.0 44.7
All income 1987-1996 1.3 16.5 20.1 24.1 28.0 100.0 1.5
Groups 1996-2005 11.7 14.7 18.1 24.4 30.0 100.0 1.3

Notes: For each initial income quintile, the upper row shows the 1987-1996 period and the lower row shows the 1996-2005
period. Each row sums to 100 percent across the five quintiles. The table includes returns of households where the primary
taxpayer filed in both years and is age 25 or over in the initial year. Income breaks for the quintiles and top percentiles are
based on the full cross-sections of tax returns for each year, where the primary taxpayer is age 25 and over. Income is cash
income in 2005 dollars as defined in the Technical Appendix.

Source: U.S. Treasury Department, Office of Tax Analysis, 1987-1996 Family Panel, Tax Year 1996 and 2005 Individual
Income Tax Files,

An important related question is whether absolute income mobility changed over this
time period. As shown in Table 8 below, absolute income mobility increased at all
income levels in the 1996 to 2003 time period as compared to the 1987 to 1996 time
period. For example, median incomes of taxpayers in the lowest income quintile
increased by 81 percent in the 1987 to 1996 period, but by 109 percent in the more recent
period. Similarly, median incomes of taxpayers in the middle quintile increased by 9
percent in the earlier period and 26 percent in the more recent period. Median incomes of
taxpayers in the top quintile declined nearly 2 percent in the earlier period, but increased
nearly 9 percent in the more recent period. Finally, the median income of taxpayers
initially in the top 1 percent for each period declined by about 23 percent to 24 percent in
each time period. The percentages of each initial income group whose real incomes
doubled also increased for every income group. The percentage of taxpayers initially in
the lowest income quintile whose income doubled increased from 47.3 percent to 53.5
percent, for example. Overall, the table shows that upward absolute income mobility
increased in the most recent decade as compared to the previous decade.
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Table 8: Absolute Income Mobility of Households Age 25 and Over, 1987-1996 and 1996-2005
Percent Distribution of Changes in Income

1nitial Income Time in 2005 Dollars % Change in:
Quintlle Period Decreased Increased ]
more than Decreased increased Increased 100% or Mean  Median
50% 510 50% Nochange 510 50% 50to 100% more tncome  income
Lowest 1987-1896 8.7 10.3 4.0 17.0 12.8 47.3 2476 80.6
1996-2005 88 8.3 28 14.2 137 535 2845 108.7
Second 1887-1996 6.0 220 87 280 148 208 53.8 221
1896-2005 8.6 171 53 284 169 268 826 38.0
Middle 1987-1986 7.0 282 10.7 287 13.2 11.2 308 9.1
1996-2005 6.0 202 7.8 310 17.0 18.3 52.5 262
Fourth 1987-1986 8.1 345 10.2 300 86 -X:] 168 2.3
1996-2005 87 25.1 7.8 34.1 16.8 107 156 17.0
Highest 1087-1996 14.2 36.3 9.1 256 74 75 96 -1.8
1996-2005 128 289 83 30.2 1.2 82 250 87
Top 1% 1987-1996 37.0 267 48 143 8.6 107 1.6 -23.8
1986-2005 36.7 258 43 13.3 7.3 128 13.6 -23.4
All income 1987-1986 8.0 276 88 264 113 17.0 241 111
GrouEs 19986-2005 7.8 20.8 6.5 28.1 14.7 22.0 41.0 30.2

Notes: For each initial income quintile, the upper row shows the distribution of changes over the 1987.1996 period and the fower row shows
the 1996-2005 period Each row sums to 100 percent across the first six colummns  The table includes returns of houscholds where the primary
taxpayer filed in both years and is age 25 or over in the initial year Income breaks for the base year quintiles and top percentiles are based on
the tax returns of primary taxpayers whose age is 25 and over [ncome is cash income in 2005 dollars as defined in the Technical Appendix

Source: US Treasury Department, Office of Tax Analysis, 1987-1996 Family Panel, Tax Year 1996 and 2005 Individual Income Tax Files
Conclusions

This study examined income mobility of individual taxpayers age 25 and over for the
period from 1996 through 2005 using information reported on individual income tax
returns. The key findings are that there was considerable income mobility of individuals
in the U.S. economy during the 1996 through 2005 period and that the degree of income
mobility among income groups is unchanged from the prior comparable period (1987
through 1996).

The analysis found that more than half of taxpayers (56 percent by one measure and 55
percent by another measure) moved to a different income quintile between 1996 and
2005. About half (58 percent by one measure and 45 percent by another measure) of
those in the bottom income quintile in 1996 moved to a higher income group by 2005.

Economic growth resulted in rising incomes for most taxpayers over the period from
1996 to 2005. Median incomes of all taxpayers increased by 24 percent after adjusting
for inflation. In addition, the real incomes of two-thirds of all taxpayers increased over
this period. Further, the median incomes of those initially in the lower income groups
increased more than the median incomes of those in the higher income groups.

The analysis also found that the composition of the very top income groups changes
dramatically over time. Less than half (40 percent or 43 percent by different measures)
of those in the top 1 percent in 1996 were still in the top 1 percent in 2005. Only about
25 percent of individuals in the top 0.01 percent in 1996 remained in the top 0.01 percent
in 2005,
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Technical Appendix

The data for this study are based on income reported on individual income tax returns,
supplemented by data on Social Security benefits from Form SSA-1099 for lower-income
households that are not required to report this information on their income tax returns.
The 1996 base year sample uses income tax data for the 1996 tax year from the 1996 IRS
Statistics of Income (SOI) Individual Income Tax File and from late-filed returns
included in the 1997 and 1998 income tax files. Tax returns for which the primary
taxpayer is under age 25 or a dependent filer in 1996 are excluded. In order to obtain the
maximum number of matches for 2005, the corresponding data for 2005 were obtained
from the IRS Individual Returns Master File at the IRS Computer Data Warehouse. Data
for 2005 were obtained for both primary and secondary taxpayers in cases where
taxpayers who filed jointly in 1996 filed separately or were a secondary taxpayer in a
different tax unit for 2005. Since the data for late-filed tax returns are not yet available
for tax year 2005, the analysis does not include such returns. Late-filed tax returns are
generally 1 percent or 2 percent of tax returns filed, and are generally more complex tax
returns of high-income tax households. Matches were found for 88 percent of the
primary and secondary taxpayers in the 1996 sample. This attrition rate is relatively low
for this time period, and is likely primarily accounted for by the death of the taxpayer.

Cash income is defined to include wages and salaries, tip income, taxable and tax-exempt
interest, dividend income, alimony, net income from business (sole proprietorships,
partnerships, and S corporations), farm income, net rental income, royalty income, net
capital gain or loss in adjusted gross income (AGI), other gain or loss, unemployment
compensation, taxable and non-taxable pension and annuity income, Social Security
benefits (including the non-taxable portion), and other income included in AGI. Net
operating losses carried over from prior years are added back. Alimony payments are
subtracted to reflect cash income. These sources of income are as reported on individual
income tax returns and supplemented by data from information returns on Social Security
benefits received but not subject to tax. The inclusion of tax-exempt interest and Social
Security benefits are important improvements to income as generally measured on
income tax returns. The inclusion of Social Security benefits is particularly important
because it is the main source of income of many older households. Transfer payments
subject to tax and thus included in income tax return data accounted for about 84 percent
of all cash transfer payments in 1995, the closest year to 1996 for which data were
available. (See Technical Appendix A in Auten and Gee, 2007).

Overall, the income measure used in this study should generally provide a good measure
of cash income for most households, though it may understate income for households
receiving significant amounts of tax-exempt income from workers’ compensation,
Supplemental Security Income, family assistance, or certain veterans disability programs.
In addition, the refundable portion of the Earned Income Tax Credit is not included
because cash income is a before-tax measure. Cash income can be affected by changes in
financial and compensation arrangements. For example, in recent years many mutual
funds have altered how they manage their portfolios so as to reduce currently taxable
capital gains of investors (i.e., capital gains distributions), even though the market values
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of the mutual fund shares have been increasing. This change could reduce the incomes of
households that owned mutual funds in 2005 compared to the income that would have
been reported absent the change.

The definition of cash income used in this analysis is similar, but not identical, to
measures used in other studies. For example, the definition used here includes capital
gains income, while the Census measure of money income does not include capital gains.
Some CBO and Treasury analyses have used measures of income that include employer-
paid payroll taxes such as the employer share of Social Security taxes and unemployment
insurance taxes. These employer-paid taxes are considered to be part of the economic
income of households, but are not included in cash income in this study as households are
unlikely to regard such items as part of their cash income. Income is adjusted for
inflation using the Consumer Price Index Research Series Using Current Methods (CPI-
U-RS).

Table A.1 shows the cash income levels for the income quintiles and the top 10 percent, 5
percent, and 1 percent of the taxpayer population.

Table A.1: Income Breaks for Population Quintiles for 1996 and
2005 (in 2005 dollars)

Thcome Quintile of 1996 2005
Percentile income Cutoff Income Cutoff
Bottom Under 15,328 Under 19,488
Second 15,326 19,488
Middle 25,787 33,120
Median 31,785 41,242
Third 38,881 51,257
Fourth 60,897 83,138
Top 10% 85,387 120,211
Top 5% 116,425 171,856
Top 1% 284,603 463,615

Source: IRS, Statistics of Income 1996 and 2005 Individual Income Tax Files.

Since the data for this study is based on income tax returns, an important question is the
extent to which the sample accurately represents the total population. The sample
includes individuals who are either primary or secondary non-dependent taxpayers on tax
returns filed in 1996. Table A.2 shows that as of 1996, the population of income tax
filers used in this study included 85.5 percent of the population age 25 and over and 90.7
percent of the resident population age 25 to 64. Thus, the sample is highly representative
of the population aged 25 to 64. In addition, to low-income individuals, the 9.1 percent
of individuals in the non-filing population includes non-compliant taxpayers who should
have filed returns, late filers, individuals who filed but were claimed as dependents on
other tax returns, and individuals who retired and began collecting Social Security
benefits prior to age 65. Representation of younger and older individuals was not as
complete. About 69 percent of individuals age 20 to 24 and 56 percent of individuals age
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65 and over were represented on tax returns. The filing rate for older households declines
because Social Security benefits constitute a large portion of the incomes of many older
households, but are not subject to tax until modified adjusted gross income exceeds
$32,000 for married couples filing jointly and $25,000 for non-married individuals.

Table A.2: Comparison of the Adult Tax Filing Population with the U.S.

Resident 1996 Primary and
Age in 1996 Population, Secondgy ;a;:zzjeer:ta;ozﬁggsg:‘
July 1, 1996 Taxpayers
20-24 17,508 12,604 72.0
25-64 158,675 143,856 90.7
55-64 21,353 18,831 88.2
65 and over 33,956 20,893 61.5
25 and over 192,631 164,749 85.5

Notes: Secondary taxpayer refers to the spouse of the taxpayer on joint tax returns filed by married
taxpayers. Dependent taxpayers who are claimed as dependents on other tax returns are excluded
from the numbers of primary and secondary taxpayers.

Source: Resident population from Resident Population Esti of the United States by Age and
Sex: April I, 1990 to July 1, 1999, U.S. Census Bureau. Numbers of taxpayers from U.S. Treasury
Department, IRS Statistics of Income, Individual Income Tax Files.

As shown in the table below, overall attrition in the panel was 16.2 percent. Of the
18,646 returns for which no tax return was found for 2003, information returns for Social
Security benefits were found in 4,161 instances or 22 percent. These 4,161 individuals
are not included in the analysis because of the lack of information about other potential
sources of income such as interest, dividends, wages and self-employment income.
While information on the deaths of taxpayers is not available for this panel, based on
experience with the tax panel for the 1987-1996 period, it is likely that as many as half of
the missing returns are attributable to the death of the taxpayer. This is suggested by the
fact that of 14,485 not accounted for by Social Security recipient non-filers, 6,251 or 43
percent were accounted for by taxpayers over age 65 in 1996. It is likely that several
thousand additional late-filed 2005 returns could be found in later years. After
accounting for these factors, the remaining attrition due to factors including non-
compliance and income falling below the filing threshold appears to be relatively small.
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Tahie A.3: Attrition in the 1996-2005 Panel of Tax Returns

Numbers of Non-Dependent Returns

Percent Atirition From 1996 Sample

1996 Income 1998 Only Social  No 2005  1996-2005 Oniy Social No 2005 Total
Quintile Sample Security Match Panel Security Match Attrition
Lowest 11,295 925 2,137 8,233 8.2 18.9 27.1
Second 8,851 889 1,493 6,469 10.0 16.9 269
Middle 9,977 636 1,493 7.848 6.4 15.0 21.3
Fourth 11,418 415 1,421 9,582 36 124 16.1
80-90th pet 6,725 165 776 5,784 2.5 11.5 14.0
90-95th pet 4,867 108 496 4,265 22 10.2 12.4
95-99th pet 14,795 257 1,900 12,638 1.7 12.8 146
99-89.9 pet 18,700 309 2,045 16,346 1.7 109 126
99.9-89.99 pct 19,022 297 1,821 16,904 16 96 11.1
Top .01 pet 9,666 162 903 8,601 1.7 9.3 11.0
Total 115,316 4,161 14,485 96,670 36 12.6 16.2
1996 Age
25-34 13,251 82 1,568 11,601 08 11.8 125
35-44 25574 160 2,529 22,885 0.6 99 105
45-54 31,134 349 2,538 28,247 1.1 82 9.3
55-64 22,732 1,316 1,599 19,817 58 7.0 12.8
65 and over 22,625 2,254 6,251 14,120 10.0 276 3786
Total 115,316 4,161 14,485 96,670 3.6 12.6 16.2

Notes: The column labeled "Only Secial Security” shows the numbers of cases in which Form S5A-1099 information
returns were found for 2005 but no income tax return was filed. The column labeled "No 2005 Match” shows the
numbers of cases for which neither Form SSA-1099 nor a tax return were found for 2005,

Source: 1RS, Statistics of Income 1996 and 2005 Individual Income Tax Files.

The following tables provide the complete mobility comparisons between the 1987-1996
period and the 1996-2005 period. These more detailed tables show the results for the top
5 percent and top 10 percent as well as the results for the second measure of relative

income mobility.

Table A4: income Mobility Relative to the Total Tax Filing Population, Age 25 and Over, 1987.1996 and 1986-2005

Initial End of Period Income Quintile (1996 or 2005)
income Time

Quintile Period Lowest Second  Middle Fourth _ Highest _ Total Top10% Top5% Topl%
Lowest 1987-1996 389 28.3 14.9 108 73 100.0 3.4 17 03
19962005 37.8 271 18.1 118 7.2 100.0 2.9 1.5 0.3

Second 1987-1996 14.2 338 26.4 16.4 9.3 100.0 3.2 12 0.2
1996-2005 15.8 30.1 280 172 9.0 100.0 3.5 15 0.2

Middle 1987-1696 6.1 17.4 33.9 284 14.2 100.0 58 23 03
1896-2005 59 14.0 328 311 16.3 100.0 58 20 0.3

Fourth 1987-1996 3.0 75 19.4 40.1 30.0 100.0 103 38 0.5
1996-2005 3.1 5.7 15.5 419 33.8 100.0 1.2 38 0.3

Highest 1987-1996 1.8 25 73 208 67.8 100.0 428 239 54
1996-2005 2.0 20 57 17.2 732 100.0 46.7 248 48

Top 10%  1987-1966 18 1.8 44 13.8 787 100.0 80.8 38.9 9.9
1996-2005 22 1.2 2.9 74 86.3 100.0 75.1 58.3 157

Top 5% 1987-1996 18 14 32 82 852 100.0 733 56.3 17.3
1996-2005 27 1.0 1.5 4.5 80.3 100.0 85.0 777 44.7

Top 1% 10987-1996 21 09 2.5 4.7 89.9 100.0 833 758 46.0
1996-2005 27 1.0 15 45 90.3 100.0 85.0 777 44.7

Allincome  1987-1996 113 16.5 2014 24.1 280 100.0 14.4 73 1.5
Groups 1996-2005 11.7 14.7 19.1 24.4 30.0 100.0 15.3 7.3 1.3

Notes: For each initial income quintile, the upper row shows the 1987-1996 period and the lower row shows the 1996-2005 period The table
includes returns of households where the primary taxpayer filed for both years and is age 25 or over in the initial year Income breaks for the
quintiles and top percentiles are based on the full cross-sections of tax returns for each year, where the primary taxpayer is age 25 and over

Tncome is cash income as defined in the Technical Appendix
Source: US Treasury Department, 1987-1996 Family Panel, Tax Year 1996 and 2005 Individual Income Tax Files
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Table A.5: Income Mobility Relative to the Base Year Population, Age 25 and Over, 1987-1996 and 1996-2005

Initial End of Period Income Quintile (1996 or 2005)
income Time

Quintile Period Lowest  Second  Middie Fourth Highest Total Top 10% Top5% Top 1%
Lowest 1987-1996 54.6 221 111 75 47 100.0 22 11 0.2
1996-2005 54.1 228 111 7.8 4.3 100.0 2.0 1.1 02

Second 1987-1996 255 365 203 120 57 100.0 20 0.6 0.2
1896-2005 271 367 19.7 109 57 100.0 22 11 02

Middle 1987-1906 12.0 246 329 19.9 10.6 100.0 42 1.7 03
1996-2005 10.6 260 331 205 9.7 100.0 3.5 1.4 03

Fourth 1987-1996 5.1 12.3 250 37.0 205 100.0 6.8 27 03
1996-2005 54 104 267 37.7 19.9 100.0 8.7 23 03

Highest 1987-1996 27 46 10.8 2356 58.4 100.0 348 18.9 4.1
1996-2005 28 4.1 96 231 80.4 100.0 357 18.1 4.1

Top 10%  1987-1996 25 3.0 8.7 14.9 729 100.0 52.9 3.5 786
1996-2005 27 27 8.0 14.0 747 100.0 541 33.0 78

Top 6% 1987-1996 25 24 4.6 9.6 80.9 100.0 7.1 475 13.5
1996-2005 29 23 4.6 89 814 100.0 885 50.6 14.0

Top 1% 1987-1996 235 1.6 35 8.1 86.3 100.0 80.0 7186 38.1
1996-2005 3.4 12 29 47 87.8 100.0 819 74.5 40.4

Allincome  1987-1996 20.0 200 200 200 200 100.0 10.0 50 1.0
Groups 1886-2006 20.0 20.0 20.0 20.0 200 100.0 10.0 5.0 1.0

Notes: For each initial income quintile, the upper row shows the 1987-1996 period and the lower row shows the 1956-2005 period The table
includes returns of households where the primary taxpayer filed in both years and is age 25 or over in the initial year Income breaks for the
quintiles and top percentiles use only the tax returns where the primary taxpayer is age 25 and over in the base year and filed in both years
Income is cash income as defined in the Technical Appendix
Source: US Treasury Department, 1987-1996 Family Panel, Tax Year 1996 and 2005 Individual Income Tax Files

Table A.6: Absolute ! Mobility of H holds Age 25 and Over, 1987-1386 and 1996-2005

Distribution of Percentage Changes in Income in $2005 Percent Change in:
initial Decreased Increased Increased

Income Base  more than Decreased No increased 50to 100% or Mean Median
Quintile Year 50% 5t050% change 5to50%  100% more income  Income
Lowest 1987-1996 8.7 10.3 40 17.0 12.8 47.3 247.5 80.6
1996-2005 6.8 9.3 2.6 142 137 53.5 2846 108.7
Second 1987-1996 6.0 22,0 8.7 280 14.8 208 539 221
1996-2005 6.6 171 5.3 28.4 15.9 26.8 826 38.0
Middle 1987-1996 7.0 292 10.7 287 13.2 11.2 309 9.1
1996-2005 8.0 20.2 76 31.0 170 18.3 52.5 26.2
Fourth 1987-1996 8.1 345 10.2 30.9 9.6 6.6 15.6 23
1896-2005 8.7 251 7.9 341 15.6 10.7 156 17.0
Highest 1987-1996 14.2 36.3 9.1 258 7.4 7.5 9.6 -1.8
1996-2005 12.5 28.9 8.3 30.2 1.9 82 250 8.7
Top 10%  1987-1996 18.0 34.7 8.1 226 76 8.9 10.3 -4.0
1996-2005 164 298 7.8 28.0 112 8.9 25.8 4.0
Top 5% 1987-1996 232 N7 8.5 20.3 8.0 102 9.4 -8.2
1886-2005 226 296 6.8 203 10.3 10.4 277 -3.7
Top1%  1987-1996 37.0 26.7 48 14.3 6.6 10.7 16 -23.8
1996-2005 36.7 25.8 43 13.3 7.3 12.6 13.6 -23.4
Alilncome  1987-1996 9.0 276 88 264 11.3 17.0 241 111
Groups 1996-2008 7.9 20.8 8.5 28.1 14.7 22.0 41.0 30.2

Notes: For each mitial income quintile, the upper row shows the distribution of changes over the 1987-1996 period and the lower

row shows the 1996-2005 period. Each row sums to 100 percent across the first six columns. The table includes returns of

households where the primary taxpayer filed in both years and is age 25 or over in the initial year. Income breaks for the base year
quintiles and top percentiles are based on the tax returns of primary taxpayers whose age is 25 and over. Income is cash income in
2003 dollars as defined in the Technical Appendix.

Source: U.S. Treasury Department, 1987-1996 Family Panel, Tax Year 1996 and 2005 Individual Income Tax Files.
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The 400 Individual Income Tax Returns Reporting the Highest Adjusted
Gross Incomes Each Year, 1992-2006

Shown below are four tables from the Statistics of Income Division which contain information from
the top 400 individual tax returns for each of Tax Years 1892 through 2008. These data are based
on the returns with the largest Adjusted Gross Income reported each specific year shown and do not
necessarily reflect the same taxpayers over time. Consequently, tables 1-3 should be used in
conjunction with Table 4, which presents the number of times an individual return appeared among
the 400 largest adjusted gross incomes over the 15-year period.

Table 1 contains frequencies, money amounts, and average dollar amounts for the major income,
deduction, and tax credits reported as part of the Form 1040 (U.S. individual income Tax Return). It
includes salaries and wages, interest income and capital gains. It also shows net income and net
losses for returns with income from (1) businesses including farms, and (2) partnerships and S
Corporations. Itemized deductions categories include taxes paid, interest paid and charitable
contributions. Finally, the table presents several credit items including the foreign tax and general
business credits, as well as data for the tentative research credit.

Table 1 - Selected items for Taxpayers with the Top 400 Adjusted Gross Income (AGI), 1992-2006 [1]
[Monay amounts are in thousands of doliars}

Cutoff for AGH
Nurnber of Number of in 1990
Tax year returns in returns in Amount doftars {2}
the top 400 the population (in whole dofiars) { (in whole dollars)
W 2 3 @)
400 113,604,503 24,421,000 22,760,000
400 114,601,819 22,559,000 20,397,000
400 115,843,131 23,817,000 21,003,000
400 118,218,327 27,281,000 23,380,000
400 120,351,208 37,804,000 31,503,000
400 122,421,991 48,329,000 37,727,000
400 124,770,862 57,449,000 45,812,000
400 127,075,148 67,404,000 52,866,600
400 129,373,500 86,830,000 £5,880,000
400 130,255,237 58,233,000 42,877,000
400 130,076,448 47,489,000 34,512,000
400 130,423,626 54,721,000 38,864,000
400 132,226,042 74,546,000 51,589,000
400 134,372,678 100,307,000 67,140,000
400 138,304,754 110,602,000 71,728,000
Adjusted gross income
Number of in 1990 Total for Top 400 retums’
Tax year retums in Amount Average dollars [2} all returns percent of
the top 400 total
{5} ®) 9] @ ®) 10
400 18,716,032 46,700 17,442,714 3,629,129,550 0.52
400 18,527,854 48,320 16,752,129 3,723339,880 0.50
400 18,466,682 46,167 16,284,552 3,907,517,953 047
400 20,345,145 50,883 17,448,666 4,189,353,615 0.48
400 29,883,593 74,708 24,502,895 4,535,874,492 0.68
400 37,216,831 93,042 30,308,865 4,968,049,986 0.75
400 44,195,098 110,488 35,243,300 5,415,972,847 . 082
400 53,543,167 . 133,858 41,994,841 5,855,467,909 o
400 59,568,247 173,916 52,781,675 6,365,3765,648 1.08
400 52,439,444 131,099 38,700,607 6,170,803,842 0.85
400 41,623,784 104,059 30,240,843 6,033,585,532 [X: 5]
400 52,496,648 131,242 37,284 581 6,207,108,783 G.85
400 69,110,886 172717 47,827,589 6,788,805,130 1.02
400 85,565,478 213014 57,272,743 7.422,495,863 116
400 105,322,274 263,306 $8,302,383 8,030,842,945 1.31

Footnotes at end of the teble.
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Tabie 1 -- Selected items for Taxpayers with the Top 400 Adjusted Gross income (AGI), 1892-2006 [1] -- Continued

IMoney amounts are in thousands of doffars}

Salaries and wages

Number of in 1990 Totat for Top 400 refums’
Tax year returns in Armount Average Percent of AGH datfars {2] all retums. percent of
the top 400 total
an {12) (13) a4 8 (16) {7
366 4,907,119 13,407 28.22 4,573,271 2,805,703,266 0.17
345 3,073.467 8308 16.59 2,778,904 2,882,120,390 0.11
352 1873910 5,324 10.15 1,652,478 3,026,777,708 .08
348 2,870,398 8,248 1411 2,461,746 3,201,456,569 0.08
345 3,320,743 2,661 11.14 2,774,786 3,378,871,545 .18
343 4,374,872 12755 1178 3,562,598 3,613,918,456 .12
354 5,542,892 15,658 12.54 4420,189 3,879,782,259 0.14
342 7,851,588 22,958 14.66 8,158,117 4,132,473 458 019
338 11,618,416 34,582 18.70 8,815,945 4,456,167,438 0.28
330 8,010,118 24273 15.27 5,911,527 4.565229,218 018
337 4,802,371 14,547 11.78 3,562,770 4,559,690,903 0.11
334 5,888,367 17,923 11.40 4,251,681 4,648,900,483 013
33 8,653,750 26,223 12.52 5,988,754 4,921,808,344 0.18
332 7.380,281 22,230 883 4,939,047 5,156,407,373 0.4
334 7,808,073 23,374 7.41 5,082,304 5,469,370,119 0.14
Taxatle interest
Number of in 1990 Total for Top 400 returns’
Tax year retums in Amount Average Percent of AGI dotlars [2} altretums percent of
the top 400 totat
(18) {19) {20) (21) (22) {23) (24)
400 1,383,629 3,459 7.39 1,289,496 162,343,280 0.85
400 1,328,388 3,321 717 1,201,072 131,140,527 1.01
400" 1,414,669 3,537 786 1,247,504 126,169,276 112
400 1835406 4,839 9.51 1,669,868 154,780,536 1.25
400 1,850,595 4,128 5.52 1,375,496 165,672,564 1.00
400 1,815,364 4,538 488 1,478,309 171,700,242 1.08
400 1,704,744 4,262 3.86 1,359,445 178,333,832 .86
400 1,667,937 4,170 312 1,308,186 175,675,236 0.95
400 2,735,136 8,838 3.93 2,075,217 198,321,670 1.37
400 2,938,385 7,341 560 2,167 074 198,177,814 1.48
400 2308472 5,771 558 1,677,669 149,024 899 1.55
400 2,577,180 6,444 491 1,830,795 127,159,692 203
400" 2,968,623 7.424 4.30 2,056,102 125,474,158 237
400 5,740,724 14,352 6.71 3,842,520 152,432,720 3.83
400 " 8,167,563 20,418 7.78 5,206,734 222,707 445 3.87
Dividends [3}
Number of in 1990 Total for Top 400 retumns’
Tax year retums in Amount Average Percent of AG! dollars (2] all retums percent of
the top 400 totat
(25) {26) {27} {28) 29 {30) (31)
380 1,088,731 2,792 5.82 1,014,660 77,825,720 140
388 1,031,674 2,850 5.87 832,787 79,728,631 1.28
388 1,389,080 3,580 7.52 1,224,939 82,410,237 189
390 2,107,223 5,403 10.36 1,807,224 94,592,325 223
394 1,904,296 4,833 8.37 1,586,913 104,264,986 1.83
393 1,524,587 3,879 4.10 1,241,520 120,403,432 127
400 1,410,781 3,527 319 1,125,025 118,479,901 118
400 2,027,848 5,070 3.78 1,590,469 132,466,522 1.83
400+ 1,926,856 4,817 277 1,461,954 146,987,678 1.31
400 2,216,558 5,541 423 1,685,836 119,533,324 1.85
302 2,118,196 5404 5.09 1,539,387 103,241,332 205
380 4,136,220 19,806 7.88 2,837,656 115,141,232 359
400 8,184,710 20,462 11.84 5,664,159 146,838,808 5.57
393 5,894,885 15,000 6.88 3,045,708 166,482,004 3.54
400 ** 7,804,647 19,737 7.50 5,119,745 199,359,148 3.96
Footnotes at end of the table.
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{Money amounts are in thousands of dollars]
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Net capital gains less oss in AG!

Number of In 1990 Total for Top 400 returns’
Tax year ratusns in Amount Average Percent of AGI doflars {2} alt returns percent of
the top 400 totat
82 (383 84 28 (36 37) (38)
391 6,752,378 17,270 36.08 5,282,990 118,229,538 571
393 8,895,189 22,634 48.01 8,042,658 144,171,901 817
400 9,649,968 24,125 52.28 8,508,672 142,288,352 8.78
400+ 8,971,380 22,428 44.10 7,894,151 170,415,206 5.26
400 18,945,850 47,384 63.40 15,788,042 251,816,934 7.52
400" 24845175 82,113 66.76 20,232,227 356,083,267 6.98
400 32,220,888 80,582 72.91 25,694,489 446,083,838 722
400 38,071,339 97,678 7297 30,644,188 542,758,116 7.20
400 49,970,972 124,927 71.83 37,914,243 830,542,431 7.93
400 34,712,848 86,782 £6.20 25,618,338 326,527,451 10.63
400" 25,627,089 64,088 61.57 18,624,338 238,788,770 10.73
400~ 31,808,611 79,524 60,50 22,892,063 294,354,009 10.81
400 ™ 39,208,353 98,238 56.86 27,194,018 473,681,638 8.30
400 49,946,781 124,867 58.37 33,431,580 668,015,218 7.48
400 ** 66,004,372 165,236 82.75 42,862,757 779,462,354 8.48
Capital gains subject to preferential rates [4]
Number of In 1980 Total for Top 400 returns'
Tax year returns in Amount Average Percant of AGH doilars {2} all retuns percent of
the fop 400 total
(39 {40) [ox)] “2) @3 (44) 45
391 6,188,758 15,779 32.87 5,750,008 74,762,692 8.25
393 7,894,938 20,089 42.81 7,138,281 87,938,073 898
400 9,353,043 23,383 50.85 8,247,834 95,384,824 8.70
400+ 8,241,430 20,604 40.51 7,068,122 112,243,508 7.34
400" 17,586,362 43,968 58.85 14,655,301 177,473,299 9.91
385 23,440,787 84,221 62.98 19,088,589 316,215,852 741
372 31,046,340 83,458 70.28 24,757,847 413,878,616 7.50
364 36,170,392 99,369 87.55 28,388,935 478,944,123 7.54
372 44,526,424 119,885 84.01 33,783,326 573,477,238 7.76
313 20,832,816 85,313 56.8¢ 22,016,838 319,242,169 962
291 23,017,328 79,087 55.30 16,727,708 238,816,040 963
383 32,082,540 83,714 61.08 22,771,690 358,815,034 B.94
393 43,487,966 110,856 62.92 30,095,478 584,147,952 7.88
392 51,328,960 130,941 59.98 34,356,734 741,620,959 8.92
400 * £7,807,908 169,020 684.16 43,844 208 860,961,538 7.85
Net business income {from both Schedule C and F)
Number of tn 1990 Totat for Top 400 returns’
Taxyear retums in Amount Average Percent of AGI dolfars {2} all returns. percent of
the top 400 total
48) 47 “8) 49) {50} {51 (52)
08 874,454 10,151 521 908,159 181,801,076 0.53
83 243,185 2930 1.31 219,887 184,040,454 013
73 289,313 3,063 1.87 255,128 193,743,145 0.15
85 339,155 3,890 1.67 290,870 198,072,953 0.47
B84 206,567 2458 0.89 172,139 207,048,452 0.10
73 106,553 1,480 0.20 86,768 217,815,200 0.08
58 111,331 1,887 0.28 88,781 232,834,123 0.05
60 567,791 9,463 1.06 445,326 240,890,428 0.23
51 511,580 10,030 074 388,111 250,574,438 0.20
58 933,363 16,667 178 688,821 254,852,543 0.38
44 510,548 11,603 1.23 371,038 260,608,227 Q.19
58 188,088 3,243 0.36 133,585 273,378,464 0.07
55 163,885 2,980 0.24 113,418 284,933,673 0.08
87 606,318 9,080 071 405,835 320,510,505 0.19
74 861,172 8,935 0.83 428,776 337,948,368 0.20

Footnotes at end of the table.
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Table 1 -- Selected items for Taxpayers with the Top 400 Adjusted Gross Income {AGH, 1992-2006 [1] -- Continued

{Money amounts are in thousands of doErs}

Net business loss (from both Schedule C and F)

Number of in 1960 Total for Top 400 retumns’
Tax year retums in Amount Average Parcent of AGH dollars [2} all returns. percent of
the top 400 totat
&3 &4 {85} {56) &7 (58) {59)
58 51,265 884 -0.27 47,777 30,434,929 0.16
58 20,050 358 -0.11 18,128 32,002,222 0.06
58 €7,913 1,213 -0.37 59,888 34,917,657 018
43 65,111 1,514 0.32 55,842 36,579,268 017
45 28,058 846 ~0.18 24,218 37,207,298 0.07
48 32,748 712 -0.08 26,668 37,821,427 G.08
52 48,666 936 <0.11 38,808 38,367,785 0.12
54 41,257 764 ~0.08 32,359 38,719,277 Q.10
50 118,029 2,321 -0.17 88,034 45,743,802 0.24
57 38,053 868 .07 28,084 49,084 828 0.07
64 124,358 1,943 -0.30 20,377 54,244,375 0.22
58 155,034 2,673 -0.30 110,109 56,094,670 0.26
84 71,381 1,115 -0.10 49,399 60,855,591 Q.11
82 66,922 1,078 -0.08 44,784 62,978,235 .10
72 363,357 5,047 -0.35 235,668 71,753,424 0.51
Partnership and § Corporation net income
Number of in 1890 Total for Top 400 retumns’
Tax year returns in Amount Averags Percent of AGI doltars [2} all returns percent of
the top 400 total
{9 ©1) 82) 63 &4) 85) (86)
222 3,304,620 14,886 17.86 3,079,795 128,704,285 257
253 3,688,744 14,572 19.96 3,333,403 133,437,568 276
250 4,131,387 16,526 2237 3,643,198 154,276,614 288
236 4,340,601 18,382 21.33 3,722,643 166,418,667 261
224 4,071,411 18,176 13.62 3,392,843 180,739,214 213
226 4,574,354 20,241 12.28 3,725,044 213,550,410 214
187 4,261,821 21,833 9.64 3,388,421 240,836,136 177
171 3,988,428 23,207 7.41 3,112,483 269,757,830 1.47
190 5,888,124 30,885 8,44 4,452,294 285,424,865 208
180 4,931,068 27,395 9.40 3,839,168 301,558,966 184
205 8,962,676 33,964 16.73 5,080,084 314,666,137 2.21
213 8,041,128 37,752 15.32 5,711,028 333,020.187 241
186 9,886,476 53,153 14.31 6,841,852 398,690,527 248
262 14,851,290 59,331 17.47 10,007,557 492,020,754 3.04
228 15,134,921 56,381 14.37 9,815,124 528,224,522 2.87
Partnership and S Corporation net loss
Number of In 1990 Total for Top 400 returns’
Tax year retumns in Amount Average Percerit of AGH doitars {2] all returns percent of
the top 400 total
[(2] (68) (69 a9 L)) 72 73
142 282,809 2,082 -1.56 272,888 41,082,774 0.7
118 362,054 3,042 -1.95 327,354 40,560,503 0.89
124 528,810 4,265 -2.86 466,411 39,890,769 133
138 767,158 5,641 -3.77 657,941 40,866,189 189
138 653,567 4,702 -2.19 544,63¢ 43,959,596 1.48
140 678,183 4,844 ~1.82 552,250 45,236,146 150
173 1,653,302 9,857 ~3.74 1,318,423 53,481,544 308
193 2,078,113 10,757 -3.88 1,628,324 58,685,867 3.54
173 3,850,145 21,099 -5.25 2,769,457 72,511,266 503
178 1,942,839 10,918 -3.70 1,433,829 78,448,871 254
187 1,797,180 10,762 -4.32 1,306,080 76,697,948 2.34
160 1,561,495 9,884 -3.01 1,123,221 78,972,015 2,00
189 1,727,217 8,138 250 1,195,306 82,607,364 208
138 1,741,938 12,903 «2.04 1,165,956 89,694,035 184
168 2,827,895 17,036 ~2.88 1,833,979 102,747,208 275

Footnotes at end of the tatle.
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Table 1 - Selected items for Taxpayers with the Top 400 Adjusted Gross Income (AGI), 1992-2006 [1] ~ Continued

{Money amounts are in thousands of doflars]

Total statutory adjustments

Number of In 1980 Total for Top 400 retums’
Tax year returns in Amount Average Percent of AGI dotlars {2} all returns percent of
the top 400 total
a4, {78) 76) an 78 {79) (80)
169 7.149 42 0.04 8,863 35,464,264 0.02
189 10,279 54 0.08 8,254 36,624,273 0.03
248 14,418 58 0.08 12,714 39,103,321 0.04
255 14,725 58 0.07 12,628 41,139,577 0.04
245 16,300 67 0.05 13,583 42,646,933 0.04
238 17,432 73 0.08 14,198 46,854,680 0.04
249 14777 59 0.63 11,784 51,530,709 0.63
217 22,758 108 0.04 17,850 56,698,800 0.04
223 34,077 153 0.05 25,858 58,609,518 .08
218 37,030 169 0.07 27328 60,572,768 0.08
216 17,635 82 0.04 12,816 77,161,432 0.02
218 18,925 87 0.04 13,441 87,575,877 0.62
229 15,600 89 .02 10,858 98,046,678 0.02
276 153,441 556 0.18 102,705 109,396,547 0.14
287 178,878 616 017 114,708 113,845,357 .16
Total iternized deductions claimed on Form 1040
Number of Percent of in 1980 Total for Top 400 retums’
Tax year retums in Amount Average itemized dotiars [2} all returns percent of
the top 400 i total
81 82} 83) 84) 85 (86) 87)
400 1,832,264 4,581 B80.83 1,707,609 481,845,631 038
400 2,256,254 5,841 83.73 2,040,013 490,403,708 048
400 ** 2,243,289 5,808 83.38 1,978,218 493,654,068 0.45
394 2,304,947 $,850 82.28 1,976,798 $27,374,034 0.44
400 3,600,588 9,001 &2.81 3,000,489 572,541,293 0.63
400 4,255,766 10,639 82.54 3,465,608 620,810,172 069
394 5,060,380 12.818 83.98 4,027 416 676,460,336 078
400" 6,381,236 15,983 83.98 5,004,891 741,876,847 0.86
400+ 9,348,219 23371 84.67 7,082,731 822,360,510 114
392 7,902,719 20,160 86.38 5,832,265 884,528,260 0.88
392 5,672,772 14,474 85.56 4,122,654 898,047,320 083
400 ™ 7,088,025 17,748 84.76 5,041,921 501,864,834 o.7e
400+ 10,008,341 25,023 85.48 6,926,880 998,238,457 1.00
400+ 12,142,504 30,356 85.72 8,127,573 1,121,816,935 1.08
400 16,391,842 40,980 90.64 10,630,248 1,229,237 288 133
tiemized deductions limitation
‘Number of Percent of 1 1990 Total for Top 400 returms’
Tax year retums in Amount Average itemized dollars {2} alf returns percent of
the top 400 i total
88) 89) {99) 81 92) 83 {84)
400 = 440,036 1,100 19.37 410,099 12,751,272 345
400 " 438,500 1,006 18.27 395,474 12,755,843 344
400 ™ 447 241 1,118 18.62 304,303 13,356,396 335
394 496,269 1,280 17.72 425,617 15,557,237 3.19
400 742,314 1.856 17.09 618,595 19,082,977 389
400 900,051 2,250 17.46 732,940 23,263,489 3.87
383 963,288 2,451 16.02 768,180 26,848,018 3.87
394 1,217,585 3,080 16.02 954,977 31,965,547 381
400" 1,603,078 4,233 15.33 1,284,581 38,066,131 445
392 1,244,910 3,176 13.61 818,753 30,982,180 4.02
392 955,409 2,437 14.41 694,338 26,986,528 3.54
400 ™ 1,276,806 3,162 15.24 908,822 28,047,046 4.41
400" 1,700,673 4,252 14,52 1,176,938 36,761,013 463
400 2,023,548 5,059 14.28 1,354,440 45,323.612 446
400 1682 441 4,231 9.38 1,087,562 35,152,244 4.81

Footnotes at end of the table.
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Taxes paic deduction
Number of Percent of In 1990 Totat for Top 400 returns’
Tax year retumns in Amount Average temized doltars {2] ali returns percent of
the top 400 i totat
95) 196) (97) (98) (99) (160) (101)
400> 1,075,363 2,688 4732 1,002,202 160,452,525 0.67
393 1,103,936 2808 40.97 998,134 169,880,372 0.85
400 * 883,201 2,208 32.83 778,837 175,847,831 0.50
390 1,083,870 2728 37.98 912,410 188,643,888 0.56
394 1,417 642 3,598 3264 1,181,368 203,775,741 0.70
400 1,481,390 3,728 23.93 1,214 487 220,628,058 0.68
393 1,553,566 3,853 25.83 1,238,888 241,782,812 0.64
392 1,867,109 4,783 24.57 1,464,389 265,365,133 .70
400 ** 3,073,794 7.684 2784 2,332,185 294,711,547 1.04
387 2,207,999 5,705 24,14 1629519 307,974,817 872
390 1,755,690 4,502 26.49 1,275,938 302,653,982 0.58
400 2,122,983 5,307 25.38 1,507,786 310,898,704 0.68
400 2,830,805 7,077 24.47 1,958,035 362,608,853 078
400 3,679,185 9,198 25.97 2462840 400,390,045 0.92
400 ** 4,614,691 11,537 26.852 2,992,666 432,774,100 1.07
Interest paid deduction
Number of Percant of in 1990 Total for Top 400 returns’
Tax year returns in Amount Average itemized doliars [2] ali returms percent of
the top 400 deductions total
(102) {103) (104) (105) (108) (107} (108)
332 417,411 1,257 18.37 389,013 208,858,776 0.2¢
327 519,187 1,588 19.27 469,428 200,188,793 0.28
329 584,225 1,776 2171 515,189 197,240,013 0.3¢
327 574,304 1.756 20.50 492,542 215,077,974 0.27
336 548,764 1,633 1284 457,303 233,150,728 0.24
342 759,779 2,222 14.74 618,712 250,599,197 0.30
340 872,425 2,566 14.51 896,713 271,624,314 0.32
358 1,128,802 3,183 14,85 $85,335 291,652,907 0.38
365 1,785,187 4,881 18.17 1,354,467 322,931,508 0.55
343 1,631,385 4,756 17.83 1,203,874 348,900,751 0.47
351 916,434 261 13.83 666,013 351,498,773 8.28
353 1,087,138 3,080 1288 772,115 340,319,125 0.32
358 1,068,382 2,979 8.11 737,981 356,355,994 0.30
362 2,272,802 8,278 16.04 1,521,287 405,718,258 0.58
354 3.089,162 8,670 16.97 1,890,377 470,474,844 0.85
Total contributions deduction
Number of Percent of 1n 1990 Total for Top 400 retumns’
Tax year returns in Amount Average itemized doftars {2} all retuns percent of
the top 400 deductions totai
(109) (110) (111) (112) (113) (114 115y
392 556,663 1,678 28.80 811,988 63,843,281 1.03
388 1,010,312 2,624 37.48 913,483 88,354,293 148
391 1,188,191 2,988 43.42 1,030,151 70,544,542 1.66
388 1,131,003 2,930 40.38 969,986 74,991,519 1.51
388 2,351,424 6,080 54.14 1,959,520 86,159,305 273
384 2,859,871 7,259 5547 2,328,885 99,191,062 288
388 3,555,211 8,139 59.12 2,835,006 109,240,078 3.2%
287 4,536,193 11,721 59.70 3,557,798 125,798,548 361
400 6,063,718 15,158 54.82 4,600,698 140,681,831 4.31
386 5,086,754 13,128 5§5.39 3,739,302 139,241,476 384
385 3,624,230 9,414 5468 2,633,888 140,571,365 258
388 4,852,030 11,980 55.54 3,303,999 145,702,137 3