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Defining Key Terms
● Tax base and tax rate

○ The tax base is what gets taxed and the tax rate is the fraction of the base collected by 
taxation. 

○ General rule of thumb: A narrow tax base is non-neutral and inefficient. A broad tax base 
reduces tax administration costs and allows more revenue to be raised at lower rates.

● Taxable income includes
○ Wages, salaries, commissions, and bonuses
○ Business income of pass-through businesses
○ Investment income
○ Other types: retirement income, Social Security benefits, and unemployment benefits

● Not all economic income is taxed. Exclusions and exemptions remove certain economic income 
from the income tax base.

○ For example, employer-sponsored health insurance is excluded from the individual 
income tax.



Tax Rates and Brackets
● Tax rates under the 

federal individual 
income tax are marginal 
tax rates—the rates 
apply only to income 
above each bracket 
threshold.



How Tax Liability Is Calculated
● Taxpayers calculate adjusted gross income (AGI) then take either the standard deduction or 

itemized deductions to reach taxable income.
○ Deductions reduce taxable income dollar-for-dollar.
○ Taxpayers use the marginal tax rates and brackets along with their taxable income to 

determine their pre-credit tax liability. 

● Key provisions within the income tax:
○ Standard deduction
○ Itemized deductions 

■ Mortgage deduction
■ State and local tax (SALT) deduction
■ Charitable giving deduction 

○ Section 199A pass-through deduction 
○ Tax credits





Tax Credits 
● Reduce a taxpayer’s final tax bill, dollar-for-dollar 

○ refundable: receive refund if credit is greater than tax liability
○ nonrefundable: only receive reduction in tax liability until it reaches 

zero
● Two major credits: the Child Tax Credit (CTC) and the Earned Income 

Tax Credit (EITC)
● Refundable tax credits have expanded beginning with EITC in 1975
● By 2010, 11 different refundable tax credits were in place, fluctuates 

year-to-year
● Others include credits for health care and education



Child Tax Credit
ARPA Policy, 2021 TCJA Policy, 2022–2025 Post-TCJA Policy, after 2025

Maximum 
Credit

$3,600 for children under age 
6; $3,000 for children age 6 to 
17

$2,000 for children under age 17 $1,000 for children under age 17

Amount 
Refundable

Fully refundable regardless of 
income

Partially refundable up to 
$1,500, indexed to inflation until 
it reaches $2,000

Full amount refundable 
depending on earned income

Phase-in and 
phase-out

No phase-in

Expanded $1,600 or $1,000 
phases out by $50 for each 
$1,000 of income above 
$112,500 for head of 
household filers and 
$150,000 for joint filers, then 
follows TCJA

Refundable amount calculated 
by multiplying earned income 
above $2,500 by 15%

Phases out by $50 for each 
$1,000 of AGI above $200,000 
for single filers and $400,000 for 
married filing jointly

Refundable amount calculated 
by multiplying earned income 
above $3,000 by 15%

Phases out by $50 for each 
$1,000 of AGI above $75,000 for 
single filers and $110,000 for 
joint filers



Earned Income Tax Credit
Filing Status No 

Children
One Child Two Children Three+ 

Children

Single or Head 
of Household

Income at Max $7,320 $10,980 $15,410 $15,410

Maximum Credit $560 $3,733 $6,164 $6,935

Phaseout Begins $9,160 $20,130 $20,130 $20,130

Credit = $0 $16,480 $43,492 $49,399 $53,057

Married Filing 
Jointly

Income at Max $7,320 $10,980 $15,410 $15,410

Maximum Credit $560 $3,733 $6,164 $6,935

Phaseout Begins $15,920 $26,260 $26,260 $26,260

Credit = $0 $22,610 $49,622 $55,529 $59,187



Tax Credits
● Increasing responsibilities at IRS 

without expanded capacity leads 
to problems

● Income effect: more money 
overall, might work less and enjoy 
more leisure 

● Substitution effect: decreased 
compensation for an additional 
hour of work, work becomes less 
valuable than leisure



Two competing definitions:

Change in the Ability to Consume
● Includes current labor income, saving and investment earnings, capital gains as accrued, and assumes 

economic depreciation
● No adjustment for time value of money
● Originally proposed by economists Robert Haig and Henry Simons
● Income = consumption + change in net worth

Revenue Less Cost of Earning Revenue
● Labor income, saving and investment earnings after full, immediate expensing of all costs (purchases 

of machines, buildings, materials; tuition, training)
● Reflects time value of money
● Proposed by economist Irving Fisher to maximize economic output and incomes
● Leads to a tax that treats consumption and saving decisions neutrally

What Is Income?



Income and Consumption 
Elements in U.S. Tax System

Income Elements
● Ordinary taxation of saving: 

taxing both the amounts saved 
and returns on saving

● Depreciation and amortization 
in accordance with “economic 
depreciation”

Consumption Elements
● Tax-deferred or Roth-style 

pensions and retirement plans
● Tax-exempt bonds
● Treatment of owner-occupied 

housing
● Accelerated depreciation or 

expensing provisions



Progressivity



Progressivity



Proposals
● Extend the ARPA Child tax 

credit expansion
● Create a surcharge on modified 

adjusted gross income (MAGI) 
of 5% on MAGI in excess of 
$10 million plus 3% on MAGI 
above $25 million

● Increase the top marginal 
income tax rate to 39.6%

Permanent ARPA 
2021 Policy

GDP Less than -0.05%

Wages Less than -0.05%

Full-Time Equivalent 
Employment

-38,000

Conventional 
Revenue, 2022-2031

-$1,620.6 billion

Source: Tax Foundation General Equilibrium Model, 2021



Proposals
Tax Capital Gains at Ordinary Rates 
for High Earners

● President Biden proposed 
taxing long-term capital gains as 
ordinary income for taxpayers 
with adjusted gross income 
above $1 million

● Taxing gains as ordinary income 
would lose revenue on its own 
because high earners would 
reduce their realizations



Proposals
Tax Certain Capital Gains at Death
● Proposal to tax unrealized gains at death for gains above $1 million ($2 million for joint 

filers, plus existing primary residence exclusion)

● Would raise about $213 billion over 10 years if combined with taxing capital gains at 
ordinary rates over $1 million. Taxpayers would have less incentive to defer their 
realizations under taxation at death but the effect remains uncertain.

● The capital gains proposals would reduce long-run GDP by 0.1 percent, eliminate about 
27,000 jobs, and reduce the capital stock by 0.1 percent.



Proposals
Minimum Tax on High-Wealth 
Households

• Applies to households with net 
wealth above $100 million

• Requires minimum effective tax 
rate of 20 percent on expanded 
definition of income

• Minimum taxes paid count as 
prepayment of future capital gains 
tax liability



Questions
Garrett Watson, gwatson@taxfoundation.org, @GS_Watson

Erica York, york@taxfoundation.org, @ericadyork
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