
Toward an Optimal Tax System Part 1:  
Learning How Taxes Affect the Economy, June 22

Designing an optimal tax system requires a good understanding of how taxes impact the economy. Ideas on 
how tax policy affects the economy have changed over time. This session will review the theory and evidence 
of how taxes impact saving, investment, wages, jobs, output, and income. What has worked, and what has not?

1. Labor and capital both respond to tax changes, leading to “excise effects” which impact the quantity 
of inputs and outputs in the economy. Taxes cause “deadweight loss.” Both tax rates and tax bases are 
important considerations of a tax system.

2. Demand does not change as taxes change; rather, according to Say’s law, production is the source of 
demand.

3. The tax code should be neutral in the way it treats saving and consumption.

4. Full expensing fixes a bias in the corporate tax code that results in companies being unable to fully deduct 
the costs of their investments in present-value terms.

5. Do taxes discourage work or force people to work harder? 

Further Reading: 

“Labor Bears Much of the Cost of the Corporate Tax” – Stephen J. Entin, https://files.taxfoundation.
org/20171102152936/Tax-Foundation-SR2381.pdf 

“The Tax Treatment of Capital Assets and Its Effect on Growth: Expensing, Depreciation, and the Concept of 
Cost Recovery in the Tax System” – Stephen J. Entin, https://taxfoundation.org/article-nstax-treatment-capital-
assets-and-its-effect-growth-expensing-depreciation-and-concept-cost-recovery/ 

https://files.taxfoundation.org/20171102152936/Tax-Foundation-SR2381.pdf
https://files.taxfoundation.org/20171102152936/Tax-Foundation-SR2381.pdf
https://taxfoundation.org/article-nstax-treatment-capital-assets-and-its-effect-growth-expensing-depreciation-and-concept-cost-recovery/
https://taxfoundation.org/article-nstax-treatment-capital-assets-and-its-effect-growth-expensing-depreciation-and-concept-cost-recovery/
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Key Points

• Imposing a tax creates a “wedge” at the margin that raises the 
price, reduces the return, reduces the activity, and creates a 
“dead-weight loss”.

• The tax base and the tax rate interact; effective marginal rates 
can exceed the statutory rate.

• Some activities are taxed more than once; the combined rates 
compound, and can be very high.





The deadweight loss (DWL) 
from a tax rises with the 
square of the rate.

Single-rate sales taxes have 
less DWL than multiple-rate.

A 2% flat rate on all items 
would have 4 units of DWL in 
this diagram.

If half of items were taxed at 
1% and half at 3%, the DWL 
would be 9/2+1/2 units or 5 
units of DWL.
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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:





Af
te

r-
ta

x 
w

ag
e

Hours worked

Backward-Bending Labor 
Supply?S

D



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 suppose each extra $1 of income increases 
taxable income by $1.50. The True Marginal Tax Rate on the extra $1 is 22.5% ( = 15% x 1.5).



New Marginal Tax Rates and Brackets in TCJA
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Chart 17     Cumulative Marginal Tax Rate For A Single
Taxpayer Earning $12,000 to $40,000 With 2 Children
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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%
12% 18% 22.2%
22% NA 40.7%

* 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% 28.4% 31.9% 75.9% 77.7%

12% 31.3% 35.5% 78.3% 80.4%

22% NA 53.3% NA 93.9%
* 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.



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 noncorporate 
business profits.

Layer 3 – Corporate Income Tax
If the saving is in corporate stock, the corporate tax taxes 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. Property taxes, excises, and tariffs add more.)
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Advantage of Tax-Deferred Saving Over Ordinary Tax 
Treatment: Buildup of $1,000 Earned and Saved Per Year 

Saving from age 19 onward under tax-deferred system and ordinary tax treatment 
Deferred plan: $1,000 saved tax-deferred each year earning 7.2% pretax return, all taxed 20% on withdrawal 
Ordinary saving: $800 saved each year after 20% tax on $1,000 of income, earning 5.76% after-tax return

Age

Tax-Deferred

Ordinary Tax
Treatment





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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