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THE MIDDLE-INCOME TAX RELIEF QUESTION:
EXTEND, MODIFY, OR EXPIRE?

THURSDAY, MARCH 26, 2009

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

The hearing was convened, pursuant to notice, at 10:03 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

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

Also present: Democratic Staff: Bill Dauster, Deputy Staff Direc-
tor and General Counsel; Cathy Koch, Senior Advisor, Tax and Ec-
onomics; Tiffany Smith, Tax Counsel; and Kelcy Poulson, Tax Re-
search Assistant. Republican Staff: Mark Prater, Deputy Chief of
Staff and Chief Tax Counsel; Nick Wyatt, Tax Staff Assistant; Jim
Lyons, Tax Counsel; and Grant Menke, Staff Assistant.

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

The CHAIRMAN. The committee will come to order.

In his work entitled, “Politics,” Aristotle wrote: “The best polit-
ical community is formed by citizens of the middle class.” What
was true in Aristotle’s analysis has proven all the more true in
America. America’s great strength lies in the broad American mid-
dle class.

In 2001, this committee led the way to easing the tax burdens
of the American middle class. Now, there have been different views
about the 2001 tax cuts, but, whatever differences there have been,
there is pretty wide agreement that working families have wel-
comed the relief. Tax cuts like the Child Tax Credit, the lower
middle-income tax rates, and marriage penalty relief have helped
working moms and dads to pay the bills and raise their families.

For example, in 2001 we increased the Child Tax Credit from
$500 to $1,000 per child. Then we also made the credit partially
refundable so that working families can get some money back. In
2001, we provided marriage penalty relief. That way a married cou-
ple does not get penalized with higher taxes when they take their
wedding vows.

But on the horizon, we have a challenge. Those tax cuts, and a
lot of other ones, expire at the end of 2010. Allowing these tax cuts
to expire would mean a drastic tax increase for tens of millions of
American families. Pretty soon we need to decide which of these
tax cuts to make permanent.
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On top of that, we have the ever looming Alternative Minimum
Tax. The AMT creeps forward every year, snaring more and more
taxpayers in its grasp. The AMT was meant to make sure that 155
wealthy taxpayers paid their fair share, but now it ensnares mil-
lions of middle-income families. Frankly, the AMT fills many tax-
payers with dread. People have to calculate their taxes under the
regular tax system, and then they have to do it again under this
alternative system. They have to worry about whether this will be
the year that they fall prey to AMT.

Over and over again, Congress has passed a 1-year fix. The fix,
also known as the AMT patch, is holding the number of taxpayers
subject to the tax at just over 4 million; without the fix, more than
26 million taxpayers will be paying higher taxes.

Another question is: who are these middle-income taxpayers?
People throw the term “middle class” around a lot, but different
people have different ideas about who is included. Judith Martin,
who has long written the “Miss Manners” column, once said,
“There are three social classes in America: upper middle class, mid-
dle class, and lower middle class.”

Today we will hear some thoughts about just who is in the mid-
dle class. We will hear about how the middle class has fared over
the last few decades. In particular, we will hear how they have
fared over the last couple of years, and we will hear about how our
tax laws affect the middle class. We will discuss the temporary na-
ture of several other tax provisions and will consider whether some
of these provisions should be made permanent.

Today I am introducing a bill to make the middle-income 2001
tax cuts permanent. My bill would make permanent the middle-
income tax rates—the Child Tax Credit, marriage penalty relief in
the 2001 tax law, for example—and I am very hopeful that we can
move legislation along these lines this year.

And so let us examine ways to help the great strength of Amer-
ica, let us look for ways to continue tax relief for the broad Amer-
ican middle class, and let us see how we can extend these welcome
tax cuts for America’s working families.*

Senator Grassley?

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

Senator GRASSLEY. Thank you, Mr. Chairman.

I want to say, first of all, to the chairman as well as to our dis-
tinguished panel, this is the only day of the year that the Budget
Committee puts out a document. There are a lot of amendments.
I am a member of that committee, so I probably will not be around
here a long time to listen to everything. I hope you will appreciate
that fact.

*For more information, see also, “Present Law Related to the Individual Income and Social
Insurance Taxes as in Effect for 2009 and Background Data Related to the Distribution of Fed-
eral Taxes,” Joint Committee on Taxation staff report, March 24, 2009 (JCX-21-09), http://
www.jct.gov [ publications.hitml?func=startdown&id=1687.
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The answers that we eventually come to in responding to ques-
tions that we are asking in this hearing will, in part, determine
whether the United States is able to continue to rely on the spirit
and ingenuity of a dynamic middle class, or if the middle class is
to be shredded by the tax code and parceled out to fund corporate
welfare and welfare benefits for people who do not pay income
taxes.

Under current law, Americans will be subject to the largest tax
increase in history in 2011 if Congress does nothing. In other
words, without a vote of Congress, we will have the largest tax in-
crease in the history of the country.

I have a chart I would like to show here of the impact that this
could have on a family of four with $50,000 in annual income. They
will be subject to a tax increase of $2,300. The next chart shows
the tax increase faced by a single-parent household with two kids
and $30,000 in income, which is $1,100. So I think it is pretty clear
what is at stake here, keeping in mind that these tax increases are
only what is now built into current law. They do not include items
in the President’s budget, like the cap-and-trade tax that would in-
crease energy prices on these very same families as well.

For a long time now I have been urging the Democratic leader-
ship to tear down this wall, and it seems that my message has fi-
nally been heard, at least partially. President Obama’s budget
makes most of the bipartisan tax relief of 2001 and 2003 perma-
nent. We now have agreement on issues like the marriage penalty.
Working families will be able to continue to count on lower rates.
Low-income seniors who are counting on their capital gains and
dividend income can sleep a little easier.

The fourth example I will give, but not the end of all the exam-
ples that could be given, is the ravenous monster that the Alter-
native Minimum Tax is will be held back from the middle class. If
Democrats in Congress share President Obama’s commitment to
tearing down at least part of this wall, then they will find allies
on my side of the aisle to do that.

As pleased as I am to find that the new President has come to
agree with me on these issues, there is still more that we need to
do, especially in these formidable economic times that we are in.
President Obama intends to allow parts of the 2001 and 2003 tax
relief to expire that, if extended, will continue to provide incentives
for the creation of jobs and the resuscitation of the economy: provi-
sions such as the marginal rate reductions in the top two income
tax brackets, the repeal of the phase-out of personal exemptions
and itemized deductions, and dividends and capital gains reduc-
tions for everyone.

These provisions helped grow the economy when they were put
into effect. These provisions then, common sense tells me, could be
a valuable tool in a recovery, if we do not cast them aside. Many
of my colleagues are skeptical of any income source that is not a
check from the Federal Government, but the 2001 and 2003 tax re-
lief packages did not benefit the rich, or let us say did not benefit
just the rich, as some are leading us to believe. In fact, these pack-
ages are part of a broad trend where our tax system has become
more progressive—let me emphasize that, more progressive—over
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the past several decades. Why can we not get through to some peo-
ple that the tax code has become more progressive in this process?

Recent tax relief has continued to shift more of the Federal tax
burden onto wealthy households, while lowering rates or elimi-
nating Federal income tax liability for many middle-income and
lower-income households. One of today’s witnesses cites the Con-
gressional Budget Office data in showing that income taxes, as a
percentage of income, have fallen more for low-income and middle-
income households over the past several decades than they have
fallen for wealthy households. This indicates that, as a percentage
of Federal income tax revenue, the tax burden on our wealthiest
citizens has steadily increased over time, while it has decreased for
lower- and middle-income households.

This chart is derived from CBO data, showing how effective Fed-
eral tax rates have changed from 1979 through 2005. It shows
those changes for two groups. One group is Americans in the top
5 percent in terms of income, and the other is everyone else, the
remaining 95 percent. The blue line represents the top 5 percent,
the red line represents the remaining 95 percent. The vertical line
shows where rates were in 2000.

According to an analysis of CBO data, the effective tax rate for
the top 5 percent of earners was around 31 percent in 2000 and
the effective rate was around 20 percent for everyone else. In 2005,
the effective rate had decreased to around 29 percent for the high-
est earners and 17 percent for the other 95.

In a period where effective tax rates declined by roughly 2 per-
cent for the top 5 percent of earners, rates decreased by 3 percent
for the remaining 95 percent. The tax relief enacted in 2001 and
2003 decreased effective Federal tax rates for the bottom 95 per-
cent more than it did for the top 5 percent. What has been ma-
ligned as tax cuts for the rich increased the share of Federal taxes
paid by that category.

What we as a committee take from this hearing will be very im-
portant. I hope that my colleagues come away with a better under-
standing of what we need to do to drive our economy out of the
hole that we are in and why we should fully extend and make per-
manent the 2001 and 2003 bipartisan tax relief so that we are able
to offer everyone a ladder to productivity and prosperity.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

I would now like to introduce the panel. The first witness is Paul
Taylor, executive vice president at the Pew Research Center.
Thank you, Mr. Taylor, for joining us today.

Second is George Yin, whom we all know here as former Director
of the Joint Committee on Taxation, and now professor at the Uni-
versity of Virginia School of Law. Thank you again, Mr. Yin. Good
seeing you again, George.

Then we have Robert Greenstein, executive director of the Center
on Budget and Policy Priorities. And Bob, I am very sorry to hear
that your wife was in an accident Monday. Apparently her legs are
not in very good shape. But thank you for taking the time to be
here. I know your thoughts are very much with her, but you are
here today to help out, too. So we deeply appreciate that and hope
for a speedy recovery for your wife.



5

Finally, we have Alan Viard, resident scholar at the American
Enterprise Institute.

As is our regular practice, and we will follow it, I ask each of you
to give about a 5-minute statement. Your statements will automati-
cally be in the record.

Mr. Taylor?

STATEMENT OF PAUL TAYLOR, EXECUTIVE VICE PRESIDENT,
PEW RESEARCH CENTER, WASHINGTON, DC

Mr. TAYLOR. Thank you, Chairman Baucus and Ranking Member
Grassley, for the opportunity to testify.

Let me say at the outset that I am neither a tax policy expert
nor an economist. I am the lead author of a major report that the
Pew Research Center published last year on the middle class. We
looked at the subject through two lenses: a nationwide public opin-
ion survey in which we asked people what it means to be middle-
class, and an analysis of the major economic and demographic
trends that have affected the middle class since 1970. The report
was long; it ran nearly 200 pages. This morning, let me just very
briefly summarize about a half-dozen key points.

First, when we asked people in our survey to identify what class
they are in, 53 percent said they were middle class. But it was very
clear from our survey that self-identifying as “middle-class” is as
much an expression of a state of mind as it is a statement of in-
come and assets.

For example, younger adults and older adults are both more like-
ly than middle-aged adults to identify as middle-class, even though
middle-aged adults have more income. The reason is that middle-
aged adults also have more financial burdens. Similarly, blacks,
whites, and Hispanics are all equally likely to identify as being
middle-class, even though the whites who do so have considerably
more income than the blacks and Hispanics who do so.

Overall, our survey shows that how much money people think it
takes to be middle-class correlates directly with their own income:
the higher the income, the higher the bar people set for living a
middle-class lifestyle.

Our second major finding was that the middle class feels stuck
in its tracks. We did our survey 13 months ago, in the early days
of a recession that had not yet been officially declared, but even
then, when we asked people how they were doing in life compared
with 5 years before, we got the most downbeat reading on this
question in the half-century it has been asked by the Pew Research
Center and other polling organizations. Nearly 6 in 10 middle-class
respondents said that they either had not moved forward in life in
the past 5 years or had actually fallen backwards.

When we examined census data, we could see why people feel
this way. Our third key finding was that inflation-adjusted median
household income, arguably the best single indicator of the middle-
class standard of living, had not yet surpassed the peak it reached
in 1999.

We have since updated this analysis with another year of census
data, and this still holds true, making the current decade the long-
est stretch of years in the modern era in which this key indicator
has remained at or below its previous peak, first during a shallow
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recession at the beginning of this decade, but later during 6 years
of economic expansion that ran through the end of 2007. So for the
typical American household, the great recession that began 15
months ago was preceded by an equally unusual, if slightly less
dramatic, phenomenon: a phantom recovery.

The picture is very different and much more positive when we
lengthen our time horizons. Our fourth finding is that, since 1970,
median household income has risen by 21 percent in inflation-
adjusted dollars. If you correct for the changes over this time pe-
riod in average household size, the effective increase has been 41
percent.

Moreover, the middle class understands this. Just as they are
frustrated by a sense of stagnation in the short term, they also ap-
preciate a rising standard of living over the longer arc of their own
lives. In our survey, two-thirds of middle-class respondents say
they are doing better in life than their parents did, just 10 percent
say they are doing worse.

But there are also some less positive long-term trends that the
middle class is keenly aware of. Our analysis of all key data related
to middle-class family finances—income, wealth, consumption, ex-
penditures, debt, et cetera—tells one consistent story. Even as the
middle-class standard of living has risen since the 1970s in abso-
lute terms, it has fallen behind relative to the folks above them on
the socioeconomic ladder.

Thus, the past 4 decades for the middle class have been a period
of rising prosperity and rising inequality. By contrast, the economic
period before that, from the end of World War II through the early
1970s, had been a time of rising prosperity and declining inequal-
ity.

Finally, we examined the changing economic and demographic
composition of the middle class since 1970. We found that it has
shrunk a bit over time, reflecting a dispersion of slightly greater
shares of the population into both the upper- and the lower-income
tiers. We found that, demographically, the middle class has
changed since 1970 in much the same way that the country as a
whole has changed: it is older than it used to be, it is less white
than it used to be, it is better educated than it used to be, and it
is less likely to be married.

We covered a lot of other ground in our report, and also in my
written testimony, but I think I have used up my time for now. I
would welcome the opportunity to answer your questions. Thank
you.

The CHAIRMAN. Thank you, Mr. Taylor. That was very inter-
esting.

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

The CHAIRMAN. Mr. Yin?

STATEMENT OF GEORGE YIN, EDWIN S. COHEN DISTIN-
GUISHED PROFESSOR OF LAW AND TAXATION, UNIVERSITY
OF VIRGINIA, SCHOOL OF LAW, CHARLOTTESVILLE, VA

Mr. YIN. Thank you, Mr. Chairman, Senator Grassley, members
of the committee. Thank you for inviting me to testify at this hear-
ing today. It is a pleasure to see you both once again.
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I will quickly make just four points. First, the committee should
allow the expiring income tax cuts to lapse, including those applica-
ble to middle-income taxpayers. The country simply cannot afford
them. I have included in my testimony today CBO projections
showing the dire and imminent fiscal crisis facing the country, and
these projections do not include all of the recent events stemming
from the financial crisis that have likely made the outlook signifi-
cantly worse. The Bush tax cuts may or may not have been wise
in the first place, but that debate is now long past. We simply can-
not afford them in the future.

Second, other deficit-reducing options, including reforming health
care and entitlements and increasing other taxes, are not sufficient
to substitute for letting the income tax cuts lapse. The fiscal situa-
tion is so bleak that we must make dramatic reductions in spend-
ing and find additional revenue sources. In this context, letting the
income tax cuts lapse is a comparatively easy option, and the com-
mittee should take it.

Third, fairness considerations do not justify extending any of the
tax cuts. Although some may believe that the Bush income tax cuts
disproportionately benefitted the wealthy, I include in my testi-
mony data from the IRS that does not support that conclusion.
That said, just as we are beyond the point of debating whether the
Bush tax cuts were wise in the first instance, we are also past the
time of worrying about their distributional effect.

Letting all of the income tax cuts expire across the board would
return the country approximately to the tax system of the last
Democratic administration. That policy decision would, first, ad-
dress concerns that the tax cuts have disproportionately benefitted
the wealthy; second, be fiscally responsible; and third, be consistent
with the principle of shared sacrifice during this very challenging
time for the country.

Finally, Congress should agree now on a target level of economic
growth that would have to occur before any tax cuts would be al-
lowed to expire. The agreement would provide for a continuation of
the cuts until the target is achieved, but also expiration of the cuts
once the target is met. It may be easier to reach agreement now,
committing to this balanced and responsible future action while the
committee and the Congress are somewhat blind to the precise tim-
ing, than to wait and try to obtain consensus at the future time.

As Mr. Taylor’s research indicates and as we all know, my policy
prescriptions today are politically unappealing. No one likes taking
the steps I have advocated; I certainly do not. But the core num-
bers indicative of an imminent fiscal crisis do not lie. We are be-
yond the point of being able to kick this problem down the road a
little further.

As our Nation’s leaders, you must persuade the American public
that, unless steps like the ones I have described are taken very
soon, we risk such serious economic disruption in this country as
to make recent events look like child’s play, and even worse, we
risk the possibility of triggering global instability and geopolitical
conflict.

With respect, Mr. Chairman and Senator Grassley, I would just
like to comment on the point that letting the tax cuts lapse will re-
sult in a huge tax increase. In my view, Congress has already
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passed that huge tax increase by passing spending programs that
are not sufficiently financed. Since there is no free lunch, the effect
is to have passed a large tax increase to finance all of that spend-
ing. The only question before us is, when will that tax increase
occur, and on whom? My point, simply, is that the sooner and the
more broad-based the tax increase, the less economic disruption for
the country.

I am happy to answer any questions you may have.

The CHAIRMAN. Thank you, Mr. Yin, for your very forthright
statement. I really appreciate that very much. Thank you.

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

The CHAIRMAN. Mr. Greenstein?

STATEMENT OF ROBERT GREENSTEIN, EXECUTIVE DIREC-
TOR, CENTER ON BUDGET AND POLICY PRIORITIES, WASH-
INGTON, DC

Mr. GREENSTEIN. Thank you, Mr. Chairman. Thank you for your
kind words about my wife.

I would like to start, also, with a brief note on the fiscal context.
I share Mr. Yin’s view about the seriousness of the fiscal situation
that the Nation faces, which was reinforced by the Congressional
Budget Office report released last week.

Now, it does seem clear to me that those tax cuts enacted in
2001 and 2003, that affect people with incomes up to about
$250,000 a year, are going to be made permanent. That seems to
be the position of a majority in both parties up here, and the Presi-
dent.

So I wanted to talk a little bit about the major outstanding issue
politically, which is the disposition of the tax cuts for those at the
top of the income scale. It does seem to me, given the Nation’s fis-
cal position, that extending those tax cuts, particularly without
paying for them, would be unwise from both a budgetary and an
economic standpoint.

Research suggests that extending these tax cuts without paying
for them would likely reduce long-term growth because of the corro-
sive effects of the increased debt. That conclusion emerges from the
work of CBO, the Joint Tax Committee, and others.

I also wanted to make a few points about the President’s pro-
posals under which the income tax cuts at the top would be allowed
to expire at the end of next year. Those proposals have been criti-
cized by some as producing a high tax burden and high-tax govern-
ment and imposing crushing burdens on high-income Americans in
general, and small business in particular. So, I wanted to take a
brief look at those charges.

Now, regarding the charge that it would lead to high levels of
taxation, the CBO report issued last Friday shows that, under the
President’s proposals, total Federal revenues would average 18.4
percent of GDP over the next 10 years, about the average over the
last 30 years. I would note that in 4 of the last 30 years when the
budget was balanced, in every one of those, revenues were between
20 and 21 percent of GDP. Nor do I think it is the case that allow-
ing the tax cuts at the top to expire would result in crushing tax
burdens on people at the top.
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The Urban-Brookings Tax Policy Center data show that average
tax burdens, the percentage of income paid in Federal tax, for vir-
tually every income group, including the top 1 percent, would be
lower under those proposals than it was in the 1990s, a period
when the economy boomed. It is sometimes overlooked that, if one
extends the 10-percent bracket, marriage penalty relief, the reduc-
tion in the rates in the brackets right below the two top brackets,
and the like, that the benefits from that go to everyone, including
the people at the top of the income scale.

This is why even high-income people, under the President’s pro-
posals under which the tax cuts at the top would be allowed to ex-
pire, would pay a smaller percentage of their income in Federal
taxes than under the pre-Bush policies.

Nor would the proposals oppress small business. The latest Tax
Policy Center data show that only 2.2 percent of people with small
business income would be in the top two tax brackets, and hence
affected by the proposal to allow the rate reductions in those brack-
ets to expire. A higher figure has been cited recently, as I can ex-
plain in Q&A. The higher figure is based on a misapplication or a
misunderstanding of a Treasury report from several years ago and
is not accurate.

The number of small business owners who would benefit from
the middle-class tax cuts that would be extended dwarfs the num-
ber who would be affected by allowing the tax cuts at the top to
lapse. A little-known fact: the number of small business owners
who get the Earned Income Tax Credit is 10 times the number of
filers with small business income who are in the top two brackets.

There is also little evidence for the claim that a return to the
Clinton-era rates of taxation at the top of the income scale would
seriously injure small businesses or damage U.S. job growth. If
that were the case, the experience of the last 2 decades would show
small business job growth was faster in the years when the Bush
tax cuts were in effect than in the Clinton years when the rates
were higher, but the opposite is true.

The average rate of small business job growth was twice as high
in the Clinton years, 756,000 jobs per year, an average job growth
rate of 2.3 percent per year, as it was under President Bush before
the current recession set in, when it was 367,000 jobs per year, or
1 percent per year.

There is also the issue of increased inequality and after-tax in-
come. CBO data show that the 2001 and 2003 tax cuts widened the
inequality further. Particularly noteworthy is the Tax Policy Center
estimate that, in 2010, households with incomes of over $1 million
a year will receive an average tax cut from the 2001 and 2003 tax
changes of $158,000 each, compared to $810 for households in the
middle of the income scale. Given the fiscal situation Mr. Yin de-
scribed, it is difficult to see how we can afford that.

My final point is, there is strong merit, I believe, in the adminis-
tration’s proposals to extend the expansions in the Child Credit,
the Earned Income Tax Credit, and the American Opportunity
Credit that you and your colleagues enacted on a temporary basis
in the recent economic recovery legislation, and to pay for the cost
of those extensions. Those extensions should better reward work
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among many low-income parents, increase educational attainment
and productivity, and significantly reduce child poverty.

Thank you.

The CHAIRMAN. Thank you, sir. Thank you very much.

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

The CHAIRMAN. Next, Mr. Viard?

STATEMENT OF ALAN VIARD, RESIDENT SCHOLAR, AMERICAN
ENTERPRISE INSTITUTE, WASHINGTON, DC

Mr. ViArD. Thank you, Mr. Chairman, Ranking Member Grass-
ley, members of the committee. It is an honor to testify here today
about middle-class tax relief. The views that I express are my own
and do not necessarily reflect the views of any other person or any
organization.

Congress faces important decisions in the next 2 years about
middle-class tax relief, including the decision of whether to extend
the middle-income provisions of the Bush tax cuts and whether to
extend the stimulus tax relief.

I recognize, as George Yin mentioned, that middle-class tax relief
is politically popular. It was embraced during the presidential cam-
paign, both by President Obama and by his Republican opponent.

Nevertheless, Mr. Chairman, I respectfully recommend that Con-
gress not adopt a broad package of permanent middle-class tax re-
lief at this time. Substantial tax reductions have already gone to
low-income and middle-income households over the last 3 decades.
Middle-class tax relief would add to the fiscal imbalance, as George
Yin has discussed, and would do little to improve economic incen-
tives. Capital formation would be impeded, reducing labor produc-
tivity. In short, adoption of a large package of middle-class tax re-
lief would increase the fiscal burden on future middle-class tax-
payers and reduce the wages of middle-class workers.

From the standpoint of economic growth, it is particularly trou-
bling to extend middle-class tax relief while allowing the expiration
of many of the provisions of the Bush tax cuts that provide a
stronger boost to economic incentives, such as the reductions in the
top brackets.

Significant permanent middle-class tax relief should be consid-
ered only as part of a bipartisan compromise that addresses the
long-term fiscal imbalance. The appointment of a bipartisan com-
mission along the line that Senators Conrad and Gregg have pro-
posed would be a good way to help produce such a compromise.

In the remaining time, Mr. Chairman, let me briefly review the
points that I made in my written testimony. I provide Congres-
sional Budget Office data, some of the data that Senator Grassley
mentioned earlier, that documents the decline in tax burdens for
low- and middle-income households since 1979. Federal income
taxes have fallen particularly sharply for those groups and, indeed,
many lower-income households now have negative income tax li-
abilities.

Payroll taxes, of course, do hit workers at the bottom harder
than do income taxes. Now, I am not sure that the payroll taxes
should be included in the analysis without also including the pro-
gressive benefits provided by Social Security and Medicare Part A
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that are financed by those taxes, but, in any case, including payroll
taxes in the analysis does not change the basic picture. Figure 2
in my written testimony shows the decline in total Federal tax bur-
den since 1979 as being greater for the bottom and middle quintiles
of the income distribution than for the top, even with payroll taxes
fully included, even with employee and employer payroll taxes as-
sumed to fall on workers.

Figure 3, on page 5 of my testimony, shows the distribution of
the total Federal tax burden in 2005, again, including employee
and employer payroll taxes. It shows a highly progressive tax sys-
tem with the top 1 percent of the income distribution bearing more
than 25 percent of the total Federal tax burden, a higher share
than represented by its share of national income.

Now, a major advantage of tax relief is that it can boost incen-
tives to work and save. Unfortunately, middle-class tax relief pro-
vides only a limited boost to incentives. The key incentive variable
is the marginal tax rate, the rate that applies to the last dollar of
a household’s income.

The question is not how much in taxes the household is already
paying, but how much more it will pay if it earns another dollar
of income. A reduction in any given tax bracket boosts incentives
only for those households that face that bracket on the last dollar
of their income, even though taxes go down and revenues are lost
with respect to households that have any part of their income taxed
in that bracket.

As I show in Figure 4 of my testimony, there is great variation
among the six ordinary tax brackets in that regard. The bottom 10
percent bracket is a marginal bracket only for a quarter of the tax
returns that have some income taxed in that bracket. In contrast,
each and every household that has any income taxed in the top 35
percent bracket does face that rate on the last dollar of income, as
must be true for the top bracket.

The chart that I have in my testimony actually understates the
relative importance of the top brackets, because the top brackets
are marginal for those households that have the largest amount of
income and do the largest amount of saving.

Tax credits, which are a major part of the stimulus tax relief and
were also part of the Bush tax cuts, generally do even less to im-
prove economic incentives. If those credits are phased out as in-
come rises, they can actually impair economic incentives in par-
ticular income ranges.

Finally, as George Yin mentioned, middle-class tax relief will sig-
nificantly widen the fiscal imbalance. In Figures 5 and 6, I have
taken the CBO’s analysis of the President’s proposed budget and
modified it by removing tax relief that is targeted towards the mid-
dle class. I compute that, without that relief, the deficit would be
3.6 percent rather than 5.7 percent of GDP in fiscal 2019, and the
debt at the end of that year would be 69 percent rather than 82
percent of annual GDP. Of course, widening the fiscal imbalance
impedes capital accumulation, which reduces wages for middle-
class workers and imposes fiscal burdens on future middle-class
taxpayers.

Let me mention that the stimulus tax relief, in particular, was
adopted as a temporary measure to help workers during the reces-
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sion and to provide a Keynesian stimulus to aggregate demand.
Those considerations do not warrant permanent extension. In par-
ticular, Keynesian economics does not call for permanently increas-
ing aggregate demand in a futile attempt to permanently boost out-
put. Instead, it calls for increasing demand when the economy is
weak and reducing it when the economy is strong in order to sta-
bilize output.

The middle-class tax relief is locked securely into place for the
next 21 months, as President Obama and OMB Director Orszag
have mentioned in recent days. If the recession proves to last
longer than expected, a temporary extension clearly can, and will,
be provided.

In summary, Mr. Chairman, permanent middle-class income tax
relief should be considered as part of a bipartisan fiscal com-
promise that addresses the long-term imbalance. Appointing a bi-
partisan commission along the lines proposed by Senators Conrad
and Gregg would be a desirable way to help bring about that com-
promise. The best way to help the middle-class, and all Americans,
is not to rush into middle-class tax cuts, but rather to adopt a fiscal
framework that ensures long-run growth.

Thank you. I am eager to take your questions.

The CHAIRMAN. Thank you. Thank you, Mr. Viard.

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

The CHAIRMAN. If I can, I have two questions, basically, for Mr.
Greenstein and Mr. Yin, if you could, to try to more sharply deter-
mine your disagreement. As I understand it, Mr. Yin, you say, do
not extend any of them because of the fiscal problems we are fac-
ing. Mr. Greenstein, you say, yes, extend the middle-income rates,
I guess, because it is good in the short term.

So is this a short-term/long-term difference of opinion? Either
one of you might explain why you think the other one is not accu-
rate, not right.

Mr. GREENSTEIN. I am not sure there really is that strong a dis-
agreement here. Historically, we at the Center on Budget and Pol-
icy Priorities, along with groups like the Concord Coalition and
Committee for Economic Development, have taken the position that
any extension of the tax cuts should be paid for. I would certainly
prefer to see any extension of the tax cuts paid for.

I think my testimony is reflecting my assessment of political re-
ality. It seems clear to me that there is pretty strong agreement
across both parties and the White House that the middle-income
tax cuts should be extended and that offsets will not be required.
What my testimony is reflecting is, if that is the case, let us limit
it to that and say that anything beyond that either is not extended,
or, if it is extended, is fully paid for.

The CHAIRMAN. Well, there is sort of a ghost behind what you
are saying, that you think, academically and intellectually, irre-
spective of politics, if I am understanding you correctly, my sense
of what you are thinking is that they, too, should not be extended.

Mr. GREENSTEIN. I have some sympathy for Mr. Viard’s rec-
ommendation. I think back to Andrews Air Force Base in 1990——

The CHAIRMAN. Yes. I remember that.

Mr. GREENSTEIN [continuing]. Through a major negotiation
where everything on Medicare, Social Security, the entire tax code,
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individual, and corporate is on the table, and we look at the long-
term fiscal problems and deal with it.

Ehe CHAIRMAN. Nobody wants to go through that again, let me
tell you.

Mr. GREENSTEIN. Sooner or later, I am afraid it is inevitable, be-
cause we are on an unsustainable fiscal course. But my testimony
is attempting to reflect where we are now, from both a standpoint
of issues like equity and fiscal responsibility, to sort of weigh them
and say, all right, if we are extending the middle-income tax cuts
as the President has proposed, then it seems to me—for which
there is overwhelming support in both parties—let us at least
say

The CHAIRMAN. All right.

Mr. GREENSTEIN. As I said, I strongly favor extending a number
of the refundable credit improvements in the Recovery Act.

The CHAIRMAN. Right.

Mr. GREENSTEIN. But I favor paying for them.

The CHAIRMAN. All right. My time is expiring so, if you could be
very brief, because I have one more question.

Mr. YIN. Yes. Thank you, Mr. Chairman. Just one quick com-
ment, which is, my recommendation is that I think that this is the
fiscally responsible step to take. I do lay out in my testimony a
number of other options to address the fiscal crisis.

The CHAIRMAN. All right. Right.

Mr. YIN. In my view, of all of the options, this is in some sense
the easiest option to take, based on principles of equity, efficiency,
and administrability. I address the issue about equity in my testi-
mony and try to make the point that letting all of the tax cuts
lapse is not inequitable.

The CHAIRMAN. Right. All right.

Mr. YIN. From efficiency, Dr. Viard’s point is, I think, correct,
that to some extent, the middle-income tax increases would be
inframarginal and would not have the kind of distortive effect on
efficiency that other changes would have.

The CHAIRMAN. I appreciate that very much. I am sorry to have
to encourage you to truncate your statement.

The next question is the effect on small business. A lot of people
say, if middle-income tax cuts are extended, but the top two tiers,
top two rates are not, that that is going to have an adverse effect
on small business in America.

Two statistics I have seen—the data from the Tax Policy Center
indicates that about 2.2 percent of people with small business in-
come fall in the top two tax brackets. On the other hand, I have
heard that some say that small business income from the top two
brackets accounts for nearly 70 percent of small business income.
It depends on what your ideology is, I guess, or what axe you are
trying to grind here. But what is the truth? To what degree will
non-extension of the top two brackets have an adverse effect on
American small business? This is a very important question.

Mr. GREENSTEIN. Mr. Chairman, we have looked at both sets of
data. Maybe I can try to illuminate this. The higher figures come
from a Treasury study from 2007, and there is a misunderstanding
of what that study did and what it showed, so some statistics that
are in some tables in that study have been misunderstood and mis-
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applied. There are two problems. It distributed a subgroup of small
business owners, people with small business income, and only
looked at a fraction of them.

At least, the tables that are being cited, the figures you men-
tioned, are a subset of small business owners. Second, the big prob-
lem with the figures that are being cited is that what that Treas-
ury study did was, it distributed small business owners by the tax
bracket they would be in if there were no Alternative Minimum
Tax. But there is.

Under the AMT, as you know, a very large share of people be-
tween $250,000 and $500,000 a year do not pay in the 33- or 35-
percent brackets now, they pay at the AMT rate of 28 percent. If
you raised the 33-percent rate back to 36 and the 35-percent rate
back to 39.6—in other words, if you allow that to occur at the end
of 2010—to the degree that people are still under the AMT, they
still pay the 28-percent rate. They are not affected then by the in-
crease in the top brackets.

The difference between the 2.2-percent figure and the 7- or
8-percent figure is in large part the difference of whether you act
as though the AMT does not exist or you act as though it does exist
and the patch is continued. The Tax Policy Center data assume
that the AMT continues, that the current patch is continued, and
indexed for inflation. The Treasury data take all those people who
are not really in the two top brackets because they are under the
AMT and it puts them in the two top brackets and it makes it look,
therefore, like they would be affected, but they really would not be.

The CHAIRMAN. My time is expiring. I went way over my time,
frankly. But I think this is an important issue. With the indulgence
of the rest of the members, just very, very briefly, like in 30 sec-
onds, get to your last point.

Mr. GREENSTEIN. Well, the last point is that, if you look at it, it
turns out that the subgroup of small business filers who are in the
top two brackets under the Treasury study constitutes 2 of 1 per-
cent of all small business filers. It is smaller than the 2.2-percent
figure because they took a subgroup that is more likely to be af-
fected, and then that number is inflated by ignoring the AMT.

The CHAIRMAN. Thank you very much.

Senator Grassley?

Senator GRASSLEY. Yes. I want to go to something that Mr. Yin
and Mr. Viard brought up about PEP and Pease, kind of like a non-
transparent tax rate increase. In fact, according to an analysis by
my staff, a married couple in 2011, filing jointly in the 36-percent
income tax bracket, with two children, could effectively be paying
a hidden tax of an additional 5 percent, thus, the effective income
tax rate would be 41 percent and not what people are led to believe
would be 36 percent. It is kind of a double-whammy, because this
exact same couple, only a year before in 2010, would be in the 33-
percent bracket and without any PEP and Pease limitations, be-
cause PEP and Pease were temporarily phased out, as you know.
So they would jump from 33 to 41 percent in just 1 year without
any change of income.

So my preference and the best option would be to have PEP and
Pease eliminated without any offsetting tax rate increase, and the
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worst option would be to have PEP and Pease become full force in
2011.

Given the President’s stated praiseworthy commitment to trans-
parent budgeting, I would think the administration would not de-
sire to return to PEP and Pease. So my first question would be to
Professor Yin. When, in your testimony, you call for allowing the
Bush tax cuts to lapse, it appears that you were mostly just talking
about the statutory rate cuts and the increases in the Child Tax
Credit. What is your advice on PEP and Pease limitations?

Mr. YIN. Thank you, Senator Grassley. My thoughts on PEP and
Pease are quite straightforward. The decision on whether to let
PEP and Pease return is strictly an issue of how redistributional
you want the tax system to be. That is obviously an issue that you
all are going to have to resolve.

If you were to decide that you in fact want to have a tax system
that is redistributional to the extent of bringing back the PEP and
Pease limitation, then my strong recommendation would be con-
sistent with your point, Senator Grassley, which is, you should do
it explicitly by simply raising the marginal income tax rates on the
effective taxpayers and eliminating the PEP and Pease mechanism
for getting to that level of redistribution.

Senator GRASSLEY. I was going to ask Mr. Viard and lead into
a question, but I think you are already shaking your head. So
would you comment at this point? Then I will not have to ask my
question.

Mr. VIARD. Yes. I agree that, if these marginal rate increases are
to occur, they certainly should be done in a transparent manner.
The proliferation of income-based phase-outs of credits and deduc-
tions in the code has been a major loss of transparency and a major
increase in complexity in the code, which I think allows greater dis-
incentives to be introduced, with less political attention to the con-
sequences of it.

I do think that by putting marginal rate increases at the top,
which is what the Pease provision clearly does, the PEP provision
also applies at relatively high income levels but does not increase
marginal rates at the very top, but with the Pease provision espe-
cially, you are causing a significant disincentive effect, which will
cause an adverse effect on economic activity, including small busi-
ness activity, for example, but not limited to that.

I do disagree, in significant part, with some of the comments Mr.
Greenstein made on small business. But I think it is preferable to
avoid putting disincentives at these income ranges, and, if disincen-
tives are introduced, they should be done honestly, openly, in the
light of day.

Senator GRASSLEY. My last question I will have to have short an-
swers on, because it is to the whole panel. The administration has
called for the reinstatement of PEP and Pease for singles with in-
comes over $200,000 and married couples over $250,000. So this
sounds to me like it is going to reinstate the marriage penalty. Do
you agree? Is it true that PEP, especially, hits families with more
children?

I will start with you, Mr. Taylor.

Mr. TAYLOR. Again, this is not my domain.

Senator GRASSLEY. Then let us go on to Professor Yin.
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Mr. TAYLOR. Let us go on. Sure.

Mr. YIN. I am going to have to look at the analysis a little more
closely to be able to give you a specific answer. I would be happy
to convey that to you or through your staff.

Senator GRASSLEY. Mr. Greenstein?

Mr. GREENSTEIN. I would put what are the best and worst alter-
natives in different orders. To me, the worst alternative would be
to extend the repeal of Pease and PEP, losing large amounts of rev-
enue and worsening the fiscal condition of the country. I think if
we look at the experience when they were in effect in the 1990s,
the economy did very well: people at the top did not lack for incen-
tives to save or invest; income grew much more among the top
1 percent in the 1990s than among anybody else.

I do agree that it would be preferable to raise the same amount
of money more explicitly through dealing with the rates directly,
but, if that is not possible, given the revenue that Pease and PEP
raise and its importance for the deficit, then I would adopt the
President’s proposal.

Senator GRASSLEY. So then, if it does affect the marriage penalty
and reestablishes a marriage penalty, that would be all right with
you?

Mr. GREENSTEIN. The evidence that the marriage penalty has
any effect on marital behavior among people who make half a mil-
lion, a million, or $5 million a year is near zero. The proposal that
I understand the President has made is to make permanent mar-
riage penalty relief where it does have an affect, at low- and
middle-income levels of the income scale. It has virtually no effect
on behavior that high up on the income scale.

Senator GRASSLEY. Mr. Viard?

Mr. VIARD. I have not looked specifically at how Pease and PEP
affect the marriage penalty, but the reinstatement of the top two
brackets, going back up to 36 and 39.6 percent, would have some
impact numerically on the size of marriage penalties and marriage
bonuses at that income level. The majority of households at the
very top do face a marriage penalty because the income cut-off at
which the top bracket starts is the same for unmarried taxpayers
as for married couples, which is contrary to the practice with the
other brackets. So you have a majority of taxpayers, I think, in
those income levels facing a marriage penalty. There are some tax-
payers who face a marriage bonus if all of the income, or most of
the income of the couple, is earned by one spouse.

If you have those two top brackets increased, it basically mag-
nifies the size of the marriage penalties and also magnifies the size
of the marriage bonuses, so the net impact, I think, is an increase
in the marriage penalty. I do agree with Mr. Greenstein, however,
that any impact on marriage behavior or decisions to get married
would be extremely minuscule or non-existent.

Senator GRASSLEY. I guess what bothers me is such a cavalier at-
titude towards the institution of marriage.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator.

Next, Senator Menendez. He is not here.

Senator Snowe?

Senator SNOWE. Thank you, Mr. Chairman.
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To go back to the issue, Mr. Greenstein, of the impact on small
businesses, as the ranking member of the Small Business Com-
mittee, I am certainly concerned about that. It still seems to be, I
think, a confusing subject in terms of exactly what effect it would
have on small business. We are trying to get data from the Small
Business Administration; they are in the process of conducting a
study that should be shortly released that could confirm some of
the issues that you have raised here today.

But also, we are guided by the definition of the IRS, which is on
gross receipts of $10 million or less. Yet on the other hand, when
we measured job growth, again, it looks at the number of employ-
ees of a small business, which generally is the traditional definition
of 500 or fewer.

Is it fair to use the $10 million gross receipts, because many are
small manufacturers, for example, and so the issue of taxation cer-
tainly could have a direct impact on small manufacturers?

Mr. GREENSTEIN. I would like to consult with people on my staff
who have more expertise on this question of what is the best defini-
tion to use and get back to you.

In the data we looked at in my testimony, where we looked at
rates of small business job growth, we looked at the traditional def-
inition, as you mention, of under 500 employees. But I would be
happy to look into the pros and cons of the different definitions and
get back to you or your staff.
hSeOnator SNOWE. Yes. Mr. Yin, do you have any comments on
that?

Mr. YIN. I am afraid I do not have anything to share in terms
of the definition of small business at this point.

Senator SNOWE. Mr. Viard?

Mr. VIARD. I cannot speak to the definition of small business,
Senator. If you wish, I can make some comments with respect to
how increases in the top two brackets would affect small busi-
nesses.

Senator SNOWE. I would appreciate that.

Mr. VIARD. All right. I think that Mr. Greenstein has made some
good points, but most of his data refer to the number of small busi-
ness owners who would be affected by the increases in the top two
brackets. Of course, that is relatively small. But I think that is not
the relevant economic variable. What we care about is the volume
of income and economic activity that would be affected by those top
two brackets. I think it is clear that that would be substantial,
under any definition of small business.

Some interesting numbers are actually provided by the Tax
Foundation, Fiscal Fact 152, released October of 2008, written by
Robert Carroll. He shows that households with adjusted gross in-
come of $200,000 or more account for 67 percent of the total small
business income. So you have a definite concentration of small
business income at that level. Obviously, many of those households
will be affected by increases in the top two brackets, but not all of
them, because some would be on the AMT and some would be in
the third-from-highest bracket.

Mr. Greenstein also pointed out that a large number of small
business owners benefit from the Earned Income Tax Credit and
the Child Credit and other middle-income relief. I think that is ab-
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solutely true. However, those provisions in general are not going to
provide an incentive for increased investment by small businesses.
They are not going to reduce the marginal tax rate.

In fact, for example, some of those small business owners who
are on the Earned Income Tax Credit might be in the phase-out
range of the credit and would therefore face disincentives, rather
than incentives, to invest. So I think the real incentives to invest-
ment do affect the top rates.

Senator SNOWE. I appreciate that.

Mr. Greenstein?

Mr. GREENSTEIN. Our analysis, looking at the Tax Policy Center
data and the data that underlie the study that Mr. Viard just cited,
the Tax Foundation study, suggests that the large majority of those
businesses Mr. Viard just cited actually are not affected because
they are either on the AMT or in a bracket lower than the top two
brackets. Of course, it is also the case that, if small businesses in-
vest, the money spent on investment does not come out of after-tax
income, it is business expenses. You only pay taxes on the profits.

How does one put all this together? I would suggest that perhaps
the most relevant data involve looking at what happened to small
business job growth during the period in the 1990s when the high-
er tax rates at the top were in effect, as compared to the period
from 2001 to 2006—I am excluding the recent recession—when the
lower rates were in effect.

That is where we find that the rate of small business job growth
was twice as high in the 1990s when the top rates were in effect
as in the more recent period when the lower rates were in effect.
The bottom line, I think, is that the connection between whether
the top rate is 35 or 39.6 and small business investment and job
growth is very weak.

The negative effect on small business from much higher deficits
and debt and the impact on the capital stock, and thereby on inter-
est rates and other things, would be much greater. I think the im-
pact on small business would be more harmful from making all the
tax cuts, including those at the top, permanent and not paying for
them and looking at the long-term and mid-term effects on the
economy of levels of deficits and debt at that level.

Senator SNOWE. Could Mr. Viard just respond?

The CHAIRMAN. Go ahead. Go ahead.

Mr. VIARD. May I respond, quickly?

The CHAIRMAN. Go ahead.

Mr. VIARD. Thank you, Mr. Chairman. I appreciate your indul-
gence. I need to correct a statement I made, Senator. I misspoke
in saying that 67 percent of the small business income was
$200,000 or more; rather, the study says that 67 percent of the re-
turns in that category had small business income. But Mr. Carroll
does cite the Treasury finding that over 70 percent of small busi-
ness income goes to taxpayers in the top two brackets.

But Mr. Greenstein stated that investment is made from before-
tax income. That is only true under a consumption tax where in-
vestment can be immediately expensed. We have an income tax
system in this country. Except for provisions like section 179, in-
vestment is not expensed and depreciation is deducted over time.
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The income tax does reduce the net rate of return from investment
and does penalize investment.

Senator SNOWE. Thank you.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman. I thank our panel.

For middle-class Americans at this time of the year, the Amer-
ican tax system is just bureaucrat water torture, and it is easy to
see why. There have been thousands and thousands of tax changes
to the code made in just the last few years. It comes to three for
every working day, three tax changes for every working day, year
in and year out. It is my view that it is time to fix this out-of-
control system. That is what I want to ask you all about.

To me, the model for tax reform is 1986, where you go in there
and you clean out the clutter, you close these loopholes, broaden
the tax base, and hold down everybody’s rates, while at the same
time keeping progressivity. My view is, you take those principles
and add a 30-line 1040 form, which is in legislation that I have had
for some time with Rahm Emanuel, when he was in the House, and
you are ready to go. So I just want to go down the row. The chair-
man and Senator Grassley have indulged me over the years, be-
cause I think I have asked 20 witnesses this over the years.

Starting with you, Mr. Taylor, in terms of the fundamentals of
tax reform, not the specific rates and the amounts, is it your view
that the 1986 model that I have outlined, cleaning out the clutter,
broadening the base, holding down the rates, keeping progressivity,
is still a pretty good model to guide the Senate Finance Committee
on tax reform? Let us just go right down the row on the question
about whether it is a good model.

Mr. TAYLOR. As I said earlier, I am not an expert witness on tax
policy, but I am a citizen of the United States and it sounds pretty
good to me.

Senator WYDEN. All right.

Mr. YIN. Senator Wyden, the answer is yes.

Senator WYDEN. Mr. Greenstein?

Mr. GREENSTEIN. Yes, with one asterisk, the asterisk being,
given how much worse the fiscal condition is now looking forward
than it was in 1986 when we had a lot more time before the baby
boomers’ retirement, ideally a 1986-style tax reform that had some
net revenue increases as part of a larger budget deal that also
made changes on the spending side of the budget. But basically,
the answer is yes.

Senator WYDEN. All right.

Mr. VIARD. It is certainly a better model than the current income
tax system, although it is not as good as a progressive consumption
tax along the lines of a Bradford X tax.

Senator WYDEN. I probably ought to quit while I am ahead. Cer-
tainly what you have said, Mr. Greenstein, and you also, Mr.
Viard, I think are sensible points. Those are, I think, fair for de-
bate. I mean, people are going to talk about a variety of other
issues. Bob Greenstein’s point about the question of revenue, of
course, is very appropriate. But at some point you have to have a
place to start.
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For the life of me, I look at this broken tax system, and what
happens is, every year we just keep pouring more money into it,
with more exemptions, deductions, and credits. At some point you
have to draw a line in the sand and say, all right, we are going
to make a break with something that is failing the people of this
country.

Let me close, and maybe we will just take you, Mr. Yin, and Mr.
Greenstein. What other advice would you have for the President’s
panel that is, I guess, about to be named? I am so pleased that the
President of the United States is interested in tax reform. He and
I have talked about it many times. At the same time, I know that
a lot of members of Congress still have not made their way through
the report of the last presidential commission on tax reform, the
Bush report.

So Chairman Baucus and Senator Grassley are going to have to
do the heavy lifting on this issue again, and I would like to know
if you have any other thoughts with respect to what the President’s
panel and our committee ought to look at as we get into tax reform.

Mr. YIN. Thank you, Senator Wyden. I do have one comment,
which is—as I understand the two conditions that the President
placed on his panel—one was that there would not be any tax in-
creases in the next couple of years. I do not disagree with that. I
mention in my testimony that there should not be any tax in-
creases until some target level of economic growth has been
achieved. The second condition was that there should not be any
tax increases on people earning less than, I believe it was,
$250,000.

I would disagree with that condition. The one piece of advice that
I could give to the President, if I were able to, is to advise him to
remove that condition from his panel. Essentially if the panel were
to adhere to that, it would be limiting any possible tax changes to
essentially the top 2 percent or so of the country. I presented in
my testimony the fiscal needs of this country. They are much too
great to put on the backs of 2 percent of the country. Any way that
you slice it, it simply cannot be done. So my strong advice to the
President would be to relax that condition, but obviously retain the
first one.

Senator WYDEN. My time is up. Mr. Chairman, can Bob Green-
stein just answer very briefly?

The CHAIRMAN. Go ahead.

Senator WYDEN. Thank you very much, Mr. Chairman.

Mr. GREENSTEIN. I would agree with everything Mr. Yin just
said. I would only add to it to urge the panel that the President
appointed, as well as this committee and your counterpart in the
House, to be willing to be bold and have courage. There were
changes made in 1986 that were considered politically unthinkable
and impossible. The bill nearly died, as you will recall, several
times. At the end of the day, it was done.

We are in a period now where, for example, the President’s pro-
posal to cap itemized deductions at 28 percent, our analysis sug-
gests if you did it and you got universal health care, the charitable
sector would actually be a net beneficiary on the whole. This sort
of thing is considered almost non-discussable now, even though
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President Bush’s tax reform panel proposed capping the mortgage
interest deduction at 15 percent.

I would suggest that we say that nothing is off the table. Nothing
seemed to be off the table in 1986, and we ended up with an excel-
lent product. Let us start by saying everything can be considered,
nothing is off the table, no sacred cows, at least for starters, and
let us see if we can get a better tax code.

Senator WYDEN. Thank you for the extra time, Mr. Chairman.

The CHAIRMAN. You bet. Thank you.

Senator Nelson, you are next.

Senator NELSON. Thank you, Mr. Chairman.

There is a lot of talk about taxing small business into oblivion,
and putting them into the 39.6-percent bracket would be income in
small business exceeding—now, that is taxable income—$372,000.
In reality, their gross income could be millions of dollars, with the
deductions of all of the expenses, payroll, depreciation of capital,
and other deductions. So I want to ask you all, for small business
to be in that top bracket, how many small businesses actually
would have the net income that would put them into that top
bracket? Do we have any idea?

Mr. GREENSTEIN. Just this week, the Urban Institute-Brookings
Tax Policy Center, with its updated model, just updated in the last
2 weeks, ran precisely those numbers. Their finding is that 2.2 per-
cent of small business filers would be in either of the top two
brackets. The number in just the top bracket is smaller. I do not
know if I have with me the precise figure, but 2.2 percent is the
top two brackets combined.

It would take us back to the treatment we had in the 1990s,
when we had actually a rate of small business job growth more
than double what we have had in recent years with lower rates.
There is another figure that has been cited. Mr. Viard cited some
figures from a Tax Foundation report. The problem with those fig-
ures is that they are based on a Treasury study that looked at how
small business filers would be distributed by tax bracket if there
were no Alternative Minimum Tax. But there is.

If you are under the AMT, you are at the 28-percent marginal
rate. You are not in the two top brackets. When you do it right—
the Tax Policy Center did it right—it assumes that the AMT patch
is continued. You are clearly going to do that. What percentage of
filers, small business filers, would then be in those top two brack-
ets? Again, the answer is 2.2 percent of the total.

One last, quick point. Mr. Viard and I have said similar things
differently, and it sounds like a big disagreement. I noted, as you
just have, that the rate is paid on after-tax income. He said, well,
if you make an investment you do not get to deduct the whole
thing, because we have depreciation. You do not get to deduct the
whole thing in the first year, you get to deduct pretty much the
whole thing over the life of the asset. In any given year, you are
deducting, as a small business, a share of the cost of the equipment
you bought in that year, but you are also deducting a share of the
cost of equipment you bought in previous years, because it is depre-
ciated over a number of years. We do not end up taxing people on
income that is not part of the profit.

Senator NELSON. Right.
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I wanted to ask you about the actual amount of additional tax
that we are getting. The Wall Street Journal recently had said that
taxpayers making over $1 million, in doing an audit, that the aver-
age amount of the additional tax that the IRS found in the audit
was over $250,000. Specifically, $258,836 was the average amount
of tax that was owed that was not paid, as a result of an audit of
taxpayers making over $1 million.

Now, that seems to me to be a staggering admission of taxpayers
underpaying their taxes. Of course, that means that the rest of the
middle-class taxpayers are footing the bill. So I would like to know,
particularly Professor Yin, if you have thoughts on how we can re-
duce this tax avoidance and, in some cases, evasion.

Mr. YIN. Thank you, Senator Nelson. I am not familiar with that
specific study that you referred to, but if I heard you correctly, they
were referring to the average amount of tax owed, which would in-
corporate some extremely wealthy people who were audited, say a
billionaire, who may indeed have owed millions of dollars of addi-
tional tax liability. That amount is going to be averaged in, so the
ordinary person in that pool who is being audited would not have
an additional tax liability of $258,000. So I think that the figure
may be a little bit misleading in that respect.

Senator NELSON. Nevertheless, it is large.

Mr. YIN. It is a large figure. Certainly one additional step that
could be taken is to improve enforcement across the board, includ-
ing at the upper income levels where the greater amounts of taxes
are. I think that that would certainly be an appropriate step that
one could take.

I do, however, emphasize again the point I make in my basic tes-
timony, which is that, although I compliment the chairman and the
committee for taking a very tough stance on improving compliance
and reducing the tax gap—and I certainly encourage you to con-
tinue to do that with great vigor—I think that it is misleading and
irresponsible to think that somehow we are going to get out of the
fiscal crisis by simply reducing the tax gap and doing some of the
other things I mention. I think that you are going to need to do
all of that and more—much more—and therefore, from the stand-
point of options for you, it seems that letting the tax cuts expire
is the right thing to do.

The CHAIRMAN. Thank you, Senator.

Senator NELSON. Mr. Chairman, may we put that Wall Street
Journal article in the record?

The CHAIRMAN. Without objection.

[The article appears in the appendix on p. 47.]

The CHAIRMAN. But clearly, closing the tax gap would be a good
thing to do. All right.

Senator Menendez?

Senator MENENDEZ. Thank you, Mr. Chairman. I want to thank
you for what is an important hearing, and I know that you are
working towards figuring out what type of middle-class tax relief
we can afford and make useful for our families and our commu-
nities. For a State like mine, Mr. Chairman, that is right on target,
so I appreciate you holding this hearing.

Mr. Taylor, New Jersey has one of the highest costs of living of
any State in the country. For example, our definition of middle-
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class is very important to us. It is difficult to have the one-size-fits-
all. For example, in New Jersey, $77,000 gives you the same pur-
chasing power as $55,800 in Kentucky, or $61,000 in North Caro-
lina. It is an unfortunate reality that New Jersey families that are
struggling to pay the same universe of bills as millions of other
families across the country will not have the same purchasing
power or parity to cover the cost of raising a family.

So, when conducting your survey, did you have any sense or did
you find that the geographic costs of living affect the self-definition
of middle-class?

Mr. TAYLOR. Very much so. This was a national survey of about
2,400 people. We asked them their zip code so we could look at
where they live, and then we made an analysis. We divided the re-
spondents into high-income areas, such as New Jersey, or many
parts of New Jersey, middle-income areas, and low-income areas.
Then we looked at what they told us it took for a family of four
to lead a middle-class lifestyle in their community. Somewhat pre-
dictably, as you note in your question, there is a rising scale. If you
live in a more expensive community, you believe it takes more to
lead a middle-class lifestyle than if you live in a less expensive one.
It sort of confirms common sense.

It is part of this whole definitional question of what it takes to
be middle-class. “Middle-class” is a universally familiar word, but
it is actually devilishly difficult to pin down. Chairman Baucus said
in his opening remarks that virtually everyone considers them-
selves middle-class.

In our survey, we gave people five categories. We said, do you
consider yourself upper class, upper middle, middle, lower middle,
or lower? We then took the 53 percent who just said they were mid-
dle and we used that as the universe of people defining themselves
as middle. But, if we were to add the folks who said they were
upper middle and lower middle, you get over 90 percent. So basi-
cally at that point the word ceases to have much meaning. You
have got a middle that is 90 percent of the country.

But in some ways, in terms of an expression of aspiration, an ex-
pression of state of mind and a belief in your status in society, that
broader number is probably more accurate.

Senator MENENDEZ. Mr. Greenstein, I hope your wife is well
soon. I appreciate your service in many different ways in terms of
your testimony over time, in many different locations, even from
my days in the House.

I want to talk about the Child Tax Credit. It seems to me that
it provides relief that is needed the most, which is for families try-
ing to find ways to pay their bills that are more expensive every
year, and it also speaks to some of our values in terms of the belief
in family and the strength of it, and therefore helping our families
be able to strengthen their possibilities.

The phase-in of the Child Tax Credit currently stands at $3,000,
and that is good for millions of low-income families across America.
It is a tremendous boost from the $12,550 that it used to stand at.
That is a good development. But my question is, is there any legit-
imacy to that all working families, at the end of the day, should
be able to benefit from the Child Tax Credit? Second, the current
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phase-out is not indexed for inflation, which pushes thousands of
taxpayers out of eligibility in places like New Jersey.

Do you see the appropriateness of indexing the Child Tax Credit
or expanding the thresholds so that more middle-class families are
eligible, or can remain eligible?

Mr. GREENSTEIN. I think Congress took a very important step in
the Recovery Act when, as you said, it temporarily lowered the
threshold to $3,000. I would certainly favor, were it politically fea-
sible, starting the phase-in with the first dollar of earnings rather
than $3,000. We talked earlier, when Senator Wyden was here,
about tax reform. I think in this vein, it is worth looking at wheth-
er the Child Tax Credit and the Earned Income Credit should per-
haps be consolidated; they serve a similar purpose. The Earned In-
come Credit does start with the first dollar in earnings.

That is a larger change. I do hope that, when you look at extend-
ing those tax cuts that expire at the end of 2010, you look very se-
riously at least at extending the $3,000 threshold you just passed.

Interestingly enough, the families that benefits the most, in
many ways, are people above $10,000 a year, because under the
current situation they get a tiny credit. Our analysis is that 80 per-
cent of the benefit of setting the threshold at $3,000 rather than
at $12,550 goes to families with kids between $10,000 and $30,000
a year. These are families that are working a lot for very low
wages.

In the ideal world, one would index the credit at the top as well.
One does have to be concerned about costs and the deficit. My
higher priority would be at the bottom than the indexing at the
top. I do think that all these changes ought to be paid for, but I
do certainly hope that you make permanent and offset the costs of
at least setting the threshold permanently at the $3,000 level.

Senator MENENDEZ. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much, Senator.

Senator Carper, you are next. You can run this hearing. I have
to run. So, stay as long as you want.

Senator CARPER. Thank you. We will take a break for lunch
around 1 and reconvene around 2:30. [Laughter.] Thank you very
much for being here, and for your testimony today, and for the con-
fidence you have placed in me, Mr. Chairman. It is a big risk. Sen-
ator Menendez says I can ask unanimous consent for anything.
Maybe we can rewrite the whole tax bill while we are here before
lunch. [Laughter.]

I want to just ask, when we have a panel like this, we have some
really smart people here, very thoughtful people. One of the things
I would like to ask, just to start off, you have probably testified
with one another in other forums. We have to develop consensus
here, or at least we try to. One of the things I like about this com-
mittee is working with Senator Baucus and Senator Grassley, who
like each other, respect each other, and really do try to work to-
gether across the aisle.

What are some areas where you see consensus among your own
views that you would suggest to us, as we go forward, we might
try to mirror in what we do? We will just start with Mr. Viard. Do
you want to go first, since you are closest here?
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Mr. VIARD. I think one area of consensus, certainly, is the exist-
ence of the long-term fiscal imbalance and the need to address it.
I am not sure if there is any other issue on which there is a really
strong consensus. There are probably other points that we have
touched on where there is certainly a general agreement. I think
we both realize that distribution is important and that efficiency is
important; we disagree, I think, on exactly how to balance those.
But the strongest consensus is on the need to address the fiscal im-
balance.

Senator CARPER. All right. Thank you.

Mr. Greenstein?

Mr. GREENSTEIN. Well, the irony is, I think there is—I am not
including Paul here, who, as he said, does not really opine on these
tax policy issues. The irony, Senator Carper, is I think there is an
additional area, it appears, an agreement of sorts across Mr. Yin,
myself, and Mr. Viard, but it is an area that puts all of us in dis-
agreement with nearly all of you on both sides of the aisle. All of
us would either not extend the tax cuts or pay for those we would
extend. I would extend some of them, but I ideally would have paid
for anything you wanted to extend under the pay-as-you-go rules.

As you may know, for years our center, the Concord Coalition,
the Committee for Economic Development, and the like, we held
these press conferences that did not seem to accomplish a whole
lot, saying everything, the prescription drug bill should have been
paid for, the 2001 and 2003 tax cuts—you want to extend them—
should be paid for. There seems to be essentially a consensus here
that the middle-income tax cuts should be made permanent with-
out being paid for.

So I find myself pleading that anything beyond that should be
paid for. You want to go one dollar beyond making the 2009 estate
tax parameters permanent? Please pay for it. You want to go $1
beyond what the President has proposed on the 2001 and 2003 tax
cuts? Please pay for it. The gentlemen on either side of me would
say, if you are not paying for it, do not do it at all.

Senator CARPER. All right. Good. Thank you.

Mr. Yin?

Mr. YIN. Senator Carper, I just would like to disagree with one
point that Mr. Greenstein said. If he interpreted my testimony as
saying that the middle-income tax cut should be made permanent
without paying for it, then he misunderstood my testimony, be-
cause my testimony would be exactly the opposite.

Senator CARPER. They are saying no, that is not

Mr. YIN. That is fine.

On the broader point, Senator Carper, I think that most people
would view the current financial crisis as a very unfortunate series
of events that makes the long-term situation even worse, and I am
sure that that is true. On the other hand, I think that if you look
at the bright side, it actually provides a “teaching moment.” The
American public is now seeing just a tiny little glimpse of the fu-
ture that we will face, a much more dire situation than we face
now, if we do not take serious steps very soon to address it.

And so I think that you, as our Nation’s leaders, have an oppor-
tunity to use this very difficult moment for all of us to say, look,
we are not going to do anything. We are going to try to get the
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economy rolling again as quickly as we can. We understand the
need to do that. But in terms of longer-term policies, including the
issues before us today, if we do not take these steps, this experi-
ence right now is nothing compared to the hardship that you all
are going to face in the future.

It is obviously going to take leadership. I am not suggesting that
this is an easy thing to do, and I am not suggesting that you and
your colleagues will be able to develop consensus very quickly, but
it does give you an opportunity to make that point.

Senator CARPER. Thank you.

Mr. Taylor, you are not exactly a disinterested visitor here. So
is there anything you want to add to it, or take away?

Mr. TAYLOR. Well, again, I cannot report on any consensus on tax
policy, but we do survey research. We take the temperature of the
American public. We did a major survey on these questions a little
over a year ago, really just at the eve of the onset of the current
recession. We asked people, in your view, is it more or less difficult
for middle-class people to maintain their standard of living now
versus 5 years ago. Eight in 10 said it is more difficult.

So all I would suggest to you is, there is a consensus in public
opinion that life for the middle-class has gotten more difficult in
this decade. I think inevitably, as you elected officials make your
determinations on all of these matters, that will have to be a factor
you take into account.

Senator CARPER. All right. Thank you.

The last question I want to ask on the record deals with the es-
tate tax. In speaking to that, or asking you to speak to it, I want
to reflect on what we did when we developed the Alternative Min-
imum Tax a number of years ago. When we created that, we did
not index it to inflation. As we take up the tax code later this year,
one of the items that we will probably address is the estate tax.

I started suggesting a number of years ago that what we might
want to do is preserve an exemption of $7 million per couple, which
is pretty much where we are now, and to sort of freeze in place the
rate on that, which is not exempted at 45 percent, but to index the
exemption by some deflator, CPI or some deflator, as we go for-
ward. We probably should have done something like this in, I
guess, 1986 when we adopted the AMT, because now we have some
30 million Americans whom I think are facing the threat of having
to pay the Alternative Minimum Tax, and that is not what we had
in mind.

So my question of the panel is, if we do take an approach—and
I think the administration actually suggested something similar to
what I offered a couple of years ago—and we actually do that,
freeze in place the 45-percent rate, take the exemption at $7 mil-
lion per couple and then index it, or do not index it. Should we
index it? I think if we do not, we invite what happened with the
AMT, in time.

Mr. Yin?

Mr. YIN. Senator Carper, I do not know whether $7 million is the
right figure or not, but whatever the figure is, assuming that that
is the consensus of the Congress, it does make sense to index it.
Without indexing it, you are in effect saying, well, this is the fig-
ure, but we are going to gradually let that figure erode. If, in fact,
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$7 million is the appropriate level that you have determined, then
you should make it meaningful by indexing it.

Senator CARPER. Thanks so much.

Mr. Greenstein?

Mr. GREENSTEIN. I think you are referring to the 2009 parameter
of $3.5 million for an individual, effectively $7 million per couple.

Senator CARPER. Yes.

Mr. GREENSTEIN. I agree conceptually that, if you are setting a
level, it makes sense to index it. My recommendation would be—
again, it is getting back to the fiscal concern, which I know you
very much share—to try to pay for the indexing cost by getting into
the guts of the estate tax. There are lots of special rules and
things. Look for a few things to tighten—we would be happy to give
you a list of options—to offset the cost of the indexing. There are
a few areas that really can be tightened; things may be a little
looser than they should be.

Senator CARPER. Thank you for that offer. We accept. We accept.

Mr. Viard? Last word.

Mr. VIARD. Yes. I agree conceptually that any exemption amount
should be indexed. From a conceptual standpoint, pretty much any
dollar value in the tax code should be indexed.

From the standpoint of capital accumulation, I do think that the
rate of the estate tax is more important than where the exemption
level is set at. I do share Mr. Greenstein’s views that, if the estate
tax is retained, there are plenty of ways it could be reformed to
make it more efficient and limit some of the tax avoidance opportu-
nities.

Senator CARPER. That is great. All right.

Well, this has been helpful for me. I apologize. I have to let you
know, we are also on a number of committees, and another one of
my committees was meeting, and it was important for me to be
there. I could not be here and missed your testimony, but I will
have a chance to review it.

Thank you so much for your very thoughtful responses and for
your efforts to help us try to find common ground. Thanks so much.

Now, I do not have a gavel to bang, but if I did, I would do that
and say we are adjourned. Thank you.

[Whereupon, at 11:33 a.m., the hearing was concluded.]






APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

Hearing Statement of Senator Max Baucus (D-Mont.)
Regarding Middle Class Tax Policies

In his work entitled Politics, Aristotle wrote: “The best political community is formed by citizens
of the middle class.”

What was true in Aristotle’s analysis has proven all the more true in America. America’s great
strength lies in the broad American middle class.

In 2001, this Committee led the way to easing the tax burdens of the American middle class.

Now there have been different views about the 2001 tax cuts. But whatever differences there
have been, there is pretty wide agreement that working families have welcomed the relief. Tax
cuts like the child tax credit, the lower middle-income tax rates, and marriage penalty relief
have helped working moms and dads to pay the bills and raise their families.

For example, in 2001, we increased the child tax credit from $500 per child to $1,000 per child.
And then we also made the credit partially refundable, so that working families can get some
money back.

And in 2001, we provided marriage penalty relief. That way, a married couple does not get
penalized with higher taxes when they take their wedding vows.

But on the horizon, we have a challenge. Those tax cuts, and a lot of other ones, expire at the
end of 2010. Allowing these tax cuts to expire would mean a drastic tax increase for tens of
millions of American families. Pretty soon, we need to decide which of these tax cuts to make
permanent.

On top of that, we have the ever-looming alternative minimum tax. The AMT creeps forward
every year, snaring more and more taxpayers in its grasp.

The AMT was meant to make sure that 155 wealthy taxpayers paid their fair share. But now it
ensnares millions of middle-income families.

(29)
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Frankly, the AMT fills many taxpayers with dread. People have to calculate their taxes under
the regular tax system. And then they have to do it again under this alternative system. They
have to worry whether this will be the year that they fail prey to the AMT.

QOver and over again, Congress has passed a one-year fix. The fix — also known as the "AMT
patch” — is holding the number of taxpayers subject to the tax at just over four million.
Without the fix, more than 26 million taxpayers would be paying higher taxes.

Another question is;: Who are these middle income taxpayers? People throw the term “middle
class” around a lot. But different people have different ideas about who's included.

Judith Martin, who has long written the “Miss Manners” column, once sald: “There are three
social classes in America: upper middle class, middle class, and lower middle class.”

Today we will hear some thoughts about just who is in the middle class. We will hear about
how the middle class has fared over the last few decades. in particular, we will hear how they
have fared over the last couple of years. And we will hear about how our tax laws affect the
middle class.

And we'll discuss the temporary nature of several other tax provisions. And we'll consider
whether some of these provisions should be made permanent.

Today, | am introducing a bill to make the middle-income 2001 tax cuts permanent. My bill
would make permanent the middle-income tax rates, child tax credit, and marriage penalty
relief in the 2001 tax law. 1 am hopeful that we can move legislation along these lines this year.

And so, let us examine ways to help the great strength of America. Let us look for ways to
continue tax relief for the broad American middle class. And let us see how we can extend
these welcome tax cuts for America’s working families.
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United States Senate Sen. Chuck Grassley - lowa

Ranking Member

Committee on Finance :

Statement of Senator Chuck Grassley:
Finance Committee Hearing, “The Middle Income Tax Relief Question: Extend, Modify, or
Expire?
Thursday, March 26, 2009

The answers we eventually come to in responding to the questions we are asking in this
hearing will in part determine whether the U.S. is able to continue to rely on the spirit and
ingenuity of a dynamic middle-class, or if the middle-class is to be shredded by the tax code and
parceled out to fund corporate welfare and benefits for people who don’t pay income taxes.
Under current law Americans will be subject to the largest tax increase in history in 2011 if
Congress does nothing. This chart shows what will happen to a family of four with $50,000 in
annual income. They will be subject to a tax increase of $2,300. This next chart shows the tax
increase faced by a single parent household with two kids and $30,000 in income; which is
$1,100. Keep in mind that these tax increases are only what is now built into current law, They
do not include items in the President’s budget like a cap-and-trade tax that would increase energy
prices on these families as well.

For a long time now, I have been urging the Democratic leadership to “Tear down this
wall!” And it seems my message has finally been heard. President Obama’s budget makes most
of the bipartisan tax relief from 2001 and 2003 permanent. We now have agreement on issues
like the marriage penalty. Working families will be able to continue to count on lower rates.
Low-income seniors who are counting on their capital gains and dividend income can sleep a
little easier. The ravenous monster that is the Alternative Minimum Tax will be held back from
the middle class. If Democrats in Congress share President Obama’s commitment to tearing
down at least part of this wall, they will find many allies on my side of the aisle.

&3

As pleased as I am to find that the new President has come to agree with me on these
issues, there is still more that we need to do, especially in these formidable economic times.
President Obama intends to allow parts of the 2001 and 2003 tax relief to expire that, if
extended, will continue to provide incentives for the creation of jobs and the resuscitation of our
economy. These provisions are the marginal rate reductions in the top two income tax brackets,
the repeal of phase-outs of personal exemptions and itemized deductions, and dividend and
capital gains reductions for everyone. These provisions helped grow the economy when they
were put into effect. These provisions could be a valuable tool in our recovery if we don’t cast
them aside.
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Many of my colleagues are skeptical of any income source that isn’t a check from the
federal government, but the 2001 and 2003 tax relief packages did not benefit the rich, or didn’t
benefit just the rich. In fact, those packages are part of a broad trend where our tax system has
become more progressive over the past several decades.

Recent tax relief has continued to shift more of the federal tax burden onto wealthy
households while lowering rates, and in some cases eliminating federal income tax liability, for
many middle and lower-income households. One of today’s witnesses cites Congressional
Budget Office data in showing that income taxes as a percentage of income have fallen more for
low-income and middle-income households over the past several decades than they have fallen
for wealthy households.

This indicates that as a percentage of federal income tax revenues, the tax burden on our
wealthiest citizens has steadily increased over time, while it has decreased for lower and middle-
income households.

This chart derived from CBO data shows how effective federal tax rates have changed for
1979 through 2005. It shows those changes for two groups. One group is Americans in the top
5% percent in terms of income and the other is everyone else. The blue line represents the top
5% and the red line represents the remaining 95%. The vertical line shows where rates were in
2000. According to an analysis of CBO data, the effective tax rate for the top 5% of earners was
around 31% in 2000 and the effective rate was around 20% for everyone else. In 2005 the
effective rate had decreased to around 29% for the highest earners and 17% for the remaining.

In a period where effective tax rates declined by roughly 2% for the top 5% of eamners,
rates decreased by 3% for the remaining 95% of Americans. The tax relief enacted in 2001 and
2003 decreased effective federal tax rates for the bottom 95% more than it did for the top 5%.
What has been maligned as “tax cuts for the rich” increased the share of federal taxes paid by
that category.

What we as a Committee take from this hearing will be very important. 1 hope my
colleagues come away with a better understanding of what we need to do to drive our economy
out of the hole we are in, and that we fully extend and make permanent the 2001 and 2003
bipartisan tax relief so that we are able to offer everyone a ladder to productivity and prosperity.
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TESTIMONY OF ROBERT GREENSTEIN
EXECUTIVE DIRECTOR, CENTER ON BUDGET AND POLICY PRIORITIES

before the
SENATE COMMITTEE ON FINANCE
March 26, 2009
I appreciate the invitation to appear before the Committee today. I am Robert Greenstein,
Executive Director of the Center on Budget and Policy Priorities, a policy institute that focuses on

fiscal policy issues and issues affecting low- and moderate-income families.

This testimony makes the following points:

.

As the Congressional Budget Office report issued last Friday shows, the nation faces serious
mid-term and long-term fiscal problems. Strong action will be needed on both the revenue and
spending sides of the budget.

.

It seems clear that the tax cuts enacted in 2001 and 2003 affecting people with incomes up to
$250,000 will be made permanent, without their costs being offset. The major question
regarding the 2001 and 2003 tax cuts concerns the disposition of the tax cuts for people making
over $250,000 (over $200,000 for single filers).

Given the nation’s fiscal position, extending the upper-income tax cuts would be unwise for
both the budget and the economy. Research suggests that extending these tax cuts without
paying for them would likely teduce long-term economic growth because of the corrosive
effects of the increased debt. This is a conclusion that emerges from the work of the
Congressional Budget Office, the Joint Committee on Taxation, and other leading economists
and fiscal policy experts.

President Obama’s tax proposals, which would allow some (but not all) tax cuts for households
over $250,000 to expire at the end of 2010, have been criticized as producing a “high-tax”
government and imposing crushing tax burdens on high-income Americans in general and on
small business owners in particular. These criticisms do not withstand scrutiny.

Regarding the charge that these proposals would produce high levels of taxation, the
Congressional Budget Office finds that under President Obama's proposals — including his
proposal to cap itemized deductions at a 28% deduction rate for people making over $250,000
— total federal revenues would average 18.4% of GDP over the next ten years, just about the
average level for the last 30 years, and would not exceed 18.9% of GDP in any year. These are
not high levels of taxation. Indeed, there were only four years in the last 30 when the federal
budget was balanced, and in every one of them, revenues were between 20% and 21% of GDP.

+ Nor would the Obama proposals result in crushing tax burdens on affluent American. Data
from the respected Utban Institute-Brookings Institution Tax Policy Center show that average
lax burdens on virtially every income group — including the top 1 percent of Americans — wonld be Jower than
they were in the 19905, a period when the economy boomed. An often overlooked fact is that people at
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Effective Tax Rates
(average federal tax rate, 2012)
Household Income Group Current law with AMT relief extended Obama Proposal

(2001/03 tax cuts expite)
Poorest fifth 5.7% 0.8%
Next-to-bottom fifth 12.5% 8.4%
Middle fifth 18.2% 15.2%
Next-to-top fifth 20.9% 18.1%
Top fifth 27.7% 26.0%
Top 2 to 5 percent 26.9% 25.3%
Top 1 percent 32.8% 32.6%

Source: Tax Policy Center

.

.

the top of the income scale would still gain from the extension of the 10 percent tax bracket,
matriage penalty relief, reduction in tax rates in the tax brackets below the top two brackets, and
the halving of the top tax rate on dividends from 39.6% in the 1990s to 20% under the Obama
proposal. Indeed, high-income households would gain more on average than they would lose from
the proposed itemized deduction cap, with the result that they would pay a smaller percentage
of their income in federal taxes than under the pre-Bush policies.

Nor would these proposals opptess small businesses. To the contrary, most people with small
business income would be net gainers. Tax Policy Center data indicate that only 2.2 percent of
people with small business income would be in the two top tax brackets — and hence be
affected by the proposal to allow the rate reductions in those brackets to expire for filers with
incomes over $250,000 (over $200,000 for single filers). (A higher figure that has recently been
cited has been misunderstood and misapplied, and is not the correct figure.) The number of
small business owners who would benefit from the “middle class” tax cuts that would be
extended or from new tax-cut measures that the Administration has proposed would dwarf the
number who would face tax increases. Indeed, one little known fact is that ten times as many
small business owners receive the Earned Income Tax Credit as are in the top two income tax
brackets.

Moreover, there is little evidence for the claim that a return to Clinton-era rates of taxation at
the top of the income scale would seriously injure small businesses and damage U.S. job
growth. If this were true, the experience of the last two decades would show that small-
business job growth was considerably faster in the years when the Bush tax cuts were in effect
than in the Clinton years when the top tax rates were higher. Yes tbe opposite is true. The average
rate of small business job growth was twice as high in the Clinton years as under President Bush
before the current recession set in.

Policymakers also should consider the disturbingly large growth in recent years in inequality of
after-tax income, especially between those with very high incomes and other Americans. CBO
data show that between 1979 and 2005 (the years for which CBO has compiled these data), the
after-tax income of the 20 percent of Americans in the middle of the income spectrum grew an
average of $8,700 — or 21 percent — after adjusting for inflation, while the average income of
the poorest 20 percent of Americans grew by $900, or 6 percent. In contrast, the average
income of the top 1 percent of households increased by $745,000, or 228 percent. And other
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data show that in 2006, the top 1 percent of Ameticans secuted a larger share of all pre-tax
income than in any year since 1928.

The 2001 and 2003 tax cuts exacerbated this trend. CBO data show that these tax cuts further
widened inequality. And the Tax Policy Center has estimated that in 2010, households with
incomes of over $1 million will teceive an average tax cut from the 2001 and 2003 tax changes
of $7158,000 each — as compared to $810 for households in the middle of the income scale. Itis
difficult to see how the nation can continue to afford providing such massive tax cuts to those
at the pinnacle of the income scale.

Finally, this testimony covers two related issues:
N

« It finds strong metit in the Administration’s proposals to extend the expansions in the child tax
credit, the EITC, and the American Opportunity Tax Credit that were enacted on a temporary
basis in the recent economic recovery legislation, and to pay for those extensions. If paid for,
these extensions should better reward work among low-income parents, increase educational
attainment and productivity, and reduce child poverty, without enlarging the deficit.

+ The nation also needs to address climate change and can do without imposing a large middie-
class tax increase. This can be accomplished if emissions permits under a cap-and-trade system
are auctioned and the principal (though not the only) use of the auction proceeds is to offset
the increased energy costs that low- and middle-income families will incur, primarily through a
refundable climate tax credit created for this purpose.

I now examine these issues in more detail.

DEFICIT-FINANCED TAX CUTS HAVE ADVERSE ECONOMIC EFFECTS OVER THE LONG RUN

In recent years, various respected institutions and experts have examined the impact of permanent
deficit-financed tax cut on the long-run health of the economy. Their findings are sobering.

+» In a 2005 study, the Joint Committee on Taxation examined the economic effects of reductions
in individual and corporate tax rates and an increase in the personal exemption. It found that
“Growth effects eventually become negative without offsetting fiscal policy [i.e., without
paying] for each of the proposals, because accumulating Federal government debt crowds out
private investment.”!

+ In another 2005 study, Brookings economist William Gale and then-Brookings economist (now
OMB directot) Peter Orszag examined the effects that extending the 2001 and 2003 tax cuts
without paying for them would have on incentives for investment. They found that, under
most plausible assumptions, extending the tax cuts without paying for them would reduce
incentives for investment. In a separate analysis, Gale and Orszag concluded that making the

! Joint Committee on Taxation, “Macroeconomic Analysis of Various Proposals to Provide (8500 Billion in Tax Relief,”

JSCX-4-05, March 1, 2005, hetp://www.house.gov/ct/x-4-05.pdf.
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2001 and 2003 tax cuts permanent without offsetting their cost would be “likely to reduce, not
increase, national income in the long term.”>?

Finally, in 2005, the Congressional Budget Office examined the economic effects of a 10
percent across-the-board cut in income-tax rates. It found that, if deficit-financed, the rate
reduction could potentially reduce economic output. CBO considered the claim that tax cuts
generate sufficient economic growth to boost revenues by enough to pay for themselves. It
found, instead, that the increased deficits resulting from the tax cuts might be enough of a drag
on the economy that the tax cuts actually would /ose more revenue than if one assumed they had
no effect on the economy. In other words, deficit-financed tax cuts could be even more
expensive than officially “scored,” rather than less expensive.’

In short, making the tax cuts for people above $250,000 permanent without offsetting the cost
would not only enlarge debt and inequality but also would likely reduce long-term economic growth
because of the corrosive effects of the higher levels of debt.

TAX BURDENS ON HIGH-INCOME HOUSEHOLDS WOULD BE THE SAME OR LOWER THAN IN
THE 19908

Some who attack the Obama tax proposals portray them as “soak the rich” proposals that would
impose high and enormously damaging tax burdens on those at the top of the income scale. These
charges are uninformed.

The best way to measure tax burdens is to examine effective tax rates — i.e., how much people pay
in federal taxes as a share of their incomes. A compatison of effective tax rates on high-income
people under the policies in effect in the late 1990s to the effective rates that would prevail under
the Obama tax proposals shows the following (all of these data come from the Tax Policy Center):

« Under cutrent law (except for the continuation of AMT relief) — that is, under tax law if the
2001 and 2003 tax cuts are allowed to expire —the average effective tax rate in 2012 for the top
one percent of households would be 32.8 percent. In other words, this group, which has
average income of $1.6 million a year, would pay an average of 32.8 percent of its income in
federal taxes.

» Under the Obama plan, the effective rate for this group would be 32.6 percent, or slightly
lower. This means that the average tax burden for very high income people would be slightly
less under the Obama plan than under Clinton-era policies.

2 William Gale and Peter Orszag, “Deficits, Interest Rates, and the User Cost of Capital: A Reconsideration of the

Effects of Tax Pohcy on Investment,” Urban-Brookings Tax Policy Center Discussion Paper No. 27, August 2003,
1] E/311211 DiscussionPaper 27.

3 William Gale and Peter Orszag, “Bush Administration Tax Policy: Effects on Long-Term Growth,” Tax Notes,

October 18, 2004, http://www .dbo.gov/ fipdocs/ 69xx/doc6908/12-001-10Percent TaxCut.pdf.

N Congressxonal Budget Office, “analyzing the Economic and Budgetary Effects of a 10 Percent Cut in Income tax
Rates,” December 1, 2005, htgp.//wrww .cho.gov/fipdocs/69xxdoc6908/12-01-10Percent Tax Cut.pdf.
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« Furthermore, the size of the reduction in tax burdens under the Obama proposals, as compared
to tax burdens under the pre-Bush tax policies, grows significantly larger even if one goes only a
small way down the income scale. For example, the most affluent 2% to 5% of households
(that is, the houscholds in the top 5 percent of the income distribution, except for those in the
top 1%) would face an effective federal tax rate of 25.3% under the Obama proposals,
compared to 26.9% under a retuen to pre-2001 law with AMT relief extended. And for those
right in the middle of the income scale, the total federal tax burden would be 15.2 percent of
income under the Obama proposals, compared to 18.2 percent under the policies of the 1990s.

Some who hear these figures may be surprised. They may assume that when one couples the
Obama proposal to roll back tax cuts at the top of the income scale with the Obama proposal to
limit itemized deductions for high-income households to a 28% deduction rate, the result is Aigher
tax burdens on affluent people than under the policies of the 1990s. But that is not the case. Many
of the 2001 tax-cut provisions that would become permanent under the Obama plan benefit high-
income households, including the creation of the 10 percent tax bracket, martiage penalty relief, and
the reduction in tax rates in what used to be the 28 and 31 percent brackets and now are the 25
percent and 28 percent brackets.

Furthermore, the benefit to high-income individuals from the Obarma proposal to set the top tax
rate on dividends at 20 percent — or about balf the 39.6 petcent tax rate on dividends that prevailed
in the 1990s — is especially large. According to the Tax Policy Center, the lower rate on dividends
would provide an average tax cut of $10,408 1o the top one percent of households.

I would add that the itemized deduction proposal is hardly a radical one. The Tax Policy Center’s
analysis finds that it would affect only 1.4 percent of houscholds. It would mean that the subsidy
the federal government provides to these households for their deductible expenditures would be 2
Fittle less than double the subsidy the tax code provides for the same expenditures when middle-class
households make them (a subsidy of 28 cents per dollar of deductible expenditure for those at the
top of the income scale, as compared to a 15 cent subsidy for people in the 15 percent tax bracket),
rather than being more than double the subsidy. Moreover, the 28 percent deduction rate would be
the same as in the final years of the Reagan Administration. The Bush Administration’s tax reform
panel actually proposed to go further, recommending in 2005 that the value of the mortgage interest
deduction be set at 15 percent for everyone.

I also would note that the much-talked about impact on chatitable contributions would be
modest. The best data and research indicate that total charitable contributions would be expected to
decline by about 1.9 percent. If such a change were part of a package with health care reform that
achieved universal coverage and cost containment, the charitable sector as a whole would come out
ahead, due to the reduction that would ensure in the burdens placed on the sector to provide charity
health care and the relief that that would go to small nonprofits that currently pay high costs to
insure their employees because they must buy coverage in the small-group insurance market.
(Moreover, if one is concernied about the tax policy incentives for charitable giving, the estate tax
warrants primary focus. CBO has estimated that repealing the estate tax would reduce bequests by
16 to 28 percent and charitable giving during life by 6 to 11 percent.)
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WOULD THESE TAX BURDENS DAMAGE THE ECONOMY? .

Some also argue that the tax burdens on people over $250,000 that would result from the
President’s proposals would damage economic and job growth, by depressing incentives for the
highest-eatning Americans to work, save, and invest. To sustain this claim, critics must show that
such results marked the Clinton years. And in fact, they did not.

The economy did well in those years. And high-income people did even better, greatly increasing
both their pre-tax and after-tax incomes. They clearly worked hard and invested substantial sums.
According to CBO, the average after-tax income of people in the top 1 percent of the population
grew 78 percent between 1992 and 2000, after adjusting for inflation, or six times the 13 percent
increase that people in the middle of the income spectrum secured.

EFFECT ON SMALL BUSINESSES

There has been considerable discussion of the effects of the Obama tax proposals on small
business. There may be more misunderstanding on this issue than any other.

Some claim that most small business owners would be affected by allowing high-income tax cuts
to lapse. But Tax Policy Center data show that only 2.2 percent of people with small business
income would be in the two top tax brackets in 2012 if the top two rates revert to their pre-2001
levels.® The number of small business owners who would benefit from extending the middle-class
tax cuts and the proposed expansions of the EITC and the saver’s credit dwatfs the number who
would be affected by allowing the tax cuts at the top to expire.

In addition, some criticistns of the Obama tax proposal imply that the investments that small
business owners make in staff or equipment are made out of affer-fax income, with the income tax
being applied to small business receipts befors such expenses are taken into account. That is
incorrect. Business owners pay tax on the profit that a firm produces after such expenses ate taken
into account, #ef on the receipts the firm takes in. And the Obama proposals would not limit or
reduce the deductions that business owners claim for business expenses (which are above-the-line”
deductions).

Moreover, if the Obama proposals really would damage small-business job growth seriously, such
job growth should have suffered grievously in the Clinton years and rebounded smartly in the Bush
years, after the top income tax rates were cut. The economy’s response to changes in tax policy
since the enactment of increases in the top rates in 1993 provides something of a natural experiment
to test this thesis. What the data show are that the rate of small business job growth was twice as
large in the Clinton years, when the top tax rates were higher, as in the Bush years (pror to the onset
of the current recession).

5 Some filers have incomes over $250,000 but are in a lower tax bracket or are subject to the AMT, which has 2 28
petcent top rate. Some of these filers would be affected by the Obama proposal to set the top rate on capital gains and
dividends at 20 percent for filers with incomes over $250,000. Tax Policy Center data show that 5.6 percent of small
business filers would be affected by this provision.
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Average Annual Small Business Job Growth

(20499 Employees)
| Base [ End | Ave.% Growth | Ave. Job Growth
Clinton 31,245,872 36,536,659 2.4% 755,827
Bush 36,780,814 38,614,220 1.0% 366,681

Source: Small Business Administration, U.S. Census Bureau

Clinton Base Year: 1993, End Year 2000; Bush Base Year: 2001, End Year 2006 (latest available)

Note: An analysis of job growth for all small businesses with less than 500 employees shows a similar dispaity, with the pace of
job growth during the Clinton years being twice the pace from 2001 to 2006. Firms with 20-499 employees are highlighted here
because critics of the Obama proposal have focused on this group. See Taxing Success: President Obama’s Tax Increases on
Senall Business are Bad for Job Creation, Senate Republican Policy Committee, March 17, 2009.

Finally, stnall businesses should benefit substantially from health care reform. Today, many small
firms either cannot afford to purchase health insurance for their employees or must pay much
higher premiums than large corporations do. They thus are placed at a competitive disadvantage.
Well-designed national health care reform can address these problems, which would be very
beneficial for small business.

EXTENDING CERTAIN TAX PROVISIONS INCLUDED IN THE RECOVERY LEGISLATION AND
PAYING FOR THEM

The 2001 and 2003 tax cuts are not the only tax cuts affecting lower-and middle-income
households that are scheduled to expire at the end of 2010. The expansions of the child tax credit,
the EITC, and the American Opportunity Tax Credit included in the recently enacted recovery
legislation also are scheduled to expire at that time. The President's budget proposes to extend these
measures and to offset the cost of doing so. The budget also would expand the Saver’s Credit,
originally enacted in 2001 due in no small part to the efforts of Chairman Baucus, and pay for that
reform as well.

These are excellent proposals, and I urge their adoption. Making the child tax credit improvement
permanent would benefit nearly 16 million children in low-income working families, reducing
poverty among children who constitute an important part of the wotkforce of the future. It also
would better reward the work effort of their parents, with 80 percent of the benefit going to the
children of hard-working parents who make between $10,000 and $30,000 a year and otherwise
would receive only a partial child tax credit or no child tax credit at all.

It is instructive to examine who the affected parents would be. They include large numbers of
preschool and kindergarten teachers, child care workers, nursing home workers, home health aides,
janitor and custodians in schools or office buildings, cashiers, waiters, waitresses, kitchen workers in
restaurants, agricultural workers, and the like.

Our analysis of Census data yields another noteworthy finding as well — the child tax credit and
EITC provisions in the economic recovery legislation will lift 800,000 children — and 1.4 million
people of all ages — out of poverty. We ought not to slide backward on that front.

In addition, the expansion of the American Opportunity Tax Credit included in the recovery
legislation will help 4 million low-income students go to college who previously were shut out of this



40

INCREASED INEQUALITY AND FEDERAL TAX POLICY

The increase in income inequality in recent decades provides some important context for discussions
of tax policy. From the end of World War II through the mid-1970s, the gains from economic growth
were broadly shared across the U.S. population. Congressional Budget Office data show that in recent
decades, however, this has changed. Since the 1970s, income inequality has grown sharply, and the bulk
of the gains from economic growth have accrued to those high up on the income scale.

The CBO data, which cover the years from 1979 through 2005, show that after adjusting for inflaton,
the average after-tax income of those in the middle of the income scale rose by $8,700 — or 21 percent
—— over the 26 years from 1979 to 2005. For those in the bottom fifth of the population, average
income was only $900 — or 6 percent — higher in 2005 than in 1979. (Note: This measure of income
counits food stamps, housing assistance, and vatious other means-tested benefits, as well as the EITC))
In contrast, the average income of the top 1 percent of households soared by $745,000 — or 228
percent — between 1979 and 2005.

Data compiled by economists Thomas Piketty and Emanuel Saez and based on IRS data on pre-tax
income extend one year further, into 2006. These data show that the share of pre-tax income going to
the top 1 percent of households was greater in 2006 than in any year since 1928, and that just between
2005 and 2006, average pre-tax income rose by almost $60,000 (or 5.8 percent) for the top 1 percent of
houscholds, after adjusting for inflation, while tising by less than $450 (or 1.4 percent) fot the bottom 90
percent of the population.

To be sure, we are likely to see a temporary decline in the concentration of income over the next year
ot so, given the sharp decline in the stock market. But there was a similar development when the
dot.com bubble burst a few years ago — income at the top of the income scale fell sharply — and it
tutned out to be just a speed bump. Incomes at the top more than made up the lost ground from 2004
to 2006. The long-term trend toward increasing inequality has been quite strong.

The Role of the 2001 and 2003 Tax Cuts

The 2001 and 2003 tax cuts exacerbated the trend toward growing inequality. Economists generally
agree that the single best measure of whether a change in tax policy is regressive is whether it increases
after-tax income by a larger percentage for those at the top of the income scale than for those at the
middle and bottom. A policy that does so further widens after-tax income inequality. This is precisely
what the 2001 and 2003 tax cuts did.

Some have tried 