
A useful way of thinking about federal 
taxing and spending is as a national 
give-and-take. States send federal taxes 
to Washington and receive federal 
spending in return. 
However, not all states 
come out ahead. Ac-
cording to a new Tax 
Foundation study, some 
states get a much better 
return from Uncle Sam 
than others—leaving 
other states to pick up 
the tab. 

Feeding at the Trough?
“During fi scal 2003, tax-
payers in New Mexico 
benefi ted the most from 
the give-and-take with 
the federal government,” 
said economist Sumeet 
Sagoo, co-author of the 
study.
New Mexico received $1.99 in federal 
spending for every dollar sent to Uncle 
Sam. Other big winners included Alaska 
($1.89), Mississippi ($1.83), and West 
Virginia ($1.82). Though not a state, the 
District of Columbia is by far the biggest 
benefi ciary of federal spending. In 2003 
it received $6.59 in federal outlays for 
every dollar paid in taxes.

“The District’s share of federal largesse 
amounted to $60,109 for every man, 
woman and child,” said Sagoo. “That’s 
more than ten times the national average.”

States That Pay the Bill
If some states are ben-
efi ciaries, then others 
must be net losers. New 
York has traditionally 
been the leading “giver” 
state, paying far more in 
taxes than it receives in 
spending. But in recent 
years the Empire State 
has been eclipsed by 
its neighbors. 
In 2003 New Jersey got 
the worst deal from the 
federal government—
just 57¢ per dollar of 
tax paid. Other states 
toward the bottom in-
clude New Hampshire 

(64¢ per dollar), Connecticut (65¢ per 
dollar) and Minnesota (70¢ per dollar).
The state that improved its spending/
tax ratio most in the last decade was 
Alaska, where federal spending rose 
from $1.30 to $1.89 per dollar in taxes. 
The state with the steepest drop was 
Colorado, where the ratio slid from 
$1.00 to 80¢.
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What do last November’s election results mean for tax 
policy in 2005 and beyond? It can be summarized in two 
words: permanence and reform.
Expect George W. Bush and the 109th Congress to 
move in 2005 to make the President’s 2001 and 2003 
tax cuts permanent. At varying times over the next six 
years, all of the major components of the President’s tax 
cuts will either sunset or diminish in value. 
For example, the 15 percent tax rates on capital gains and 
dividends are scheduled to sunset in 2008. Two years later 

the lower individual income tax rates, the child credit and marriage penalty 
relief will vanish. Making these tax cuts permanent will avoid a steep tax hike 
for Americans and bring much-needed stability to the tax code.
While President Bush was vocal about tax reform throughout his re-election 
campaign, he was coy about whether he favors a fl at income tax, a national 
retail sales tax, or another type of consumption tax.

The Tax Reform Dilemma 
The problem with Bush’s desire for tax reform is that the last four years of 
tax cuts have made it more diffi cult. Despite the charges of critics, Bush’s tax 
cuts further reduced the tax burden of low- and middle-income taxpayers and 
shifted the tax burden onto wealthy taxpayers.
This year a record 44 million Americans will fi le tax returns but pay no 
income taxes, while millions more will owe next to nothing. As a result the 
wealthiest 20 percent of taxpayers (those earning over $68,000 per year) 
will pay a record 82 percent of all income taxes.
Here’s the dilemma: If the goal of fundamental tax reform is to expand the tax 
base and lower rates, how do you craft a tax reform plan that (1) doesn’t raise 
taxes on the 44 million Americans who now pay nothing and (2) doesn’t “cut 
taxes for the rich” who now pay everything? There is no easy answer.

Economic Education is Key
One thing the administration can do is better educate the public about who 
the so-called “rich” are today. The wealthiest 20 percent of taxpayers are 
overwhelmingly dual-income working couples and business owners. These 
taxpayers are what I call the “new middle class.” The statistical middle 20 
percent of taxpayers—the group that politicians claim to want to help—is 
today largely single individuals, not traditional married couples.
While the changing demographics of the American taxpayer will make the task 
of crafting and selling fundamental tax reform more challenging, the long-term 
benefi ts that reform will bring to the American economy are worth the effort.
   Cordially,

   Scott A. Hodge

Message from the President: 
What’s Next for Taxes?
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Promises to help the middle class have 
long been a staple of political campaigns. 
However, today’s middle class isn’t what 
it used to be. 
In recent years the demographics of 
middle-income earners have shifted  
dramatically. The stereotype of the  
married, single-earner family of the 
1950s is no longer typical in the middle 
one-fifth of the income distribution.  

Instead, the middle 
class today is dominated 
by the roughly 32  
million dual-income 
working couples in 
America, particularly 
married professionals 
working in high-cost 
urban areas.

Middle Class  
is the New Rich?
With two incomes, 
today’s typical families 
no longer reside in the 
statistical middle of  

the income scale (those earning roughly 
$25,500 to $42,000 per-year). On the 
contrary they are the rich, at least  
statistically by IRS standards. 
Today these dual-income couples pay 
the majority of income taxes—and as a 
result reaped the majority of the Bush 
tax cuts.
By most accounts, the middle 20 percent 
of income earners today no longer squares 
with traditional notions of a middle-class 
America. Today only 18 percent of mar-
ried couples fall in the statistical middle of 
the income distribution, while more than 
two-thirds are found in the top two in-
come groups. The largest share of married 
couples—35 percent—earn enough to be 
in the top 20 percent of taxpayers, which 
begins at about $68,000.
Today nearly 90 percent of the wealthi-
est taxpayers are married, and most of 
them are dual-income. It’s easy to see 

that with two incomes, working couples 
appear twice as wealthy. Over the past 
15 years, the number of dual-income 
working couples has grown by more 
than 7 million to some 67 percent of 
working age couples. When two single 
workers get married, they quickly move 
from the statistical middle into the  
so-called “rich.”
For example, a young factory worker 
earning $17 an hour—or $35,000  
per-year—clearly falls in the statistical 
middle. But if she marries a man earn-
ing the same income, their combined 
income of $70,000 thrusts them up into 
the wealthiest 20 percent of Americans. 
Thus a family can have two middle-class 
jobs with two middle-income salaries, 
but still be considered statistically rich 
by the IRS.

Bearing the Income Tax Burden
Because many dual-income couples are 
in higher tax brackets, they pay most 
income taxes as well. Married couples 
in the wealthiest quintile file 17 percent 
of tax returns but pay a whopping 69 
percent of income taxes. 
So who is left in the statistical middle 
today? Overwhelmingly they are young, 
single professionals or single parents 
with children.
That suggests that contrary to popular 
perception, the middle-class hasn’t lost 
ground. It has changed its composition. 
For political purposes, the term  
“middle-class” has come to symbolize  
a value system as well as a point on  
the income scale. If middle class is 
defined as “working, married couples 
jointly raising children,” the vast  
majority of today’s middle class are  
in fact statistically rich—a fact  
that’s often overlooked in popular  
tax policy debates. 

Is Anyone 
Left in the 

Middle Class?

“With two 

incomes, to-

day’s typical 

families no 

longer reside 

in the statisti-

cal middle of 

the income 

scale.”
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Source: Tax Outlook (July 1952). New York, NY: Tax Foundation.

Our Economists  
in the News
News Stories
New York Times  

“G.O.P. Constituencies Split  
on Tax Change”

USA Today  
“Scrap the tax code”

Fortune  
“This Land Is Red Land, Paid  
For by Blue Land”

Christian Science Monitor  
“Who’ll collect your back taxes now?”

Boston Globe  
“R.I. capitalizes on hub prosperity”

Financial Times  
“Why the U.S. loves the alms race”

Wall Street Journal  
“Spitzer’s climate of fear”

Op-Eds
St. Petersburg Times “Is Anyone Left in 

the Middle Class?” by Scott A. Hodge
Providence Journal “Rhode Island  

lottery is a tax that hurts citizens”  
by Alicia Hansen

Charlotte Observer “Don’t bet N.C.  
tax system on the lottery”  
by Alicia Hansen

Buffalo News “Good Tax Policy Could 
Help Keep Work in New York”  
by Scott A. Hodge and Andrew  
Chamberlain

San Francisco Examiner “Revise State 
Tax Climate” by Scott A. Hodge and 
Andrew Chamberlain

TF Commentary “Reform Is On the Way” 
by Scott A. Hodge

TF Commentary “Blue States: Ready  
for a Less Progressive Tax Code?”  
by William Ahern

TF Commentary “Time for a New  
Deal on Democrats’ Economics”  
by Andrew Chamberlain

Visit our new “Press Room” at  
www.taxfoundation.org/pressroom.html.

From our Archives:1952
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The following are the abbreviated remarks 
of Samuel W. Bodman, Deputy Secre-
tary of the U.S Treasury, before the Tax 
Foundation’s 67th Annual Conference on 
November 18, 2004.

For nearly 70 years, the Tax Foundation 
has committed itself to independent 
research on tax policy and has devel-
oped a reputation for principled, high 
quality analysis. You deserve the thanks 
of every taxpayer, and Secretary Snow 
and I look forward to your continued 
good work….
As you are no doubt keenly aware, Presi-
dent Bush has made it clear that funda-

mental tax reform will 
be a key priority of his 
second term. During his 
nomination acceptance 
speech in New York and 
on several occasions 
since, the President has 
outlined his goals for  
tax reform, including  
simplifying the tax code, 
increasing long-run 
economic growth and 
job creation, and ensur-
ing that taxes are applied 
fairly….

Since coming into office in 2001,  
the President has proposed and signed 
into law a number of tax revisions  
that strengthened our economy in the 
short-term and will encourage more 
robust growth in the future. The tax 
cut packages in 2001 and 2003 reduced 
marginal individual income tax rates 
by between 3 and 5 percentage points. 
Lower income tax rates advance one of 
the President’s key reform principles— 
increasing long-term economic growth—
by increasing the after-tax rewards from 
work, saving, investment, and entrepre-
neurial activity. Lower rates also reduce 
the incentives to engage in sheltering 
or tax avoidance activities and increase 
compliance….
While these tax law changes have made 
important improvements to our system, 
there is much more to be done. One top 
priority is making the President’s tax 
cuts permanent… In order to provide 
a stable tax environment for American 

families and American businesses to 
plan for the future, these tax changes 
must be made permanent.
In addition, as I mentioned at the 
outset, the President has made clear the 
crucial need for fundamental reform 
of the tax system. Our system is widely 
perceived as complex, unfair, and easily 
manipulated. The resulting loss of faith 
in the code threatens voluntary compli-
ance—a foundation of our system….
To be sure, there will be many obstacles 
to overcome. Almost every element of 
the current tax system is supported by 
some influential interest group that will 
argue calamity from its elimination or 
revision. There is an old saying that “an 
old tax system is a good tax system.”
The people who know the current tax 
system and have figured out how to cope 
with it, fear the changes that might 
come in a new system. But another  
statement from a wise tax legislator says: 
“we ought to have a tax system that 
looks like someone might have adopted 
it on purpose.” Our tax system currently 
does not come close to passing that test. 
We can and should do better.
As we go through this process, I am 
hopeful that groups like the Tax Foun-
dation will contribute to and support 
our efforts. By working together, I 
believe that we can improve our tax 
system in ways that will make our 
lives easier, make our businesses more 
productive, and allow our economy to 
flourish. Thank you. 
View the full transcripts of the Tax Founda-
tion’s 67th annual conference online at www.
taxfoundation.org/events/conference.html.

Tax Reform  
in 2005:  

An Insider’s 
Perspective

“While these 

tax law  
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be done.”
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Night of the Living Phone Tax
Economist Milton Friedman called the 
tendency for taxes to outlive their original 
rationale the “tyranny of the status quo.” 

No tax better exemplifies that than the 
century-old federal telephone tax. 
When the original tax passed in 
1898 it was advertised as a temporary 

“luxury” tax on those lucky enough to 
have telephones, with the goal of funding 
the Spanish-American War. 
 The original tax was short lived, expiring 
three years later in 1901. However it was 
revived in 1917, only to be repealed again 
in 1924. Finally the Revenue Act of 1932 
resurrected the telephone tax and it has 
been in force ever since. 

Like most taxes, the original levy was 
modest: 1-cent on calls costing 15 cents 
or more. In 1900 it brought in just 
$314,000—a tiny sum when compared 
with, say, a federal tax on chewing gum 
that brought in $366,000 that year. 
After several adjustments over the years, 
in 1990 the tax settled on today’s rate of 3 
percent of all phone bills. 2003 collections 
were $5.8 billion dollars, roughly $20 for 
every man, woman and child in the U.S.
Like many taxes and spending programs, 
the original rationale is gone yet the tele-
phone tax survives. There’s been pressure 
for repeal in recent years, but if history is 
any guide don’t expect the status quo of the 
telephone tax to change easily.

 

What Affects Rankings?
Several factors determine which states 
are net beneficiaries or losers. However 
the most important is a state’s per capita 
income. The reason? States with high-
er-income residents pay much higher 
federal taxes per capita thanks to the 
progressive structure of the income tax. 
Paying higher taxes may seem like a 
small price to pay for enjoying higher 
incomes, but unfortunately many states’ 
higher incomes are an illusion once cost 
of living is taken into account. 
For example, an income of $132,143 
in San Francisco buys the same living 
standard as $84,111 in Portland because 
of Oregon’s sharply lower cost of living. 
However, that San Francisco income 
would result in $22,812 in federal taxes, 
while the Portland income would result 
in just $10,748, illustrating how states 
with high per capita incomes get the 
worst deal from Uncle Sam. 

Filling the Pork Barrel 
On the spending side, one factor that 
affects rankings is congressional clout. 
Federal defense and other “pork barrel” 
procurement dollars are often funneled 
to states of powerful Members of Con-

gress. Also, by manipulating spending 
to comply with federal regulations some 
state governments can grab more federal 
grant money.
Demography also matters. States with 
more residents on Social Security, 
Medicare and other federal entitlements 
receive more federal spending per capita 
which boosts their ranking. Similarly, 
high spending levels in Virginia, Mary-
land and the District of Columbia are 
partly explained by the large number of 
federal employees in the area.

Lessons for Tax Reform?
In the coming year, the divide between 
“giving” and “receiving” states may turn 
out to have implications for one of the 
administration’s promised goals—funda-
mental tax reform. 
Why? Because several tax reform plans—
such as a flat tax, for example—would 
give donor states like Connecticut and 
New Jersey a much better deal from the 
federal government. Also many donor 
states are “blue” states that voted Demo-
crat in the 2004 elections—a fact that 
may end up building support for tax re-
form on both sides of the political aisle.

Unequal Burdens  
(continued from  

page 1)

“In the coming 

year, the  

divide between 

‘giving’ and 

‘receiving’ 

states may turn 

out to have  

implications for 

fundamental 

tax reform.”

Taxes Then and Now

Source: “Telephone Excise Tax,” Statistics of Income Bulletin, Spring 2000.  
Internal Revenue Service. (www.irs.gov/taxstats) 
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H.R. 66—“Health Care Freedom of Choice Act”
Sponsor: Rep. Christopher Cox (R-CA)
What it does: Provides for the tax deductibility  
of medical expenses by individuals.

H.R. 180—“Senior Citizens Tax Elimination Act”
Sponsor: Rep. Ron Paul (R-TX)
What it does: Repeals the inclusion of Social Security  
benefits in gross income for tax purposes.

H.R. 17—“Residential Solar Energy Tax Credit Act”
Sponsor: Rep. J.D. Hayworth (R-AZ)
What it does: Creates a tax credit to encourage solar  
energy use in residential housing.

Key Tax Bills to Watch

Payroll taxes for Social Security are paid half by workers, half  
by employers. Does that mean both have equal tax burdens? 
Surprisingly the answer is no. 
Economists use the word “incidence” to describe who pays a  
tax. There are two kinds of incidence: legal and economic.  
Legal incidence is having the legal obligation to pay a tax. But 
economic incidence is bearing the true economic burden of a tax.
For example, with payroll taxes legal incidence is split by work-
ers and employers. But studies show the economic incidence 
falls mostly on workers. Some 70 percent of the employer’s 
share is shifted onto workers in the form of lower wages.
This is predictable: no one likes taxes, and everyone tries 
to shift burdens onto others when they can. That means 
whoever has fewest ways to avoid buying a taxed good ends up bearing the tax. For 
example a tax on insulin, which has few substitutes, would be borne by consumers 
while a tax on Uncle Ben’s brand rice, which has many substitutes, would be borne 
by companies and their shareholders. 
The lesson? Lawmakers can control who has the legal obligation to pay a tax, but 
not who ends up bearing the burden. Something to keep in mind next time politi-
cians propose tax hikes on “business,” arguing they won’t cost taxpayers a dime.
Source: Jonathan Gruber and Alan B. Krueger, “The Incidence of Mandated Employer- 
Provided Insurance: Lessons from Workers Compensation Insurance,” Tax Policy and  
Economy, 1991.

Making Taxes Simple: 
Who Really Pays Taxes?
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New Year for Tax Policy— 
Time to Renew Your Support

2004 was a busy year at the Tax Foun-
dation. Thanks to our generous donors, 
our economists had a greater impact 
in Washington, D.C. than ever. Some 
highlights from the past year:
• On April 14th our economists re-

leased an analysis showing one-third 
of American tax filers will pay zero 
federal income tax. The release was 
the first of its kind, and was featured 
in a Fox News exclusive story and 
was followed by dozens of media hits 
nationwide in the following weeks.

• When Congress was considering 
extending and making permanent  
the 2001 and 2003 tax cuts, Tax 
Foundation economists supplied key 
tax data to Congressional Members 
and staffers. A senior economist on 
the House Ways and Means Commit-
tee called to discuss our findings on 
the demographic profile of taxpayers 
who benefit from the $1,000 child  
tax credit. He later forwarded our 
analysis to his staff, praising the Tax 
Foundation’s research as superior 
compared with that of other  
Washington think tanks.

• In August the Tax Foundation released 
a study showing most people in the top 
one percent of earners are business  
owners and entrepreneurs—not just 
high-income individuals with trivial 
business income on the side, as is often 
assumed. As a result the Tax Counsel 
for the Senate Finance Committee  
contacted our economists, and the 
Committee’s Chairman Senator 
Chuck Grassley went to the Senate 
floor armed with our research to  
help defeat a proposed hike in the  
top marginal tax rate.

• In October our economists released 
the second annual State Business Tax 
Climate Index which measures each 
state’s “tax friendliness” to business. 
The Index made headlines nation-
wide. Thanks to the Index’s popularity, 
Tax Foundation adjunct scholar Tom 
Armstrong was invited to testify before 
the Pennsylvania Senate Finance 
Committee about Pennsylvania’s tax 
climate. To the surprise of the legisla-
tor who sponsored the hearing, two 
other experts at the hearing also drew 
heavily upon the Index as the basis of 
their testimony.

It’s a new year, and 2005 is sure to be a 
busy one for tax policy. With possible 
tax reform on the agenda, we need your 
financial support more than ever to 
continue our efforts toward a simpler, 
more transparent and less economically 
harmful tax code. Please give today!
To learn how to support the Tax Foundation’s 
mission, visit www.taxfoundation.org/ 
membership.html or contact Julie Burden at 
(202) 464-5102 or burden@taxfoundation.org. 

“Thanks to  

our generous 

donors, our 

economists 

had a greater 

impact in 

Washington, 

D.C. than 

ever.”


