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The Triangle of Tax Reform Tradeoffs









Because of deadweight losses and distortions:

• It costs the country more than $1.00 to buy an 
added $1.00 of government goods and services;

• About $2.00 more on average, with some taxes 
costing much more.

• Total cost to country: $3.00.







Joint Tax, CBO, and Treasury routinely adjust 
revenue estimates for the excise effects 
(impacts on quantity) of excise taxes.

But excise effects also occur for broader taxes, 
and their effects on the size of the tax base are 
normally ignored in static scoring of tax bills.



Sensitivity to Tax

Rule of thumb:  While both labor and capital   
respond to tax policy, capital is more sensitive to tax 
changes than labor.

• Capital is more mobile, can be sited here or abroad.

• Investors can chose to consume rather than invest.

• Less capital means fewer jobs and lower wages.











Taxes and Growth (TAG) Model

It works like the economy:

Cost of Capital 

Cost of Labor 

Amount of 
Output (GDP)

& Income

Size of Capital Stock:
i.e. Tools, Equipment, 

Buildings

Changes In: Determine:

Size of Labor Supply:
i.e. Hours worked, # of 

People in the  Workforce

Determine:



Economic Changes Affect Revenue

Excise effects of the broad labor and capital taxes 
not only drive the economy and our model.

They also affect federal revenue by altering total 
output and income. Dynamic effects are important.

They may also have some of the “micro” effects 
that the revenue estimators calculate even under 
static scoring (such as capital gains realizations).
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Tax 
Revenue = Tax Rate x Tax Base

Selective excises hit selected products. Tariffs hit imports.

Broad taxes can be levied on payroll, income, or consumption.

Economic effects vary according to the rates and according to 
how the base is defined and measured. They are not uniform in 
their effects; De                    tails matter. 

Tax Rate and Tax Base



True
Marginal
Tax Rate

=
Statutory
Marginal
Tax Rate

x

Incremental
Tax Base

Actual 
Incremental

Income
If the tax system hits the same income more than once, or if tax rules overstate actual income, 
effective marginal tax rates may exceed statutory marginal tax rates.

Tax Rate and Tax Base Interact

Example:  The Statutory Marginal Tax Rate is 15%, but each extra $1.00 of income is overcounted
as $1.50.  The True Marginal Tax Rate is 22.5% (22.5% = 25% x 1.5).
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Effective Federal* Marginal Tax Rates for Social Security Recipients

Marginal tax rates as Social Security benefits become taxable, in tier 1 
(50% phase-in range) or tier 2 (85% phase-in range)

Statutory 
Income

Tax Rate

Income from savings, pensions **
Tier 1 (150% of statutory 

income tax rate)
Tier 2 (185% of statutory 

income tax rate)

10% 15% 18.5%
15% 22.5% 27.8%
25% NA 46.3%

* Add 4 to 8 percentage points for typical state income tax rates for states that follow federal taxation of benefits.

** Tax-exempt bond income is included in determining whether income is over the threshold for taxing benefits.  An additional dollar 
adds $0.50 or $0.85 to taxable income, producing effective tax rates of 50% or 85% of the statutory rate on the supposedly exempt 
income.



Effective Federal* Marginal Tax Rates for Social Security Recipients

Marginal tax rates as Social Security benefits become taxable, in tier 1 
(50% phase-in range) or tier 2 (85% phase-in range)

Statutory Income
Tax Rate

Wage Income ***
Not subject to earnings test Subject to earnings test (62 to 

“normal retirement age”)
Tier 1 Tier 2 Tier 1 Tier 2

10% 29.6 33.1% 79.6% 83.1
15% 36.7 42.0% 86.7% 92.0%
25% NA 59.8% NA 109.8%

* Add 4 to 8 percentage points for typical state income tax rates for states that follow federal taxation of benefits.

*** Assumes self-employed payroll tax, and allows for deduction of "employer's" half of payroll tax from AGI and effect of deduction on 
modified adjusted gross income used to determine amount of Social Security benefits subject to income taxation.  Figures would be very 
similar for employee beneficiaries after adding the employee and employer payroll tax rate adjusted for income tax deduction of 
employer's half at employer's income tax rate.



Getting the Tax Base Right

The tax base is even more important 
than the tax rates.

• The income tax is heavily biased against saving 
and investment (vs. consumption).

• Over-statement of profits discourages 
investment in the U.S.



Multiple Taxation of Saving:
One Tax on Consumption, Four Taxes on Saving

Layer 1– Tax on Earnings
Income is taxed when earned.  If it is used for consumption, there is  usually no further federal 
tax.

Layer 2 – Personal Income Tax on Saving Returns
If the income is saved, the returns are taxed as interest, dividends, capital gains, or non-
corporate business profits.

Layer 3 – Corporate Income Tax
If the saving is in corporate stock, the corporate tax hits the income before it is either paid out 
to shareholders or reinvested to boost future earnings.

Layer 4 – Transfer (Estate and Gift) Tax
Another tax on already taxed assets.

(Similar taxes at the state and local levels increase the multiple taxation.)



Source: CBT Tax Database; Tax Foundation calculations.

Depreciation Requires Businesses to Pay Tax on Income 
That Doesn’t Exist
Average Depreciation Allowance and Taxes on $100 of Capital Investment in the U.S.



Equalizing Treatment of Saving and Consumption

• Expense investment (immediate write-off of plant, 
equipment, and structures, or present value equivalent).

• Make saving either tax deferred or returns 
exempt (as with regular or Roth-style IRAs, but for all saving, 
with no limitations on amounts or timing).

• Integrate corporate tax with owners’ tax (tax at 
business or ownership level, not both).

• End estate and gift tax.
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Tax reform: What direction?

Movement toward a purer income base?
(Example: Camp plan, Bush panel income tax reform.)

Movement toward a more saving/consumption 
neutral base? (Example: Blueprint, Bush panel cash flow tax.)

Income? S/C Neutral?



History tells us that:

• When we have moved toward a neutral tax with 
lower rates, the economy has boomed.  (1962, 1964, 
1981, 2003)

• When we have increased tax biases the economy 
has faltered.  (1969, 1986)  

• When we have wasted tax cuts on non-growth-
related rebates, nothing much happened. (1975, 
2001, 2009)

Why it Matters



Examples of Neutral Taxes

• National Sales Tax or VAT

• Flat Tax (Armey, Hall-Rabushka, returns exempt saving)

• Bradford X-tax or USA tax (Flat Tax with graduated rates)

• Personal Expenditure Tax (on income less saving, i.e., saving 
deferred)

• Nunn-Domenici tax (P.E. tax with graduated rates)



Getting the Tax Base Right (cont’d.)

Bottom line: 

For the same revenue, an income tax 
depresses GDP and wages more than a 
neutral tax.
Either can be made progressive.
Stay tuned for the              -ish  details.
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