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1

The most basic goal of tax policy is to raise 
enough revenue to meet the government’s 
spending requirements in the way that has the 

least impact on market behavior.1 But the US tax code 
has long failed to meet this aim: by distorting market 
decisions and the allocation of resources, the tax code 
hampers job creation and impedes both potential eco-
nomic growth and potential tax revenue. This book 
does not distinguish tax provisions in terms of “good” 
or “bad” policy. Instead, it sets forth a general frame-
work for evaluating any tax provision and delineates 
key problems existing within the tax code today.

To increase employment and expand their econo-
mies, most developed countries are both reducing 
their corporate tax rates and restructuring their tax 
systems to make them simpler. The United States 
appears to be taking the opposite approach. Dozens 
of tax provisions set to expire every year are extended 
repeatedly in a seemingly endless cycle. This pro cess 
is evidence of the tax code’s complex and temporary 
nature— two faults that increase both uncertainty 
and costs for American people and businesses. As 
we discuss in chapter 1, the costs of tax compliance 

INTRODUCTION
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may be nearly a trillion dollars annually in cumula-
tive accounting costs, economic losses, and lobbying 
expenditures.

Although the need for major tax reform is widely 
recognized, there is no consensus— either between or 
within the po liti cal parties—on the specific elements 
of reform. To move the debate forward, policymakers 
need to understand the goals of successful tax reform 
and what steps to take to achieve those goals.

Clearly, the nation’s economic and fiscal situation 
has increased the motivation— and the urgency—to 
reform the federal tax revenue system, along with the 
federal government’s other unsustainable institutions 
and practices. But what would an ideal tax code look 
like?

Luckily, policymakers need not fly blind when it 
comes to defining the principles and goals key to a suc-
cessful revenue system. Academic research suggests 
that a successful system should be simple, equitable, 
efficient, permanent, and predictable. We explore these 
themes in the chapters that follow.

Some have claimed the Tax Reform Act of 1986 
(TRA86) is model legislation for what future tax 
reform should be. TRA86 was remarkable for its broad 
bipartisan support in Congress and for its sweep-
ing reforms. But because the legislation failed to fix 
the revenue system’s large institutional problems, the 
reforms  were clawed back almost immediately. As a 
result, the tax code looks even worse today. For exam-
ple, in 1985, there  were only 25 temporary tax provi-
sions; in 2010, 141 provisions  were set to expire by the 
end of 2012.2 Chapter 2, “What Can Be Learned from 



I N T R O D U C T I O N     3

the Tax Reform Act of 1986?,” provides key insights 
into why the act was considered one of the most suc-
cessful tax reforms in US history— and also one of the 
biggest failures. One key lesson is that keeping the tax 
code as simple—by taxing a broad base at the same 
low rate— and as transparent as possible will help 
reduce the ability and incentives to reverse future tax 
reforms.3

One thing policymakers should not do is raise tax 
rates. There is much research to support the nega-
tive consequences of raising tax rates on economic 
growth. Research by Christina Romer, former chair 
of President Obama’s Council of Economic Advisers, 
and David Romer, an economist at the University 
of California– Berkeley, suggests, “A tax increase of 
1 percent of GDP reduces output over the next three 
years by nearly 3 percent.”4 Furthermore, according 
to research by Harvard University economist Jeffrey 
Miron, “Both macroeconomic and microeconomic 
perspectives suggest that [higher] taxes slow eco-
nomic growth, thereby limiting the scope for revenue 
gains.”5 To regain competitiveness, the United States 
should reduce its corporate tax rate to 25 percent 
at most, the average rate of other Organisation for 
Economic Co- operation and Development countries. 
Chapter 3, “Why Should Congress Restructure the 
Corporate Income Tax?,” examines trends in inter-
national corporate tax rates and discusses why the 
United States needs to lower the corporate tax rate to 
increase competitiveness.

Those who advocate for higher taxes on business 
should note two things. First, the statutory corporate 
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tax rate in the United States is among the highest in 
the industrial world— a factor that encourages busi-
nesses to move to lower- tax countries, taking jobs, 
money, and tax dollars with them. Second, a tax on cor-
porations is actually a tax on labor. A Congressional 
Bud get Office working paper finds that “domestic labor 
bears slightly more than 70 percent of the burden 
of the corporate income tax.”6 Chapter 4, “Why Do 
Workers Bear a Significant Share of the Corporate 
Income Tax?,” concludes that key pieces of the burden 
in today’s modern open economy are borne by labor 
rather than by the own ers of capital.

As discussed in chapter 5, “How Does the Corporate 
Tax Code Distort Capital Investments?,” the current 
US tax code is complex— carved up by special inter-
ests and full of distortionary tax rates that treat simi-
lar activities unequally. Unequal taxation  inefficiently 
distorts consumer and investor decisions, which can 
be damaging to the economy. These problems are par-
ticularly egregious regarding the tax rules applied to 
corporate capital investments. The tax code requires 
that most new purchases of capital, such as machines 
and buildings, be deducted from total revenue over the 
course of many years. This provision is called deprecia-
tion, or capital cost recovery. Unequal tax rates develop 
across industries because of disparities in when the 
tax is paid. A one- dollar investment today can be 
reduced to as little as 37 cents of its real write- off value, 
thereby diminishing the profitability of investments.7 
As shown in chapter 5, moving away from complex 
depreciation schedules toward full expensing can be 
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one of many necessary tools to move toward a better 
tax system.

Consumer advocates view the mortgage interest 
deduction (MID) as a benefit for lower-  and middle- 
income taxpayers.8 Yet in chapter 6, “Why Should 
Congress Reform the Mortgage Interest Deduction?,” 
data are presented that show that fewer than 9.8 percent 
of tax filers earning less than $50,000 claim the MID, 
and this group comprises the very same  house holds 
that would gain the most from the so cio log i cal bene-
fits of homeownership. In fact, most of the dollar ben-
efits from the MID go to high- income earners whose 
average tax benefit from the deduction is nearly nine 
times greater than that of  house holds earning $50,000 
to $100,000. The chapter concludes that reforming 
the MID is essential to both increasing homeowner-
ship and properly aligning the deduction’s policy 
goals with actual outcomes.

Allowing any tax provisions that favor one group 
or activity over others only puts the government in 
the position of picking winners and losers. Chapter 7, 
“How Do People Respond to the Marriage Tax 
Penalty?,” provides a key example of unequal taxa-
tion among couples whose only differing character-
istic is their marital status. For low- income taxpayers, 
the marriage tax penalty is a formidable barrier to 
the social benefits of marriage, while married high- 
income taxpayers are often discouraged from working.

History has shown that tax reforms seldom last 
when special interests have substantial incentives to 
lobby Congress for tax breaks. This book concludes 
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that the current US tax code is detrimental to the 
economy. The US tax system severely distorts market 
decisions and the allocation of resources. It hampers 
job creation and impedes both potential economic 
growth and potential tax revenue. Tax expenditures 
also set up a system that allows the government to dis-
criminate among taxpayers by picking winners and 
losers. Provisions and reforms that level the playing 
field should be promoted over rules that discriminate.
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The US tax code, far beyond simply collecting 
revenue to fund the operations of the fed-
eral government, attempts to perform policy 

and po liti cal functions as well. This chapter does not 
examine the normative value of these provisions but 
instead examines the hidden costs of the federal tax 
code: time and money spent submitting tax forms, 
forgone economic growth, lobbying expenditures, 
and gaps in revenue collection. These problems grow 
larger as the Internal Revenue Code becomes more 
complicated and temporary.1 On the basis of the stud-
ies reviewed in this chapter, we estimate that hidden 
costs range from $215 billion to $987 billion annually 
and that the tax code results in a $452 billion revenue 
gap in unreported taxes (see table 1.1). For calendar 
year 2012 alone, the economic costs  were substantial 
relative to the $2.45 trillion in revenue raised by the 
federal government.2

The structure of individual and corporate income 
taxes in the United States— accounting for over 
55  percent of total tax revenue— reflects policy-
makers’ agglomerated attempts to increase fairness, 
conduct social policy, encourage economic growth, 

CHAPTER 1

What Are the Hidden 
Costs of Tax Compliance?
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and  promote favored industries.3 According to the 
National Taxpayer Advocate, between 2001 and 2010 
there  were 4,428 changes to the Internal Revenue 
Code, including an estimated 579 changes in 2010 
alone.4 In other words, the tax code averages more 
than one change per day. The complexity of the tax 
code is largely responsible for the $67  billion to 
$378 billion in annual accounting costs incurred by 
taxpayers in the pro cess of filing their tax returns. A 
simpler tax code with fewer deductions would assist 
in alleviating these costs.

Revenue collected by the federal government 
through taxes prevents economic transactions from 
occurring. The economic size of the purchases and 
business deals that do not occur is larger than the total 
revenue collected by the federal government. Net esti-
mates of annual forgone economic growth range from 
$148 billion to $609 billion (see table 1.3, page 20).

Along with both accounting and economic costs, 
lobbying costs are a third cost of the existing US 
tax code. Although we do not have a full and com-
plete estimate of annual lobbying costs to petition 

Table 1.1. Hidden Costs and Revenue Implications of the US Tax Code

HIDDEN COSTS REVENUE IMPLICATIONS

Accounting costs $67 billion– 
$378 billion

Tax gap $452 billion

Economic costs $148 billion– 
$609 billion

Note: Lobbying costs are another form of hidden costs; however, 
because a specific annual cost could not be approximated, they 
are not included here.
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 federal,  state, and local governments for policy 
 preferences, $27.6 billion was spent on reportable lob-
bying activities between 2002 and 2011 (see figure 1.2, 
page 25). More significantly for long- term economic 
growth, rather than providing an incentive for innova-
tion, a tax code that is open to lobbyists encourages the 
pursuit of rent- seeking careers to protect and expand 
tax advantages.5

Finally, although it is not an economic cost, the 
structure of the federal tax code affects the govern-
ment’s ability to raise revenue efficiently and equita-
bly. The United States has a tax- reporting compliance 
rate of 85.5 percent— leaving an estimated revenue gap 
of $452 billion in unreported taxes.6 The government’s 
failure to collect all revenue owed by law creates a 
social cost of inequitable tax burdens among similar 
taxpayers.7 Policymakers who want to increase rev-
enue for the federal government need to understand 
the risks and benefits that taxpayers assume by not 
reporting all taxable income. One case study based 
on the Rus sian economy suggests that shifting the US 
tax code to a flat tax holds promise for reducing the 
revenue gap.8

The extent to which many of these costs could be 
reduced quantitatively by tax code reform is beyond 
the scope of this chapter. The purpose  here is to 
use the relevant scholarly literature to document the 
true costs of the US tax system. Later in the chapter, 
we provide qualitative recommendations based on 
successful tax reform in Rus sia and on the 1986 Tax 
Reform Act in the United States. Tax reform today 
must negate the incentives for both legal and illegal 
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tax sheltering. Curtailing the hidden costs of taxation 
will require a simpler tax code with lower rates.

HOW THE TAX CODE INDUCES ACCOUNTING 
EXPENSES AND CREATES ECONOMIC 
DISTORTIONS

The federal government assesses personal income 
taxes on citizens or resident aliens on the basis of their 
worldwide adjusted gross income.9 Individuals may 
reduce their tax liability by taking advantage of the 
personal exemption deductions10 and the applicable 
standard deduction,11 or they may join the 32 percent 
of taxpayers who choose the complicated and costly 
pro cess of itemizing specific deductions.12 Claiming 
tax deductions increases the accounting costs of fil-
ing tax returns, as well the economic costs caused by 
distortions in the price system. Determining tax liabil-
ity for a given year may then be further complicated 
by the necessity of complying with the alternative 
minimum tax.13 Later in this chapter, we quantify the 
financial and time costs of complying with the many 
deductions— approximately $378 billion. Each item-
ized deduction targets a specific set of taxpayer char-
acteristics or a specific policy objective. The itemized 
deductions allowed, as well as their value, vary from 
tax year to tax year. As detailed in figure 1.1, in 2011 the 
173 different tax deductions and credits for individuals 
and corporations amounted to about 7 percent of GDP. 
The numerous existing personal and corporate federal 
tax provisions have implications for economic growth 
in that they affect individual prosperity and the inter-
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national competitiveness of American businesses— 
decreasing economic welfare by an estimated $148 bil-
lion to $609 billion annually (see table 1.3, page 20).

Unlike most industrial countries and all other 
members of the Group of Seven, the United States 
taxes all corporate income, regardless of where in the 
world it was generated. As a result, the current corpo-
rate tax structure discourages money earned abroad 
from being reinvested in the United States.14 Foreign- 
source income is subject to taxation under the US tax 
code only when it is repatriated, or brought back to the 
United States.15 Under this country’s worldwide tax 
system, active income generated in a foreign country 
is subject to taxation under the US corporate tax code 
even after being taxed by the foreign government. To 
slightly reduce the negative effect of double taxation, 
the US tax code allows income tax paid to a foreign 

Source: Based on data from Office of Management and Bud get, Fiscal Year 2015 Analytical 
Perspectives, Bud get of the US Government (Washington, DC: Government Printing Office, 
March 4, 2014).

Figure 1.1. Growth in Federal Tax Expenditures,  
1975–2013
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country where income is earned to be deducted from 
a corporation’s US tax liability. But the US tax code 
provides a strong incentive for American corporations 
to retain earnings overseas instead of paying them out 
as dividends to shareholders or reinvesting the earn-
ings here.

The structure of the US tax code cultivates unequal 
competition opportunities between large and 
small  companies. As in all industrial nations, an 
American corporation may deduct from its income 
tax liability all expenditures needed to undertake its 
activities, including interest payments on any debt. 
However, although interest payments on corporate 
debt are deductible, returns to equity (shareholders’ 
earnings) are taxed at the corporate tax rate. This fea-
ture of the US corporate tax code biases the financing 
decisions of businesses toward using debt financ-
ing rather than equity financing.16 As a consequence, 
businesses are prone to being highly leveraged. Small 
businesses and less well- established businesses, which 
have more limited access to debt financing, are thus at 
a competitive disadvantage.

In addition to differences in competitive advan-
tage based on access to corporate debt, small busi-
nesses are not as well equipped as large businesses to 
take advantage of complex depreciation schedules. In 
other circumstances, multinational companies engage 
in transfer- pricing activities through affiliates for tax 
purposes rather than for efficiency reasons. The docu-
mentation of sales from controlled affiliates in foreign 
countries to a larger American parent company may 
be adjusted to reduce tax liabilities. Even among large 
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businesses, certain industries are able to take advan-
tage of tax provisions while others languish under the 
high US corporate tax rates.17 Larger businesses may 
deduct a capital investment over a number of years, 
subject to a complex depreciation schedule, whereas 
smaller businesses may deduct capital purchases at 
the time of investment. As a result, the after- tax cost 
of investments by larger businesses increases, because 
a dollar of spending today is more expensive than a 
dollar of spending in the future. On top of this com-
plex system of deductions, depreciation, and liabili-
ties, there are other deductions and benefits for favored 
industries or taxpayers perceived to perform socially 
beneficial functions. For example, Robert Dietz, assis-
tant vice president for tax and policy issues for the 
National Association of Home Builders, argues that 
favorable tax treatment for homeownership lowers 
crime rates and provides varied personal benefits.18 Such 
a complex system of taxation, however, imposes a com-
pliance cost on individuals and corporations in addi-
tion to the missed economic growth opportunities.

COMPLYING WITH COMPLEXITY

Under the US tax system, which is enforced pri-
marily through voluntary compliance, it is the tax-
payer’s obligation to compute and pay federal taxes 
to the IRS. Voluntary tax compliance is achieved 
through countless hours of taxpayer efforts, often 
with the help of paid tax con sul tants. The account-
ing costs of complying with the US tax code range 
from $67  billion to $378  billion (see table  1.2). 
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About 60 percent of individual taxpayers and 71 per-
cent of unincorporated business taxpayers hire 
others— accountants, lawyers, tax professionals—to 
prepare their tax returns.19 An additional 32 percent 
of  individual taxpayers use tax preparation soft-
ware to complete their tax returns.20 As a direct 
result of the large and growing complexity of the 
US tax code, the vast majority of Americans now 
incur some type of monetary expense to determine 
their income tax liability and to comply with filing 
requirements.

Furthermore, some taxpayers venture to con-
tact the IRS directly with questions regarding their 
income tax liability. In 2012, the IRS website received 
more than 1.7 billion page views. The agency also 
received 115 million phone calls in each of fiscal years 
2011 and 2012— and more than 30 percent of those 
phone calls  were not answered.21 The agency was able 
to answer only 68 percent of phone calls in 2012, com-
pared with 87 percent in 2004.22 Additionally, the IRS 
failed to respond, within the agency’s own established 
time frame, to almost half (48 percent) of all tax payers’ 
letters, up drastically from 12 percent in 2004.23 In 
September 2011, the Trea sury Department inspector 
general’s semiannual report to Congress found that 
most taxpayers who had contacted the IRS had not 
received “quality” responses to their correspondence. 
The report cited a review of three IRS functions— 
Accounts Management, Automated Underreporter 
Program, and Field Assistance Office— and noted that 
19 percent, 56 percent, and 8 percent, respectively, 
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of this chapter addresses three other costs of taxation: 
lobbying efforts to gain and maintain tax advantages; 
economy- wide costs, as a result of work, leisure, sav-
ings, consumption, production, and investments being 
altered by tax incentives; and revenue lost as a result 
of taxpayer noncompliance. Several recommendations 
are given to lessen the hidden costs of taxation.

THE COSTS OF TAX AVOIDANCE

Tax avoidance occurs when individuals or busi-
nesses reallocate consumption and saving patterns 
to minimize tax burdens. Behavioral responses to tax 
 avoidance result in what economists call decreased 
allocative efficiency— a loss of economic transactions 
that would increase standards of living, such as vaca-
tions not taken, food not purchased, and less expen-
sive gifts purchased. In other words, consumers make 
smaller spending and saving decisions than they 
would otherwise.30 Estimates of economic growth lost 
annually as a result of taxes range from $148 billion 
to $609 billion (see table 1.3). Taxes increase the cost 
of doing business— buying materials, paying work-
ers, making investments. Businesses sell fewer prod-
ucts and ser vices in response to resources shifting to 
the next- best social function. The extent to which the 
federal tax code distorts business decisions may be 
thought of in terms of whether consumption is penal-
ized relative to saving. Additionally, different forms of 
saving may be penalized or rewarded relative to one 
another. If individuals or businesses are unsure how 



Table 1.3. Studies on the Costs of Deadweight Loss

STUDY DEADWEIGHT LOSS

Harberger (1964)

Year of data: 1964

The study calculates $14 billion annually for 
federal income taxes. Estimate does not 
include the effect of payroll taxes. Loss is 
equal to 2.5 percent of revenue raised.

Feldstein (1999)a

Years of data: 1994, 
2012

For 1994, the study estimates $181 billion  
for federal income taxes without payroll 
taxes and $284 billion with payroll taxes. 
Loss is equal to 32.2 percent of the com-
puter program TAXSIM’s estimate of 
personal income tax revenue ($543 bil-
lion). Feldstein calculates that the marginal 
 deadweight loss per tax dollar was $2.06.

For 2012, deadweight loss is estimated 
at $388 billion without payroll taxes and 
$609 billion with payroll taxes.b

Blomquist and 
Simula (2012)

Years of data: 1994, 
2012

For 1994, $69 billion is estimated after 
accounting for federal income taxes with 
payroll taxes and for state income and sales 
taxes. Blomquist and Simula find a marginal 
deadweight loss per tax dollar of $1.35.

For 2012, deadweight loss is estimated at 
$148 billion after accounting for federal 
income taxes with payroll taxes and for 
state income and sales taxes.c

Chetty (2009) Deadweight loss is less than contem-
porary estimates because of the material 
costs necessary to dodge taxes. Some 
deadweight loss is actually a payment 
for services rendered for income to be 
sheltered from taxation. As a result, these 
transactions do materialize, although they 
would not be necessary under a simplified 
tax code.

(continued)
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the tax code will affect returns on investment, they 
may put off investing until more certainty exists.31 
Investments that do not occur because they are pro-
hibitively expensive—an implicit result of taxation— 
slow economic growth.

Economists have a term for forgone investments 
and consumption— deadweight loss, an idea that gained 
prominence from the work of Arnold Harberger in 

Table 1.3. (continued )

Sources: Arnold C. Harberger, “Taxation, Resource Allocation, 
and Welfare,” in The Role of Direct and Indirect Taxes in the 
Federal Reserve System, ed. John Due, 25–80 (Princeton, NJ: 
Princeton University Press, 1964); Martin Feldstein, “Tax Avoidance 
and the Deadweight Loss of the Income Tax,” Review of Economics 
and Statistics 81, no. 4 (1999): 674–80; Sören Blomquist and 
Laurent Simula, “Marginal Deadweight Loss When the Income 
Tax Is Nonlinear,” Uppsala University and Uppsala Center for 
Fiscal Studies, Uppsala, Sweden, March 8, 2012; Raj Chetty, “Is the 
Taxable Income Elasticity Sufficient to Calculate Deadweight Loss? 
The Implications of Evasion and Avoidance,” American Economic 
Journal: Economic Policy 1, no. 2 (August 2009): 31–52; Office of 
Management and Budget, “Receipts by Source as Percentages 
of GDP: 1934–2017,” table 2.1, http://www.whitehouse.gov/sites 
/ default/files/omb/budget/fy2013/assets/hist02z1.xls.
a. Harberger’s (1964) approach is applied in Feldstein’s (1999) 
paper to 1994 data.
b. Estimate is based on data from Office of Management and 
Budget, table 2.1, “Receipts by Source as Percentages of GDP: 
1934–2017,” http://www.whitehouse.gov/sites/default/files/omb 
/ budget/fy2013/assets/hist02z1.xls
c. This estimate assumes the ratio of deadweight loss to federal 
income tax revenues is fixed. The Office of Management and 
Budget has applied this ratio to estimated data for 2012 in an effort 
to estimate deadweight loss for that year. However, the data are 
more complex than this rough estimation shows, because the 
elasticity of taxable income may be calculated differently than 
Friedman calculated it in 1999.
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the 1960s.32 More recently, Martin Feldstein builds 
on Harberger’s work with his own methodology 
and finds that deadweight loss in general is higher 
than Harberger anticipated because tax rates are not 
applied evenly between spending and saving choices.33 
Examining 1994 data on income taxes, Feldstein esti-
mates that deadweight loss to revenue was 12 times 
larger than Harberger’s estimate. Feldstein esti-
mates that 1994 deadweight loss from federal income 
taxes was $181 billion, or 2.55 percent of GDP, which 
would equal approximately $388 billion in 2012. In 
2008, Feldstein reexamined deadweight loss by using 
an estimated compensated elasticity of 0.4, given the 
existing US tax code.34

With 124 special deductions and credits in the 
1994 federal tax code (there  were 173 in 2011), there 
was a menu of effective rates for businesses and indi-
viduals to shift resources toward to avoid higher tax 
liabilities. These deductions assisted businesses in 
equalizing some of their decisions about whether 
to save or consume. However, these deductions also 
further added to the federal tax code’s complexity, 
which not only tied up other resources but also ren-
dered better  outcomes for businesses (often corpora-
tions) with professional tax compliance officers, while 
smaller businesses missed out on such opportunities.35 
Despite the highest level of deductions and credits in 
US history, the incentive to save versus consume is still 
treated unevenly in the tax code for many industries. It 
is clear that carving out special deductions and exemp-
tions ties up far too many resources in the compliance 
pro cess, favors larger businesses, and still does not 
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achieve the goal of taxing both saving and consump-
tion at equal rates.

In 2012, Uppsala University economists Sören 
Blomquist and Laurent Simula revisited Feldstein’s 
analysis of deadweight loss by using a model that 
better resembles today’s tax code (i.e., a nonlinear 
model). Blomquist and Simula claim theirs is a more 
accurate model because the US tax code is progressive, 
meaning that tax rates increase with income. Using the 
same datasets as Feldstein, Blomquist and Simula find 
that Feldstein’s linear model overestimates marginal 
deadweight loss per tax dollar by 61 percent. Under the 
2006 tax code, which had the same marginal income 
tax rates as the 2012 code, deadweight loss per tax dol-
lar was 4.1 percent.36 In 2006, deadweight loss totaled 
$98.7 billion, and if the same levels  were applied to 
2012 revenue, the total would be $100.4 billion.37

University of Nebraska– Lincoln economist Seth 
Giertz estimates a range of potential deadweight 
losses if all individual federal income tax rates  were 
increased after expiration of the Bush- era tax cuts.38 
Giertz’s numbers reveal that deadweight loss would 
fall to between 0.72 and 3.62 percent of GDP ($15.6 
billion and $77.8 billion, respectively), depending 
on the elasticity of taxable income response ranging 
between 0.2 and 1.0.39

Another response to Feldstein— suggesting that 
deadweight losses  were lower than his estimates— 
comes from UC– Berkeley economist Raj Chetty. He 
questions whether the efficiency cost of taxation for 
tax avoidance and tax evasion exhibits the same dead-
weight loss as marginal tax rates. Chetty emphasizes 
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that tax evasion often exhibits different deadweight 
loss characteristics than tax avoidance does but that 
both may exhibit deadweight loss 40 percent smaller 
than that from marginal tax rates.40 Tax avoidance is 
the act of using a legal method to reduce tax liability, 
such as using tax expenditures or not repatriating 
foreign earnings to the United States. Tax evasion is an 
illegal behavior— reducing tax burden by not reporting 
taxable earnings. Feldstein assumes that the  decision 
to shelter income has a marginal cost rate similar to 
taxes. However, economists Joel Slemrod and Shlomo 
Yitzhaki explain that the US tax system sets the rela-
tive price of avoidance or evasion through the costs 
and benefits of “honesty.”41 Chetty argues that many 
forms of tax sheltering require resource costs lower 
than complying with the top marginal tax rates. 
Therefore, much of perceived deadweight loss is actu-
ally a transfer cost to shelter income.42

Although the costs of deadweight losses are diffi-
cult to estimate, policymakers can take steps to lessen 
the damage that does occur. A more complex tax 
code might lower deadweight losses slightly as long 
as marginal rates remain constant, because a more 
complex code also increases resources spent on tax 
preparation and lobbying efforts. An ideal tax code 
would be one in which deadweight losses remain low 
and resources spent on tax compliance are minimized. 
The policy recommendations presented later in this 
chapter examine contemporary solutions and histori-
cal responses. The next section examines the costs of 
lobbying.



C H A P T E R  1      25

DIRECT COST OF GAINING AND PROTECTING 
CURRENT TAX ADVANTAGES

Lobbying costs are expenditures made by businesses to 
petition federal, state, and local governments for par-
tic u lar tax advantages. As shown in figure 1.2, between 
2002 and 2011, $27.61 billion was spent on lobbying 
efforts. Although not all such spending is related to 
obtaining and protecting tax advantages for par tic u lar 
interests, empirical research has found a relationship 
between the two.

A 2009 study by po liti cal scientists Brian Richter, 
Krislert Samphantharak, and Jeffrey Timmons finds 
that resources spent on lobbying efforts yield high 
returns. Businesses that increased lobbying expendi-
tures by 1 percent reduced their effective tax rates by 
0.5 to 1.6 percentage points the following year. In nom-
inal terms, an increase of approximately $7,800 in lob-
bying costs correlated with tax benefits of $4.8 million 

Source: OpenSecrets . org, Center for Responsive Politics, Lobbying Database, http:// www 
. opensecrets . org / lobby /  .

Figure 1.2. Growth in Lobbying, 1998–2011
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to $16 million. Including existing annual spending on 
lobbying efforts, each additional dollar spent on lob-
bying translated to $6 to $20 in tax benefits. Richter, 
Samphantharak, and Timmons also find that returns 
on lobbying efforts are relatively high compared to the 
investment, although the revenue cost to the federal 
government is somewhat modest.43 Similarly, busi-
ness professors Hui Chen, David Parsley, and Ya- Wen 
Yang find that lobbying expenditures positively cor-
relate with financial per for mance. However, not all 
businesses benefit equally from the marginal unit of 
lobbying expenditures. Businesses with the highest 
levels of lobbying earned excess returns of 5.5 percent 
over three years following portfolio formation.44

Visible lobbying expenditures are, however, not the 
only costs of an “influenced” Congress. Other costs to 
a business include forgone investments and employ-
ment, given that financial resources are redistributed 
from creative entrepreneurship to rent- seeking behav-
ior. As a result of lobbying costs, resources might, for 
example, be redistributed from the next engineering 
innovation to lawyers seeking to secure a slice of the 
existing economic pie. According to economists Kevin 
Murphy, Andrei Shleifer, and Robert Vishny, there is 
an international correlation between a reduction in 
a country’s economic growth and an increase in the 
number of law students. Countries with robust eco-
nomic growth have higher levels of students engaged 
in engineering studies. Murphy, Shleifer, and Vishny 
suggest that well- developed economies encour-
age rent- seeking rather than cultivate innovative 
careers.45
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The durability of tax policy can also affect the pur-
suit of rent- seeking behavior. A 2012 paper by Seth 
Giertz and Jacob Feldman finds that uncertainty over 
which provisions the tax code will include correlates 
with a rise in rent- seeking behavior, particularly dur-
ing the 21st century.46 In some circumstances, indus-
tries may emerge in response to policy uncertainty. 
A 1994 study by Federico Sturzenegger and Mariano 
Tommasi finds that countries with unstable macroeco-
nomic growth policies induced entrepreneurs to spend 
more time collecting information about decision- 
relevant variables, rather than going directly to produc-
tion and investment. Evidence of growing rent- seeking 
behavior in these countries included a large financial 
sector in high- inflation economies, as well as growing 
information- gathering and policy- influencing activi-
ties. In short, when talent is allocated to influencing— 
that is, lobbying— rather than producing, economic 
growth stalls. The damage to businesses of resource 
misallocation can be diminished if the government 
acts to limit tax policy uncertainty. Sturzenegger and 
Tommasi claim that, “when winners and losers are 
clearly defined, the incentive to shift resources out of 
productive activities is much weaker.”47

VISION OF A BETTER STATE

To achieve a stronger US economy and bring in higher 
tax revenue, tax code reform needs to simplify the 
economic and accounting burdens of complying with 
federal taxation requirements. The burdens of these 
costs often fall inequitably on smaller businesses and 
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individual taxpayers. An overly complex and cumber-
some tax code favors businesses and individuals who 
can afford well- paid accountants and lawyers. Both US 
history and international reforms should guide legisla-
tors toward how best to achieve a more productive and 
equitable federal tax revenue system.

During the Reagan administration, the Tax Reform 
Act of 1986 (TRA86) was enacted with significant bipar-
tisan support. The act was important because it rep-
resented the first time in American history that a 
 significant number of tax expenditures  were removed 
from the tax code in exchange for reducing income 
tax rates on individuals. Although much of the act’s 
successes had unraveled by the time of the 1993 
Omnibus Act under the Clinton administration, there 
 were some efficiency gains that reduced deadweight 
loss (see chapter 2). A 2007 paper by Federal Reserve 
Bank economist Anil Kumar finds that TRA86 reduced 
deadweight loss as a percentage of taxes by 6 percent. 
Combined with the positive labor effects of federal tax 
reform, Kumar estimates that an average male head of 
 house hold was 10 percent better off after tax reform: 
“Before TRA 1986 an average male head would have 
been willing to pay about 28% of his Adjusted Gross 
Income to do away with the pre- TRA 1986 tax system. 
This figure drops to 25% after the tax reform— a drop 
of about 10%.”48

Empirical literature suggests that income tax 
reform may diminish tax evasion but that reducing 
deadweight loss from tax avoidance may be more dif-
ficult. In a 2009 paper examining the 2001 Rus sian 
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tax reform actions, economists Yuriy Gorodnichenko, 
Jorge Martinez- Vazquez, and Klara Peter find that 
welfare gains from adopting a flat tax  were relatively 
low, whereas tax compliance improved significantly, 
with an additional 10 percent of reported income rela-
tive to consumption. These authors estimate that the 
deadweight loss effects of tax evasion are 30 percent 
lower than the deadweight loss effects of traditional 
income responses to tax changes. They conclude that 
two- thirds of the increase in taxable income may 
be attributable to reduced tax evasion, rather than 
increased productivity.49

Improved taxpayer compliance in the United States 
would have important implications for the federal 
government. According to the IRS, there was a com-
pliance rate of 83.1 percent in 2006— which resulted 
in a revenue gap of $450 billion, or 3.36 percent of 
2006 GDP.50 After IRS enforcement, there was a net 
compliance rate of 85.5 percent. Hence, 14.5 percent 
of 2006 estimated tax liabilities could not be collected 
through IRS enforcement efforts— $385 billion, or 
2.88 percent of GDP. In 2012 dollars, that percentage 
would be $452 billion in revenue.51 In part, tax revenue 
not collected by the federal government may instead 
be used in ways that contribute to economic growth, 
which would offset economic loss caused by the tax 
code. However, some revenue that is shifted overseas 
is not reported to the IRS. Some studies estimate that 
the revenue cost to the federal government from indi-
vidual and corporate overseas tax evasion ranges from 
$50 billion to $130 billion.52 Tax reform intended to 
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increase taxpayer compliance will require an under-
standing of the risks and costs of underreporting 
income.

University of Michigan economist Joel Slemrod 
notes that income tax evasion generates normative 
public policy problems, which this chapter does not 
address. First, evasion creates horizontal inequities 
because workers with equal earnings have different 
tax burdens. Second, evasion provides perverse social 
incentives for production activities where taxation 
is relatively light. An efficient tax code— and one that 
reduces the social costs of inequity— treats all produc-
tion activities equally.53

Tax compliance costs in the United States are very 
high, and these costs have implications for lost eco-
nomic growth, money spent unnecessarily on profes-
sional tax ser vices, and even the collection of federal 
revenue. In 2011, individuals and businesses spent 
approximately $378 billion in time and for products 
and ser vices to comply with the overly complex US 
tax code. For businesses, these resources would have 
been better spent on activities that increased capacity 
and production— and at the individual level, on work, 
saving, and investment. The US tax system may, in 
fact, have unintentionally thwarted approximately 
$148 billion of economic growth. Tax reform that 
reduces marginal tax rates may have a small and posi-
tive effect on national productivity. Finally, comply-
ing with higher marginal tax rates affects the federal 
government’s ability to bring in needed revenue. The 
federal government may have missed out on approxi-
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mately $452 billion in tax revenue in 2012 alone as a 
result of illegal evasion.54

As policymakers debate reforming the federal tax 
code, they should pay attention to the approximately 
$452 billion in uncollected revenue and the high- end 
estimate of almost $1 trillion from annual compliance, 
complexity, and economic costs associated with the 
current tax system.55 Tax reform that reduces overall 
complexity will likely lead to greater efficiency, less 
paperwork, and higher tax revenue.
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This chapter provides an analysis of federal 
tax expenditures around the time of the Tax 
Reform Act of 1986 (TRA86) in conjunction 

with an examination of the contemporary US tax code. 
The analysis mea sures the effects of tax expenditures 
through the criteria of efficiency, equity, and simplic-
ity. TRA86 was selected as a point of comparison with 
the contemporary tax code because it is generally con-
sidered the most successful effort, to date, to lower 
standard marginal tax rates and broaden the tax base 
through elimination of tax expenditures. However, 
many of the goals of TRA86  were not achieved, and 
even its few successes quickly unraveled. TRA86’s 
temporary successes  were undone by the income 
tax system’s inherent nature to favor deductions and 
credits. At the time, TRA86’s passage seemed like a 
great success for federal tax reform. The debate lead-
ing up to passage of TRA86 was contentious and, like 
today, major tax reform was considered po liti cally 
impossible. Yet TRA86 garnered significant biparti-
san  support, with final passage in the Senate on a 97–3 
vote. TRA86 achieved strong bipartisan support by 

CHAPTER 2

What Can Be Learned 
from the Tax Reform  

Act of 1986?
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improving three aspects of the tax code: efficiency, 
equity, and simplicity. All three goals  were accom-
plished in some mea sure by reducing standard tax 
rates, increasing the standard deduction, and ending 
various tax expenditures that distributed resources to 
less efficient production purposes.

Looking at the tax code today, taxpayers would be 
hard pressed to find the aspects of efficiency, equity, 
and simplicity that  were improved by TRA86. In con-
trast to the 25 expiring expenditures in the 1985 tax 
code, in 2010 some 141 provisions  were due to expire 
within two years.1 Tax expenditures have returned 
and multiplied in number since the enactment of 
TRA86 because the income tax system remains eas-
ily subject to capture by lobbyists and special inter-
ests. Still, in December 2014, Congress passed— and 
President Barack Obama signed into law— the Tax 
Increase Prevention Act of 2014, a temporary one- year 
retroactive extension of 50 pop u lar tax provisions that 
had expired at the end of calendar year 2013.2

What has happened over the nearly 30 years since 
TRA86 became law? How quickly did the reforms of 
TRA86 unravel and why? This chapter examines the 
act’s goals of efficiency, equity, and simplicity to find 
the failures and lasting successes of TRA86. Now, 
nearly 30 years later, the federal tax code is again in 
dire need of reform. The old saying that those who 
ignore history are doomed to repeat it applies to tax 
reform, too. Those who wish to reform the federal tax 
code today would be wise to learn from the past.
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BACKGROUND: TAX EXPENDITURES  
IN THE BUD GET PRO CESS

Scholars disagree over what is and is not a tax ex -
penditure.3 What they do generally agree on is that 
tax expenditures obscure the size of government 
spending. Certain preferences in the US tax code are 
labeled tax expenditures because they are very similar 
to government spending. As Donald Marron, former 
acting director of the Congressional Bud get Office, 
points out, “The rationale for viewing the preferences 
as expenditures, rather than mere tax breaks, was 
(and is) that their bud getary, economic, and distribu-
tional effects are often indistinguishable from those 
of spending programs.”4 Marron provides an exem-
plification originally offered by Prince ton economist 
David Bradford:

Suppose that policymakers wanted to slash 
defense procurement and reduce taxes, but did 
not want to undermine America’s national secu-
rity. They could square that circle by offering 
defense firms a refundable “weapons- supply tax 
credit” for producing desired weapons systems. 
The military would still get the weapons deemed 
essential to national security, defense contrac-
tors would get a tax cut, and politicians would get 
to boast about cutting both taxes and spending. 
But nothing would have changed meaningfully.5

Relying solely on government outlays (spending) 
as a mea sure of the size of the federal government 



36     T H E H I D D E N CO S T O F F E D E R A L TA X P O L I C Y

underestimates its true and larger size by excluding 
tax expenditure items that should rightly be consid-
ered spending. Because many tax expenditures are 
best described as a form of subsidy, some spending 
programs receive a preemptive allocation of govern-
ment resources and are effectively exempted from the 
competitive pro cess of seeking scarce government 
outlays.6 Nonetheless, in some cases, tax expendi-
tures can be a useful mechanism for economic growth 
and can be preferable to federal outlays.

Not all par tic u lar aspects of the tax expenditure 
pro cess produce suboptimal bud geting allocations. 
In 1994, tax law expert Edward Zelinsky published 
a paper on public choice and tax expenditures that 
defends the bud get pro cess. Zelinsky argues that the 
homogeneous orientation of nontax congressional 
committees made committee members more vulner-
able to capture by rent- seekers, whereas the heteroge-
neous interests of the members of the House Ways and 
Means Committee and the Senate Finance Committee 
made them less vulnerable to capture.7 In other words, 
when a congressional committee consists of members 
with like- minded interests, it is more prone to lobby-
ing influence as a group than is a committee whose 
members have diverse interests. For example, accord-
ing to Zelinsky’s research, each member of the Senate 
Committee on Agriculture, Nutrition, and Forestry 
received on average more than seven times the cam-
paign contributions as members of the Senate Finance 
Committee from agricultural po liti cal action commit-
tees. Moreover, outlays for agriculture clientele from 
the Senate Committee on Agriculture substantially 
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exceeded tax expenditures.8 Zelinsky concludes that 
the heterogeneous interests of tax- writing commit-
tees may better serve US interests in allocating federal 
subsidies.

However, Zelinsky’s theory of rent- seeking does 
not address the bud getary consequences of tax expen-
ditures. Paul McDaniel, director of the graduate tax 
program at New York University School of Law, finds 
that tax expenditures have been written on an ad hoc 
basis without regard to federal spending: “Tax expen-
ditures are largely uncontrolled by the bud get pro cess 
because no effective limits are imposed on them. . . .  
[T]here is virtually no coordination between tax 
expenditures and actions by the authorization- 
appropriations committees in the same bud get area.”9 
In fact, tax- writing committees will overappropriate 
tax expenditures so that committee members can later 
claim to be tax cutters.10

Contrary to Zelinsky’s theory that a diverse group of 
interests among members of congressional tax- writing 
committees will make members less prone to special- 
interest pressures, the ability to pass tax expenditures 
without counting them as spending gives committee 
members a “special status of a Congress within the 
Congress” that can determine its own spending poli-
cies while appearing to cut taxes.11 Edward Kleinbard 
suggests that “the ever- increasing reliance on tax 
expenditures to deliver government programs is a 
symptom of an institutional weakness in the design of 
current federal bud get pro cesses.”12 The primary con-
sequence of unchecked tax expenditures is that the 
size of government subsidization becomes obscured, 
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and honest public policy conversations about the size 
of government are not straightforward. As Kleinbard 
writes, “Tax expenditures augment fiscal illusion, 
and fiscal illusion in turn drives poor policy.”13

EFFICIENCY

With the enactment of TRA86, greater efficiency was 
achieved by eliminating tax expenditures and lower-
ing the standard tax rate, but many additional potential 
gains  were left untouched. Whether the provisions in 
the US tax code apply to corporations or to individu-
als, efficiency affects the salaries, jobs, and prices of 
goods and ser vices across the country. Economists 
Jane Gravelle and Laurence Kotlikoff developed a 
model that found that TRA86’s approach of broaden-
ing the corporate tax base and lowering the corporate 
tax rate reduces the annual excess burden of the US 
tax structure by $31 billion, based on the 1988 level of 
US  consumption (equivalent to $61 billion in 2013).14 By 
reducing the standard corporate tax rate and removing 
many special- preference items, TRA86 encouraged 
corporations to pursue a more efficient allocation of 
resources among production, investment, and pay-
ment of dividends. Unfortunately, loopholes for many 
special preferences, such as the investment tax credit 
and mortgage interest deduction,  were untouched by 
TRA86 owing to pop u lar po liti cal support and special- 
interest lobbying efforts. We now examine one tempo-
rary efficiency success of TRA86 before analyzing how 
and why the act’s tax code cleanup efforts did not go 
far enough.
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One primary success of TRA86 was to treat capital 
gains, dividends, and ordinary income more equitably 
by broadening the tax base and lowering the corporate 
standard tax rate. Equalizing these tax rates encour-
ages businesses and individuals to pursue invest-
ment strategies that maximize long- term growth and 
 productivity, rather than short- run gains from exploit-
ing tax preferences. Prior to the enactment of TRA86, 
capital gains  were taxed at a lower rate than corporate 
earnings. The preferential rate for capital gains cre-
ated an incentive for businesses to retain earnings so 
as to drive up share prices and build up capital gains 
to save on their tax liability to shareholders. According 
to Don Fullerton and Yolanda Henderson, the efficient 
allocation of capital increased by 0.5 percent after 
TRA86 became law.15

Despite reforms to treat corporate assets more 
equally, TRA86 left one glaring corporate tax pref-
erence untouched. Research and development (R&D) 
expenditures continued to be taxed at effective rates 
that  were lower than those applying to other assets as 
a result of a corporate R&D tax credit. Eliminating the 
investment tax credit without touching the R&D tax 
credit made investment in physical capital, produc-
tion, and shareholder payouts relatively more expen-
sive compared to R&D investment.16 This tax credit 
overemphasized R&D by transforming previously 
subsidized investment in plant and equipment into 
R&D expenditures.

Inefficiency was a problem not only in the cor-
porate sector but also for individual tax expendi-
tures. One long- standing and significant example of 
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inefficiency in the personal income tax is the mort-
gage interest deduction for owner- occupied housing. 
By making homeownership less expensive relative 
to other long- run capital assets, tax subsidization of 
homes artificially inflates the demand for and prices 
of housing across the country.17 Calling it the last 
tax shelter, Douglas Holtz- Eakin, former director of 
the Congressional Bud get Office, claims that “owner- 
occupied housing in the United States may grow at 
the expense of more productive investments else-
where in the economy.”18 In testimony before the 
Senate Committee on Finance in September 2010 on 
lessons learned from TRA86, John Chapoton, assistant 
secretary for tax policy at the Department of Trea sury 
during the Reagan administration, affirmed the ineffi-
ciency of the mortgage interest deduction and claimed 
that the tax expenditure is clearly a factor in the recent 
subprime mortgage crisis.19

By providing tax expenditures, the government 
allocates a significant amount of resources via the US 
tax code to many different sectors of the economy. 
Kleinbard writes:

One discovers that our nondefense, non- safety 
net annual spending through tax subsidies is 
about 275  percent of the amount of explicit 
Government outlays in . . .  education, transpor-
tation, scientific research, and every other activ-
ity by which the Federal Government touches 
the day- to- day lives of middle class and affluent 
Americans under the age of 65.20
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Tax subsidies exist for many sectors of the econ-
omy. In 2013 alone, the health care industry received 
a tax subsidy of 1.1 percent of GDP for employee cover-
age (see table 2.1). In theory, each tax subsidy creates 
higher prices for the subsidized goods or ser vices and 
causes a misallocation of resources as suppliers meet 
government- induced demand.21

Most of the items that the federal government lists 
as tax expenditures should be counted as spending 
because they violate equity by favoring specific activi-
ties; however, other items remove existing  inequities 
created by the current tax code. For example, the exclu-
sion of employer contributions for medical insurance 
premiums might be considered a tax expenditure that 
increases spending on health care, whereas the pref-
erential treatment of capital gains is designed to offset 
some of the inequitable double taxation of capital gains 
that exists, because capital gains are taxed first at the 
corporate level and then again at the individual level. 
The taxation of capital gains is an important policy 
issue, but it is not spending disguised in the tax code.

Additionally, some items considered tax expen-
ditures seemingly have no place in the tax code. 
Consider net imputed rental income. Many durable 
goods provide a flow of net value attributable to their 
consumption value. For example, a person who rents a 
 house for a market price of $2,000 a month consumes 
$2,000 of housing per month. Now consider a person 
who purchased a  house 10 years ago with a fixed 30- 
year mortgage payment of $1,500 per month. Assume 
this homeowner is able to rent the  house at a market 



Table 2.1. Ten Largest Individual Tax Expenditures

2013 AMOUNT 

($ MILLIONS)

SHARE OF 

GDP (%)

Exclusion of employer contri-
butions for medical insurance 
premiums and medical care

185,330 1.10

Exclusion of net imputed rental 
income

72,440 0.43

Deductibility of mortgage inter-
est for owner-occupied homes

69,020 0.41

Tax treatment of capital gains 
(except agriculture, timber, iron 
ore, and coal)

68,860 0.41

Net exclusion of pension  
contributions and earnings to 
401(k) plans

50,670 0.30

Deductibility of nonbusiness 
state and local taxes other than 
on owner-occupied homes

44,020 0.26

Deductibility of charitable  
contributions, other than  
education and health

39,620 0.23

Net exclusion of pension  
earnings and contributions to 
employer plans

37,860 0.23

Capital gains exclusion on  
home sales

34,270 0.20

Exclusion of interest on public-
purpose state and local bonds

28,440 0.17

Total of top 10 individual tax 
expenditures

630,170 3.75

Source: Office of Management and Budget, Fiscal Year 2015: 
Analytical Perspectives—Budget of the United States Government 
(Washington, DC: Government Printing Office).
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rate of $2,000 per month while paying the $1,500 
monthly mortgage payment. The homeowner would 
then be consuming $2,000 of  house per month but 
paying only $1,500— a difference of $500, which could 
be “imputed” as income to the homeowner. The tax 
expenditure “exclusion of imputed rental income” 
attempts to mea sure such income. It is easy to see 
why many people do not consider such amounts to be 
income in the traditional sense, because the “income” 
is imputed and not based on real money receipts.22

EQUITY

One defining characteristic of tax expenditures in the 
US income tax system is the propagation of vertical 
or horizontal inequities among taxpayers. Owing 
to the progressive nature of the income tax system, 
equity is generally concerned with concepts of fair-
ness: whether taxpayers with similar incomes pay 
similar tax amounts and whether higher- income 
taxpayers pay proportionately more than those with 
lower incomes. The former is considered horizontal 
equity, and the latter vertical equity. For example, if 
two taxpayers have exactly the same income but one 
owns a home and deducts mortgage interest payments 
and the other rents, the taxpayer taking advantage of 
the mortgage interest deduction will likely pay less in 
income taxes than the person who rents. This situation 
could be viewed as a violation of horizontal equity. 
Additionally, the taxpayer with the mortgage deduc-
tion could earn more in income than the renter but 
still pay less in income taxes because of the mortgage 
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interest deduction. In this case, there would be verti-
cal inequity because the taxpayer who earns more is 
paying less in income tax. We next examine the suc-
cesses and failures of equity promotion in the after-
math of TRA86 and then examine equity in the federal 
tax code.

Congress considered both horizontal and verti-
cal equity while drafting TRA86, although TRA86’s 
adjustment in vertical equity appeared to be a con-
sequence of other primary concerns that drove tax 
reform. A 2004 study by Wenli Li and Pierre- Daniel 
Sarte finds that TRA86 decreased progressivity in the 
United States.23 Horizontal equity was one of the 
centerpiece concerns of the act because individuals 
with equal incomes  were often paying different tax 
amounts. Citing President Ronald Reagan’s tax reform 
proposal (the recommendation was called Trea sury 
II), tax economists Alan Auerbach and Joel Slemrod 
viewed horizontal equity as a driving po liti cal concern:

“[People]  can’t understand the logic or equity 
of people in seemingly similar situations pay-
ing dramatically different amounts of tax.” The 
President’s proposal was promoted as “[reduc-
ing] the number of eco nom ically healthy income- 
earning individuals and corporations who . . .  
escape taxation altogether.”24

Although many economists believed TRA86 pro-
moted greater horizontal equity, the public did not 
agree. In polls conducted in 1986 and 1990, Gallup 
asked if TRA86 made for a “more fair,” “less fair,” or 



C H A P T E R  2     45

“same” distribution of the tax load among all tax-
payers. Within only four years, the share of taxpayers 
answering “more fair” fell from 27 percent to 9 per-
cent, and the share of taxpayers answering “less fair” 
 rose from 20 percent to 37 percent (see table 2.2).

Why did TRA86 fall short of the public’s expecta-
tions? Progressivity had not decreased substantially, 
and taxpayers with similar incomes  were paying more 
equal amounts. The problem was with a few signifi-
cant inequities that  were untouched by reform. Polling 
suggests that the public realized that TRA86 had not 
dealt with fundamental horizontal inequities or even 
intergenerational inequity. These inequities continue 
today and are often a focus of tax reform debates.

The first inequity was that employer- provided ben-
efits remained untaxed under TRA86. Employees of a 
business that provided health care or pension benefits 
 were likely taxed less than other taxpayers consum-
ing a similar bundle of goods that was not provided 
by their employer. Today, businesses may still claim 

Table 2.2. Gallup Polling Question Results, 1986 and 1990: Fairer 
Distribution of Tax Load

Question: “Do you think the Tax Reform Act of 1986 has made for a 
fairer distribution of the tax load among all taxpayers, one that’s less 
fair, or is it not much different from the previous system?”

SHARE OF RESPONDENTS (%)

YEAR FAIRER

NOT MUCH 

DIFFERENT

LESS 

FAIR

NO 

OPINION

1986 27 36 20 17

1990   9 40 37 14

Source: Gallup, The Gallup Poll Monthly, March 1990, 6–8.
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deductions for providing employee health care and 
pension benefits, rather than subjecting those expen-
ditures to income and payroll taxes. Consequently, 
there is a roughly 30 percent price difference between 
employer- provided health insurance premiums and 
individual premiums.25 The tax code’s subsidization 
of employer- provided health care benefits not only 
creates different tax liabilities for individuals with oth-
erwise equal incomes but also contributes to higher 
health care costs across the economy as a result of an 
overinvestment in tax- deductible benefits.26 According 
to an article in the Journal of the American Medical 
Association, “Tax financing now covers more than 60 
per  cent of U.S. health care costs.”27

The second inequity pertains to elimination of the 
consumer interest deduction— for example, interest on 
credit card debt— without elimination of the mortgage 
interest deduction. By eliminating only one deduction, 
renters and homeowners— all  else being equal— are 
treated differently. Holtz- Eakin describes the conflict 
as follows:

Because consumer interest is no longer deduct-
ible, but mortgage interest remains deductible, 
homeowners have an incentive to borrow against 
their homes to purchase durable goods. The effect 
is to subsidize the interest costs of homeowners, 
but offer no equal subsidy to those individuals 
who rent.28

Although TRA86 eliminated many of the exemp-
tions that generated inequity, the remaining tax 
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expenditures became accentuated as inequities in the 
tax code. The most po liti cally vulnerable tax deduc-
tions  were eliminated, but the deductions with some 
of the greatest po liti cal support and economic cost— 
exclusion of employer- provided medical benefits and 
the mortgage interest deduction— were retained. 
President Obama’s bud get for fiscal year 2015 pro-
jected that these two provisions alone will decrease 
federal revenue between 2015 and 2019 by $1.15 tril-
lion and $456 billion, respectively.29 A 2009 study 
by the Urban Institute– Brookings Institution Tax 
Policy Center study estimates that owner- occupied 
housing, medical care, and retirement savings—as 
subsidized by existing tax expenditures— represent 
47 percent of all tax expenditures, an incredible 
3 percent of GDP.30

The third inequity not addressed by TRA86 was 
intergenerational equity. A strong reason TRA86 
was able to become law was that it was revenue neu-
tral, meaning it neither added to nor subtracted from 
the deficit. As Auerbach and Slemrod note, “The debate 
about tax reform proceeded separately from the dis-
cussion of what, if anything, to do about the large defi-
cits of the time.”31 The five- year scoring focus on tax 
reform in the 1980s centered on equity concerns for 
current taxpayers, but it did not account for the future 
taxpayers who would be responsible for paying off the 
interest payments and debt of accelerated government 
spending. Although the federal tax code focuses on the 
financial interests of current tax payers, individuals 
have a vested interest in the financial well- being of 
their children and grandchildren and the economic 
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future their descendants will inherit. A tax break today 
without an offsetting spending cut may be seen as a 
future tax increase.32 This economic future includes 
the national debt, which was caused in part by federal 
tax expenditures. To avoid repeating the mistakes of 
the past, future tax reform should be accompanied by 
substantial consideration of national debt reduction.

Eliminating tax expenditures will push some 
 taxpayers into higher marginal tax brackets. Hence, 
equity concerns about eliminating tax expenditures 
are vital when considering the rate reductions that 
would likely accompany tax reform. As Chapoton tes-
tified, “If all tax expenditures  were suddenly removed 
from the law, there could be a 34 percent reduction 
in tax rates across the board.”33 An across- the- board 
reduction would not lead to the same distribution of 
the tax burden following such a reform, though. To 
maintain the vertical equity of the present progres-
sive tax system, all tax rates should be reduced by 
the same number of percentage points rather than 
by the same percentage, because high- income tax-
payers benefit disproportionately from tax expenditures. 
Economists Leonard Burman, Christopher Geissler, 
and Eric Toder find that “eliminating tax expenditures 
would reduce after- tax income by 11.4  percent in 
the top quintile, 6.5 percent in the bottom quintile, 
and 9.6 percent on average for all income groups.”34

But mea sur ing the progressivity of tax expendi-
tures may be inappropriate. Although tax  expenditures 
benefit high- income taxpayers more in absolute terms 
and relative to income, low- income taxpayers benefit 
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more relative to taxes paid.35 Burman, Geissler, and 
Toder write:

With all tax rates reduced by the same percentage, 
the substitution of rate reductions for tax expen-
ditures would, on average, help high- income 
taxpayers and hurt lower- income taxpayers. 
With all tax rates reduced by the same percent-
age points, the substitution of rate  reductions 
for tax expenditures would, on average, help 
low- income taxpayers and hurt high- income 
taxpayers.36

An increase or decrease of vertical equity will 
depend on the rate reductions that would likely 
accompany tax expenditure elimination.

SIMPLICITY

The US tax code increases in complexity as the num-
ber and use of tax expenditures and tax preferences 
increase. The financial goal of simplicity is to reduce 
compliance costs, whether those costs are incurred in 
the pro cess of filing income tax returns or in comply-
ing with various tax laws on a day- to- day basis. TRA86 
set this goal by reducing the number of individuals 
who would itemize deductions and who would be 
subject to the alternative minimum tax (AMT). A sig-
nificant reduction in itemized filings would potentially 
reduce the overall compliance costs of the tax system 
(estimated to be between $215 billion and $987 billion 
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annually, as noted in chapter 1). In addition, part of 
the simplicity generated by TRA86 was in going from 
15 marginal tax brackets to only three. Even for tax-
payers who itemize, TRA86 was meant to reduce the 
complexity of filing and the economic costs of personal 
time and professional tax assistance. We next examine 
what TRA86’s achievements are purported to be, how 
the reforms failed to accomplish their intended goals, 
and how TRA86 failed to prevent an even more com-
plicated tax code today.

Turning around the concept of complexity from the 
previous paragraph, we can illustrate the simplicity 
of a tax code by considering how many tax expenditure 
provisions are present and the extent to which those 
expenditures are used. Holtz- Eakin claims that 
three significant aspects reduced taxpayer compli-
ance costs under TRA86: (a) the combined increase in 
personal exemptions and standard deductions, which 
reduced the number of filers who itemize; (b) the 
equalization of capital gains with ordinary income, 
which reduced portfolio planning; and (c) the combi-
nation of increased deductions and exemptions with a 
lower tax rate, which discouraged tax evasion.37

In terms of calculating the number of tax filers who 
itemize deductions, Holtz- Eakin is correct. By 
increasing the standard deduction and lowering tax 
rates, TRA86 reduced the percentage of tax payers 
who itemize from 39.47 in 1986 to 28.44 in 1989. 
Additionally, the number of tax filers who  were sub-
ject to the complicated AMT fell from 608,906 in 1986 
to 101,176 in 1989.38 However, despite the decrease 
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in the number of tax filers who itemized deductions, 
tax returns with a paid preparer’s signature increased 
slightly to 47.03 percent in 1989 from 46.63 percent 
in 1986.39 This finding suggests that tax expenditure 
elimination was not substantial enough to decrease the 
need for professional preparer assistance. A 1992 sur-
vey by Marsha Blumenthal and Joel Slemrod finds that 
the average amount of time  house holds spent prepar-
ing tax returns between 1982 and 1989 increased from 
21.7 hours to 27.4 hours and that average expenditures 
for professional tax assistance increased from $42 to 
$66.40 These numbers offer a compelling case against 
the notion that compliance costs decreased under 
TRA86 even though the federal tax code had been 
made simpler. Holtz- Eakin remarks that eliminat-
ing some expenditures— such as income averaging— 
has had little effect on compliance costs, saying that 
“simpler does not necessarily mean better.”41 In other 
words, as long as substantial tax expenditures exist 
that encourage professional tax planning, compliance 
costs may be expected to remain high.

In the 1990 Gallup poll referenced earlier, respon-
dents  were asked whether TRA86 had made tax  filing 
“less complicated,” “more complicated,” or “the same.” 
Within only four years, the share of taxpayers who 
answered “less complicated” had fallen from 19 per-
cent to 12 percent, and the share of taxpayers who 
said “more complicated” had risen from 17 percent 
to 31 percent (see table 2.3). On one hand, the results 
are surprising considering the decrease in the num-
ber of filers who itemized deductions. On the other 
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hand, perhaps the results are not surprising given 
the increased spending on professional tax assistance 
after TRA86’s enactment.

Slemrod concludes in his study that the available 
evidence suggests TRA86 did little to prevent the ris-
ing compliance costs of the individual income tax 
system.42 Why? The likely answer is that although 
TRA86 eliminated many tax expenditures, the big-
gest and most frequently used expenditures went 
untouched. As shown in figure 2.1, the number of tax 
expenditures has increased since passage of TRA86.43 
And as other tax expenditures  were eliminated, tax-
payers looking to reduce their tax liabilities invested in 
the remaining deductions with more resources.

According to the Congressional Research Ser vice, 
“[T]ax expenditures experienced a large decline rela-
tive to GDP between 1987 and 1989 largely because 
of the effects of the Tax Reform Act of 1986, which 

Table 2.3. Gallup Polling Question Results, 1986 and 1990: Complexity of 
Tax Code

Question: “Do you think the Tax Reform Act of 1986 has made it less 
complicated for you to pay your taxes, more complicated, or about the 
same as the previous system?”

SHARE OF RESPONDENTS (%)

YEAR

LESS  

COMPLICATED

ABOUT 

THE 

SAME

MORE  

COMPLICATED

NO 

OPINION

1986 19 51 17 13

1990 12 48 31   9

Source: Gallup, The Gallup Poll Monthly, March 1990, 6–8.
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broadened the tax base by eliminating several tax 
expenditures and reduced tax rates.”44 Shortly before 
passage of TRA86, tax expenditures  were estimated to 
be slightly below 10 percent of GDP, and they declined 
to under 6 percent by 1989. Since then, total tax expen-
ditures  rose slowly to just below 8 percent of GDP by 
2008.45

For tax reform today to reduce compliance costs, 
all tax expenditures must be on the table, including 
the highly protected mortgage interest deduction and 
the exemption for employer- provided benefits. The 
arrival to today’s labyrinth of a tax code began with 
the Omnibus Bud get Reconciliation Act of 1990 
and the Omnibus Bud get Reconciliation Act of 1993. 
The achievements of TRA86 in reducing itemized 
deductions unraveled quickly, and 14,000 additional 
changes to federal tax law had occurred by 2005.46 The 
Joint Committee on Taxation notes that tax expen-
ditures in 2012 totaled $1.2 trillion—87 percent for 

Figure 2.1. Number of Tax Expenditures, 1975–2013

Source: Data from the bud gets of the US government, fiscal years 1977–2013.
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individual tax returns and 13 percent ($155 billion) for 
corporate tax returns.47 Corporate tax expenditures 
remained far from insignificant— roughly 64 percent 
of 2012 corporate tax receipts ($242 billion).48

One unexpected lesson from TRA86 is that most tax 
expenditures eliminated by the law have not returned. 
Perhaps they have been deemed bad policy or have 
become po liti cally untouchable. Passive loss exemp-
tion (except on housing), the personal consumer inter-
est deduction, income averaging, and restrictions on 
miscellaneous businesses expenses have not been 
reinstated. State and local income tax deductions  were 
reinstated in 2004, and the two- earner deduction was 
added back by the Economic Growth and Tax Relief 
Reconciliation Act of 2001.

The increase in federal tax expenditures (see fig-
ure 2.1) since TRA86 suggests that the po liti cal sys-
tem gravitates toward special interests and is actually 
innovative in aiding them. Today, the United States 
continues to have a federal tax code that is riddled 
with both new exemptions and many tax expenditure 
fortresses similar to those that existed before TRA86. 
The economic size of these tax expenditures contin-
ues to grow, although the total size relative to GDP is 
relatively constant (see figure 2.2).49

The revenue raised by eliminating these tax expen-
ditures, however, could be even higher than the pro-
jected forgone revenue. Burman, Geissler, and Toder 
claim that eliminating a large share of nonbusiness 
individual income tax expenditures would raise about 
8 percent more revenue than the sum of individual 
estimates for each provision:
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The interaction effects are largest for itemized 
deductions, and reduce instead of increase the 
combined effect of the separate provisions 
because, when an itemized deduction is elimi-
nated, taxpayers who are not on the AMT are 
more likely to take the standard deduction. For 
example, if the mortgage interest deduction were 
eliminated, millions fewer taxpayers would item-
ize deductions and thus would get no benefit from 
deducting charitable contributions.50

Numerous new tax expenditures have increased 
the complexity of the US tax code and necessitated 
higher tax rates to achieve certain revenue targets, all 
 else being equal. Tax expenditures have become so 
prevalent that John Chapoton, former assistant secre-
tary of the trea sury, testified that a 34 percent across-
the-board reduction in tax rates would result if all tax 
expenditures were removed.51

Figure 2.2. Size of Tax Expenditures, 1975–2013
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PUBLIC CHOICE COSTS OF THE  
INCOME TAX SYSTEM

In addition to the compliance and efficiency costs 
incurred because of the federal tax code, lobbyists 
and special- interest groups expend great resources 
(time, money, and so forth) in an attempt to gain or 
preserve tax preferences. These lobbying expendi-
tures are known as rent- seeking costs.52 The concept 
of rent- seeking costs emerged from the field of pub-
lic choice theory, largely developed from the work of 
Nobel laureate James Buchanan and colleague Gordon 
Tullock. Such rent- seeking costs are objectionable 
because these resources carry opportunity costs of 
productive pro cesses. Economist Randall Holcombe 
took the ideas of Buchanan and applied them to the 
tax policy pro cess. He wrote that the easier it is to 
modify a tax system, the greater the incentive for spe-
cial interests to pursue rent- seeking behavior. Once 
tax expenditures are successfully obtained, additional 
rent- seeking expenditures are incurred to keep those 
deductions in place.53

Tax specialist James Poterba poses a solution to the 
lobbying expenditure problem with a simple, stable, 
and broad tax system: “In this framework, propor-
tional income taxation, or sales taxes levied at the 
same rate on all goods, would reduce the opportunity 
for lobbying.”54 Holcombe conjectures that adopting 
a broad- based retail tax or value- added tax (VAT) 
might reduce po liti cal expenditures.55 Although this 
chapter does not advocate for a national retail sales 
tax or VAT, such a reform could plausibly maintain 
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2.7 percent more in taxes.59 However, the 2 percent 
cap would not necessarily be progressive depending 
on how rate cuts  were enacted, assuming that a cut in 
standard tax rates accompanied such a reform.60

Kleinbard agrees that some type of mechanism is 
needed to rein in uncapped tax expenditures. He is 
skeptical, though, about using a cap to limit tax expen-
ditures instead of forcing “a substantive renegotiation 
of the present tax system.”61 Instead, he believes that 
Congress will revisit tax expenditures “as a substan-
tive matter when [it] decides it is hungry enough for 
the revenue or for a more efficient tax system.”62 For 
Kleinbard, successful tax reform must be centered on 
cleaning up the tax code rather than restraining a tax 
code littered with special interests. Although a 2 per-
cent solution may have a lasting effect by reducing the 
number of filed claims, success in terms of efficiency 
and equity may be short lived. Following TRA86, the 
innovative approach of special- interest groups to reas-
semble the federal tax code to their liking suggests 
that policy successes may be short lived as long as the 
tax code remains so easily manipulated. Moreover, 
Congress would still be able to increase a cap for tax 
expenditures or even complicate the tax code further 
by exempting certain deductions from the cap.

LESSONS FROM TRA86 REGARDING  
PRESENT- DAY TAX EXPENDITURES

Holtz- Eakin states that one major po liti cal statement 
of TRA86 was to reaffirm annual income as the funda-
mental basis for taxation in the United States for the 



C H A P T E R  2     59

foreseeable future.63 This is the beginning point that 
tax reform needs to address. Despite TRA86’s bipar-
tisan support to broaden the tax base and lower tax 
rates, tax expenditures returned quickly to the tax code 
and in even greater numbers.

In a Tax Foundation publication, Gerald Prante 
summarizes the two deepest flaws of TRA86 as follows:

While the legislation did close special tax shel-
ters for select individuals— events that often 
became nightly news stories— the reform did 
little to close the many significant exemptions 
that inhibit overall economic growth. Also, much 
of what passed in 1986 to limit special tax loop-
holes has already crept back into the system 
courtesy of politicians quick to give in to what-
ever lobby fills their pockets.64

In an increasingly competitive global economy, fed-
eral spending can no longer be financed by using the 
easy- to- manipulate and complex income tax system. 
The United States needs a stable, simple tax system 
with a broad base and low rates to finance federal 
spending and increase global business competitive-
ness.65 The federal government needs to examine 
the potential benefits of completely replacing the 
income tax system with a broad- based consumption 
tax. Again, although this chapter does not advocate 
for a national retail sales tax or VAT, especially com-
bined with income taxes, it is necessary to point out 
that a consumption tax might promote efficiency and 
equity, which TRA86 failed to do. Such a tax system 
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would address the costly and eco nom ically inefficient 
employer- provided benefits exemptions and mort-
gage interest deduction by eliminating these inequi-
ties from the federal tax code. Broadening the tax base 
would not only increase the efficiency of resource dis-
tribution but would also be “key to dealing with the 
perception of unfairness.”66

A broad- based consumption tax could also restrict 
opportunities for rent- seeking behavior. A stable and 
broad tax system could have a lasting effect on decreas-
ing compliance costs and rent- seeking behavior 
because lobbyists and special- interest groups would 
have fewer opportunities to riddle the tax code with 
exemptions and deductions. Michael Graetz identifies 
one of the inherent weaknesses of TRA86 as its being 
“based on retaining and strengthening the income tax, 
rather than heeding the calls of many economists and 
politicians to replace it with some form of consump-
tion tax.”67 Charles McClure Jr. and George Zodrow 
state that the Trea sury plan “showed conclusively 
just how complex a relatively pure income tax can be, 
[and that] the Tax Reform Act of 1986 makes strik-
ingly clear that a tax that is less pure is sure to be even 
more complicated.”68 Even a tax system that allows for 
only a few substantial tax expenditures keeps the door 
open for high annual compliance costs as tax payers 
continue to seek professional assistance to reduce 
their tax liabilities.

Successful reform of the US tax code must be based 
on lessons learned from TRA86— both its accomplish-
ments and its failures. Against an array of special- 
interest groups, the bipartisan reform that occurred 
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with passage of the act promoted greater efficiency, 
equity, and simplicity in the tax code. The problem 
is that TRA86 did not establish a principle of oppos-
ing tax preferences in general by failing to tear down 
the largest tax expenditures, which have since contin-
ued to grow. In exchange for lowering tax rates, even 
those tax expenditures that are considered po liti cally 
untouchable must now be on the table if the tax code is 
to be fundamentally reformed to promote strong and 
stable economic growth. Additionally, it might be nec-
essary to create institutional reforms to prevent future 
tax expenditures from being added later. Failure to 
learn from the lessons of TRA86 will only doom future 
reform efforts.
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To increase employment and expand their econ-
omies, most developed countries are mov-
ing toward reducing their corporate income 

tax rates and restructuring their corporate income tax 
systems. The United States appears to be taking the 
opposite approach. Consequently, the increasingly 
burdensome US corporate income tax structure is 
driving competitive, profit- seeking American corpora-
tions to minimize their tax exposure and defer income 
overseas to countries with lower tax rates. Unless the 
United States reforms its corporate income tax sys-
tem, the country will continue to fall further behind 
in global competitiveness.

US po liti cal leaders are well aware of this prob-
lem. In his 2011 State of the Union Address, President 
Barack Obama said the following:

Over the years, a parade of lobbyists has rigged 
the tax code to benefit par tic u lar companies and 
industries. Those with accountants or lawyers to 
work the system can end up paying no taxes at 

This chapter was adapted from a paper written by Jason J. Fichtner 
and Nicholas J. Tuszynski.

CHAPTER 3

Why Should Congress 
Restructure the  

Corporate Income Tax?
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all. But all the rest are hit with one of the highest 
corporate tax rates in the world. It makes no 
sense, and it has to change. . . .  So to night, I’m 
asking Demo crats and Republicans to simplify 
the system. Get rid of the loopholes. Level the 
playing field. And use the savings to lower the 
corporate tax rate for the first time in 25 years— 
without adding to our deficit.1

Speaking to National Public Radio in 2011, then– 
House Bud get Committee Chairman Paul Ryan 
 (R- WI), who is now chairman of the House Ways 
and Means Committee, agreed that the existing 
 corporate tax system is stifling America’s long- term 
fiscal goals: “We are beginning to get a consensus that 
this corporate tax system we have is very uncom-
petitive. It pushes jobs overseas. It locks capital up 
overseas.”2

President Obama and Chairman Ryan are correct. 
If Congress does not overhaul the corporate income 
tax structure, the United States will continue to lose 
jobs to countries with lower taxes, domestic firms will 
become increasingly less competitive internationally, 
and investment in the United States will continue to 
decline. This chapter begins by looking at the US cor-
porate income tax rate and the corporate tax system 
and compares those of the United States with those 
of other countries. The chapter then examines prob-
lems with the current US system and shows how these 
problems hinder the long- term economic growth of 
the country.
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HOW CORPORATE INCOME TAX RATES WORK

What does corporate income tax rate mean? Po liti cal 
pundits and the news media use the term frequently 
but rarely explain it. Furthermore, the corporate 
income tax rate can be defined in many ways. To com-
pare countries and empirical information, one must 
use the appropriate definition. The corporate income 
tax rate in fact consists of three different rates that 
must be examined together:

• National statutory rate. This rate is the central 
government’s tax rate, imposed by law, that is 
assessed on corporate profits. Like individual 
income tax rates, corporate income tax rates 
are progressive, increasing with higher levels of 
income. Discussions of statutory rates typically 
refer to the top marginal rate. In the United 
States, corporations that earn profits of more than 
$18.3 million are taxed at the top marginal rate 
of 35 percent.

• Statutory combined rate. The statutory combined 
rate is the central government’s statutory rate 
plus state and local tax rates. The United States 
has a top corporate tax rate of 35 percent; along 
with the average combined state and local rate 
of 4.1 percent, the total statutory rate for corpo-
rations is 39.1  percent. However, corporations 
rarely pay the highest rate because of tax prefer-
ences, so focusing solely on statutory rates can 
be misleading.
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• Effective tax rate. The effective tax rate is the 
amount of income tax divided by total corporate 
income. The rate accounts for all deductions, 
credits, depreciation, and preferences in the 
tax  code and yields the percentage of income 
that a corporation actually pays in taxes.

Table 3.1 shows where the United States ranks 
among developed countries in terms of the national 
statutory and statutory combined tax rates. Because 
of preferences in the tax code, effective tax rates vary 
widely from industry to industry. See the appendix for 
trends in the effective tax rates applying to different 
industries.

As a baseline for comparison, table 3.1 shows the 
average corporate tax rate for member countries of 
the Organisation for Economic Co- operation and 
Development (OECD). The average national statu-

Table 3.1. US and OECD Corporate Income Tax Rates, 2013

TYPE OF RATE

UNITED 

STATES 

(%)

OECD 

AVERAGE 

(%) US RANK

National statutory rate 35.0 23.3 34th out 
of 34

Statutory combined 
rate

39.1 25.5 33rd out 
of 34

Source: PricewaterhouseCoopers, “Assessing Tax: 2013 Tax Rate 
Benchmarking Study for Industrial Products and Automotive 
Products,” May 2013; OECD, “Taxation of Corporate and Capital 
Income,” table II.I, Paris, May 2013; KPMG, “Corporate Tax Rates 
Table,” http://www.kpmg.com/global/en/services/tax/tax-tools 
-and-resources/pages/corporate-tax-rates-table.aspx.
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tory rate for the OECD countries is 23 percent, and the 
average statutory combined rate is 25 percent. As of 
2013, the United States had the highest statutory rate 
in the developed world and was second worldwide to 
the United Arab Emirates.3 Uncompetitive US corpo-
rate tax rates, combined with the advantages of today’s 
advanced communication technologies, lead certain 
US corporations to invest in other developed coun-
tries that have lower tax rates.4 This situation threat-
ens the health of the US economy. Figure 3.1 shows 
how the United States ranks compared to other OECD 
countries.

The gap between the US corporate tax rate and the 
rates of other developed countries was not always so 
large. In 1990, the OECD member countries’ average 
statutory combined rate was 41.1 percent and the US 
rate was 38.7 percent. But less than a de cade later, 

Source: OECD, “Taxation of Corporate and Capital Income,” table II.I, Paris, May 2013.

Figure 3.1. National Statutory Corporate Income Tax 
Rates in OECD Countries, 2013
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in 1999, the average statutory combined rate for the 
OECD countries had fallen to 34.8 percent, as coun-
tries tried to either arrest capital flight or attract 
capital inflow. The US statutory combined rate, how-
ever, had risen to 39.4 percent by then. Overall, the 
OECD rates have continued to fall, but US rates have 
remained high. Figure 3.2 illustrates the widening 
gap from 1990 through 2012.

Over a 20- year period, developed countries such 
as Germany, Sweden, and Hungary cut their cor-
porate tax rates by 20 percentage points (see fig-
ure 3.3).5 These countries have different economic 
and po liti cal institutions, yet they have all broken 

Source: OECD, “Taxation of Corporate and Capital Income,” table II.I, Paris, May 2013.
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through barriers to decrease their corporate income 
tax rates.

A focus on only the US statutory corporate income 
tax rate could misrepresent the rate that corpora-
tions actually pay. The statutory rate is a ceiling. As 
explained previously, the effective tax rate, which 
accounts for all deductions, credits, depreciation, and 
tax code preferences, reflects what corporations actu-
ally pay in income taxes. Between 1994 and 2010, the 
effective tax rate for US corporations ranged between 
21.8 and 27.8 percent. This range is higher than the 
OECD average and places the United States as having 
one of the highest rates in the world.

Source: OECD, “Taxation of Corporate and Capital Income,” table II.I, Paris, May 2013; 
Jason  J. Fichtner and Nick Tuszynski, “Why the United States Needs to Restructure the 
Corporate Income Tax,” Mercatus Working Paper 11-42, Mercatus Center at George Mason 
University, Arlington, VA, November 2011.

Figure 3.3. Statutory Combined Corporate Tax Rate 
Cuts in Selected Countries, 1990–2013
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WORLDWIDE VS. TERRITORIAL TAX SYSTEMS

Another important aspect of the corporate income tax 
system is the way in which taxes are allocated and col-
lected. There are two basic types of international tax 
systems: worldwide and territorial.6 The US system is 
basically a worldwide system whereby businesses reg-
istered as US domestic companies are subject to taxa-
tion on all income regardless of whether the income is 
earned domestically or internationally. The US gov-
ernment taxes profits generated by certain types of 
overseas activities in the year the profits are earned, 
but it does not tax profits from other activities until 
the corporation repatriates that income to the United 
States. Domestic corporations may take a credit for 
taxes paid on foreign income to foreign tax authori-
ties, up to the US tax rate, so that the business is not 
taxed by both a foreign tax authority and the United 
States on the same income. However, complex rules 
limit US corporations from taking full credit for for-
eign taxes. If a foreign tax rate is less than 35 percent, 
as it is in all other OECD countries, US corporations 
have a tax incentive to keep their profits overseas.

The United States is one of the few countries in the 
developed world that still uses a worldwide- based 
corporate income tax system. Many foreign corpora-
tions that trade with the United States are incorpo-
rated in countries that operate under a territorial tax 
system. As of 2012, 28 OECD member countries had 
implemented a territorial tax system, whereas only 6 
continued to use a worldwide tax system.7 The other 
five OECD countries operating under a worldwide sys-
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tem had a 2013 average statutory corporate income 
tax rate of 22.3 percent, which is much lower than the 
35 percent rate the United States imposes. In essence, 
the current US corporate tax system is a tax on exports 
and can be viewed as imposing double taxation on 
overseas profits, which hinders this country’s ability 
to compete eco nom ically with other nations.

The tax treatment of corporate income from foreign-
owned corporations creates a tax disadvantage for 
domestically owned corporations. Consider just one 
illustrative example. Until TRA86, foreign shipping 
income earned by US controlled foreign corporations 
was eligible for deferral treatment. It was reinstated 
with the American Jobs Creation Act of 2004. But as the 
Department of Treasury points out in a 2002 paper,

No country has rules for the immediate taxa-
tion of foreign- source income that are compa-
rable to the U.S. rules in terms of breadth and 
complexity. For example, the  U.S. tax system 
imposes current tax on the income earned by 
a  U.S.- owned foreign subsidiary from its ship-
ping operations, while that company’s foreign- 
owned competitors are not subject to tax on 
their shipping income. Consequently, the U.S.- 
based company’s margin on such operations is 
reduced by the amount of the tax, putting it at a 
disadvantage relative to the foreign competitor 
that does not bear such a tax. The U.S.- based 
company has less income to reinvest in its busi-
ness, which can mean less growth and reduced 
future opportunities for that company.8
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The complicated US corporate income tax system 
could be greatly simplified, and the playing field with 
trading partners leveled, if the United States moved 
toward a territorial system. Potential reforms include 
exempting all foreign- source income, exempting only 
active foreign- source income, or exempting only cer-
tain kinds of foreign- source income.9 Such reforms 
would significantly reduce the inefficiencies, inequi-
ties, and complexities of the current US corporate tax 
system and would produce substantial economic ben-
efits. Furthermore, adopting a territorial tax system 
would remove a major incentive that exists now for US 
multinational corporations to move their headquar-
ters operations overseas. Both Japan and the United 
Kingdom adopted territorial tax systems in 2009 to 
compete with other markets and expand their econo-
mies.10

A territorial system has numerous advantages over 
the more complicated worldwide tax system. It allows 
corporations to focus less on complex accounting 
strategies and concentrate more on growth, invest-
ment, and production. A less complicated corporate 
income tax system with territorial principles would 
also mean less red tape within the US tax code, allow-
ing for less bureaucracy to administer and enforce 
tax laws.

THE PERILS OF A HIGH CORPORATE TAX RATE

Corporations respond to high tax rates by relo-
cating their economic activity to lower- tax coun-
tries. The current US corporate tax structure puts 
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 US- headquartered corporations at a tremendous 
 disadvantage in the global marketplace because other 
countries have lowered their corporate income tax 
rates to welcome multinational corporations. In 
December 2010, then– Prime Minister Naoto Kan said 
he hoped to stimulate Japan’s slow economy with a 
corporate tax rate cut of 5 percentage points.11 The 
United Kingdom underwent a multiyear pro cess to 
lower its combined corporate tax rate to 20 percent 
by 2015.12

Canada lowered its national corporate tax rate 
from 18 percent to 16.5 percent in 2011 and further 
to 15 percent in 2012, giving it a combined rate of 
roughly 26 percent once the provincial tax rate is 
included.13 Canada had good reason to lower its rate. 
A 2011 study by Duanjie Chen and Jack Mintz, of 
the University of Calgary, estimates that a 3 percent 
reduction in Canada’s national statutory rate, from 
18 percent to 15 percent, would create 100,000 jobs 
and draw $30 billion in additional business investment 
over a seven- year period.14 An in de pen dent study by 
Canadian Manufacturers & Exporters finds that a 
similar rate cut would create 98,000 jobs in a two- year 
period.15

The corporate income tax rate plays a major role 
in determining where a corporation will invest capi-
tal.16 Thanks to today’s communication technologies, 
corporations that do business together often do not 
require physical proximity. Thus, if two countries 
are similar in culture, infrastructure, and economic 
growth potential and one has a dramatically lower 
corporate income tax rate than the other, it would be 
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financially irresponsible for an entrepreneur or an 
expanding corporation to invest in the country with 
the higher rate.

US corporations have been and are continuing to 
move outside the United States to initiate and expand 
business opportunities. Their share of worldwide 
profits attributable to foreign revenue increased from 
6.7 percent in 1965 to 38.2 percent in 2009.17 Not only 
do such investment shifts create losses and impede 
growth for corporations; they also create losses for 
American workers because corporations choose not 
to use profits to create more jobs in this country.

DISTORTED INCENTIVES

With a US corporate income tax rate that is so much 
higher than in other countries, American corpora-
tions must turn their accounting departments into 
profit- maximizing centers. Corporations need com-
plex financial engineering tactics to minimize revenue 
losses using existing tax code preferences. Through 
various transfer- pricing arrangements, accountants 
can allot income and capital to different countries to 
minimize tax liabilities and help corporations remain 
competitive.

Many corporations spend more time and resources 
using tax rules as profit centers than they do focus-
ing on potential business investment. This system is 
inefficient because the resources used to combat the 
corporate income tax could be invested in intellectual 
or physical capital. Investment could help a corpora-
tion grow, which would lead to more jobs and output 
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and would expand the domestic economy. Instead, 
the high US corporate income tax rate distorts the 
incentive structures and investment behaviors of 
corporations. It is sometimes more “profitable” for 
corporations to invest in lobbyists who can work to 
expand tax preferences than to use their financial 
resources to expand business output.18 Federal tax 
policy should instead provide the proper structure to 
encourage business growth. The current US corporate 
tax structure forces American businesses to misallo-
cate resources, causing a ripple effect throughout the 
financial structure of corporations. The high US cor-
porate tax rate means that corporations must cut costs 
or raise prices elsewhere to compete with businesses 
based in countries with lower corporate income tax 
rates.

Recently, both job creation and economic growth 
have been key topics among economic policy advi-
sors. Restructuring the US corporate tax system 
would address both issues. Policymakers debate the 
need for the federal government to continue invest-
ing in economic growth, yet such investment can do 
little good when current economic policies actually 
inhibit growth. When other countries have lower 
corporate income tax rates, corporations may choose 
overseas destinations for business. Estimates of how 
many domestic jobs the current corporate income tax 
has quashed range from 200,000 to 3 million,19 but the 
consensus is that many employees are laid off specifi-
cally because of the high costs imposed by the current 
US corporate tax structure. During the 2000s, major 
multinational corporations have reduced US jobs by 
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2.9 million while increasing overseas employment 
by 2.4 million.20 Not all of these jobs  were cut and 
outsourced specifically because of the US corporate 
tax system. But was the system a contributing factor? 
Absolutely. Although outsourcing is no longer pop u-
lar, it remains an option for almost any multinational 
corporation seeking to reduce costs, including costs 
imposed by the corporate income tax.

BURDEN OF TAX FALLS ON INDIVIDUALS

A tax on a corporation is an additional tax on indi-
viduals. Many people view corporations as faceless 
entities whose tax burden is unimportant. But cor-
porations are made up of individual investors and 
 workers attempting to earn money by maximizing 
profits. Corporations are not the only ones affected by 
corporate income tax rates. In addition to investors 
and workers, individual consumers are affected when 
high tax rates force corporations to charge more for 
their products and ser vices. The highly flawed US cor-
porate tax system is, thus, a form of double taxation on 
workers, consumers, and investors alike. Economist 
Steven Horwitz notes that the corporate income tax 
has “negative effects on real human beings” in several 
ways:

If corporations respond by reducing compensa-
tion or firing workers, the impact of the tax hits 
the employees. If they raise prices, the impact 
falls on the consumers who buy the product. And 
if they take a reduction in profits, the falling stock 
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value lowers the value of various investment 
funds on which millions of Americans depend 
for retirement and other income. 21

As a report of the Joint Economic Committee 
explains, “Any tax imposed on corporations results 
in either a reduction to employee wages, an increase 
in costs passed on to consumers, a reduction in the 
return to capital received by shareholders, or a com-
bination of all three.”22 A working paper published by 
the Congressional Bud get Office suggests that work-
ers bear “slightly more than 70 percent of the burden 
of the corporate income tax.”23 Moreover, economists 
Kevin Hassett and Aparna Mathur find an interesting 
unseen consequence of raising tax rates. For every 
1 percent increase in corporate tax rates, they find 
a 1 percent decrease in wages.24 This finding illustrates 
that corporations respond to incentives and allocate 
resources within given constraints. Moreover, it indi-
cates another way by which individuals ultimately 
bear the burden of any corporate tax.

DECREASED ECONOMIC GROWTH  
AND TAX REVENUE

The existing US corporate income tax also impedes 
the country’s economic growth. A 2008 working 
paper published by the National Bureau of Economic 
Research on effective corporate tax rates concludes 
that a “10 percent increase in an effective tax rate 
reduces the aggregate investment to GDP ratio by 
2 percentage points.”25 The paper also shows that high 
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corporate tax rates are negatively correlated with 
economic growth.

A higher corporate tax rate may actually lead to 
less government revenue than a lower rate would. 
The high corporate tax rates give US corporations an 
incentive to keep their profits overseas so that they 
can defer paying taxes in the United States. Business 
news articles widely report that US corporations have 
$2.1 trillion in profits held overseas, which is estimated 
to reduce corporate tax revenue to the US Trea sury 
by almost $50 billion in 2014.26 Indeed, US corporate 
tax revenue is lower than that of many OECD coun-
tries, even as a percentage of GDP.27 As figure 3.4 
shows, even as the US economy has grown, corporate 
tax receipts as a percentage of GDP have decreased 

Source: Office of Management and Bud get, “Receipts by Source as Percentages of GDP: 
1934–2018,” table 2.3, http:// www . whitehouse . gov / sites / default / files / omb / budget / fy2014 
/ assets / hist02z3 . xls .

Figure 3.4. US Statutory Corporate Income Tax 
Receipts as a Share of GDP
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and have remained between 1 percent and 3 percent 
since 1990. A study by economists Alex Brill and Kevin 
Hassett shows significant evidence that lowering the 
US corporate tax rate would enhance tax revenue.28

CONCLUSION

The uncompetitive US corporate tax system impedes 
American corporations’ ability to compete in the global 
marketplace. It also discourages potential domestic 
investment. If the United States is to be competitive 
in the future, federal corporate tax restructuring must 
occur. While other nations have been racing to slash 
corporate tax rates over the past 20 years, the United 
States has stagnated. At times the federal government 
has enacted temporary changes to corporate tax pol-
icy, but the fundamental problems that need perma-
nent reform have been ignored.

The United States has an infamously dense and 
complicated tax code that is in dire need of sim-
plification. Systemic problems exist not only with 
tax loopholes and havens but also with the uncom-
petitive high corporate income tax rate and the 
worldwide- based tax system, which together encour-
age American businesses to move jobs and invest-
ment overseas and to lobby for more loopholes. 
High corporate income taxes lead to lower wages 
and less investment and also hinder long- term eco-
nomic growth at home. To protect American jobs 
and secure future fiscal stability for the country, the 
United States must slash its corporate tax rate to at 
least the OECD average, preferably below, and must 
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move toward a territorial tax system. Absent sweep-
ing corporate income tax reform, US competitive-
ness will continue to decline. Continued inaction by 
Congress will create troublesome results: the for-
eign outsourcing of economic activity, a further loss 
of American jobs, the sale of US businesses to  foreign 
multinational corporations, a further erosion of the 
corporate tax base, and the continuation of harmful tax 
policies that are biased against saving, investment, job 
creation, and economic growth.
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Who bears the cost of corporate taxation: 
the own ers of capital or the workers?1 
Corporate income tax reform debates 

can become bogged down in whether corporations 
pay their “fair share” of taxes or whether the revenue 
effects of tax reform should be scored dynamically or 
calculated by using a static model. But debaters often 
overlook who ultimately bears the true costs of cor-
porate income taxes.2 Estimates of how the corporate 
income tax burden is divided between own ers of capi-
tal and workers vary, from the Trea sury Department’s 
ratio of 82:18 to one frequently cited study’s estimate 
of 30:70.3 If one group has the opportunity to decrease 
its tax burden, there can be additional long- term costs 
and even deadweight losses from corporate income 
taxation. This chapter examines tax incidence in the 
long term— after corporations have had the opportu-
nity to relocate capital across industries and to other 
countries.

Determining who bears the burden of corpo-
rate taxation can help policymakers understand the 
long- run behavioral responses of both workers and 

CHAPTER 4

Why Do Workers Bear 
a Significant Share of the 

Corporate Income Tax?
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businesses to the US corporate income tax code. If 
American companies are becoming more sensi-
tive to US corporate income taxation, a migration of 
new or existing capital to foreign countries can be 
expected. This chapter does not provide elasticity 
estimates for capital; instead, it examines five differ-
ent drivers laid out by Jennifer Gravelle, an economist 
with the Congressional Bud get Office, that determine 
how sensitive capital is to corporate taxation in an 
open- economy framework. These drivers are (a) high 
international product substitution, (b) high GDP, 

Table 4.1. Five Drivers of Corporate Tax Incidence and Their Effects

DRIVER OF CORPORATE 

TAX INCIDENCE

SHARE OF  

TAX BURDEN 

FALLING ON 

CAPITAL GAINS

SHARE OF 

TAX BURDEN 

FALLING ON 

LABOR

High international product 
substitution

↓ ↑

High GDP (size of country) ↑ ↓

High international capital 
mobility

↓ ↑

High factor substitution 
(labor for capital)a

↑ ↓

High degree of industry 
capital intensity

↓ ↑

Source: Jennifer Gravelle, “Corporate Tax Incidence: Review of 
General Equilibrium Estimates and Analysis,” National Tax Journal 
66, no. 1 (March 2013): 185–214. The order in which the five drivers 
appear in this chapter is different from the order used in Gravelle’s 
submission to the National Tax Journal.
a. Jennifer Gravelle writes about labor substitution as follows: 
“The less firms can substitute for capital, the larger the burden that 
labor will bear.”
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(c) high capital mobility, (d) high factor substitution, 
and (e) high degree of industry capital intensity (see 
table 4.1).4 After examining the five drivers, we con-
clude that the sensitivity of US businesses to corporate 
taxation is increasing and that the amount of capital 
invested in the United States may further decrease in 
the long term as a result.

LITERATURE REVIEW OF CORPORATE  
INCOME TAX INCIDENCE

One of the most frequently cited studies on corporate 
income tax incidence is a 2006 paper by Jane Gravelle 
and Kent Smetters. These authors problematically 
give weight to short- run empirical estimates of imper-
fect product substitution and ignore the effect of cor-
porate income tax on capital growth, both of which 
are key contributors to their conclusion that domes-
tic labor’s burden is only 21 percent of corporate tax 
revenue.5 In her 2013 survey of the existing literature, 
Jennifer Gravelle estimates that 40 percent of the 
corporate tax burden falls on labor and 60 percent on 
capital— concluding that the United States operates in 
more of a closed economy than most models assume.6 
This chapter examines Jennifer Gravelle’s five driv-
ers of incidence and concludes that capital bears a 
decreasing share of the corporate income tax burden 
because the United States continues to become a more 
open economy. For example, increasing international 
capital mobility means that labor’s share of the cor-
porate income tax increases, whereas capital’s share 
decreases, all other things being equal.



Table 4.2. Research Summaries on Corporate Income Tax Incidence

STUDY

EFFECT OF 

 CORPORATE 

INCOME TAX ON 

WAGES

IMPORTANT DIFFERENCES 

IN SCOPE AND  

ASSUMPTIONS

Arulampalam, 
Devereux, and 
Maffini (2012)

Each $1 increase in 
the tax bill reduces 
median real wage 
by $0.49.

Measures effect of corporate 
income tax paid by firms 
on employee compensation 
using data on more than 
500,000 firms in 9 European 
countries from 1996 to 2003

Felix and Hines 
(2009)

Each $1 increase in 
the tax bill reduces 
union wages by 
$0.54

Uses data from 2000 to 
estimate effects of state 
corporate income taxes on 
union wages

Hassett and 
Mathur (2010)

Each $1 increase 
in tax revenues 
leads to a $3 to $4 
decrease in real 
wages.

Uses aggregate wage and 
tax data within the manufac-
turing sector for 72 countries 
from 1981 to 2002 in a gen-
eral equilibrium model

Felix (2007) A 1 percentage 
point increase in top 
statutory corporate 
income tax rate 
decreases annual 
wages by 0.7%.

Uses aggregate data 
on wages of workers 
at different skill levels 
from 19 Organisation for 
Economic Co-operation and 
Development countries over 
the period 1979–2000

Desai, Foley, 
and Hines 
(2007)

Labor bears 
between 45% 
and 75% of cor-
porate income tax 
incidence.

Uses data from US multi-
national firms operating in 
50 countries from 1989 to 
2004 to jointly estimate the 
relative share of corporate 
income tax borne by labor 
and capital
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In contrast, other scholars adopt assumptions about 
the international market being perfectly competitive, 
where labor bears a larger portion of corporate income 
tax owing to the ability of corporations to move capital 
across countries (see table 4.2).

Table 4.2. (continued )

STUDY

EFFECT OF 

 CORPORATE 

INCOME TAX ON 

WAGES

IMPORTANT DIFFERENCES 

IN SCOPE AND  

ASSUMPTIONS

Liu and 
Altshuler (2013)

The burden of a 
$1 increase in the 
corporate income 
tax liability borne by 
labor is about $0.60

Uses data on individual US 
workers matched with indus-
try-level effective marginal 
tax rates and industry con-
centration ratios in a general 
equilibrium model to analyze 
the extent to which imper-
fect competition affects the 
incidence of the corporate 
income tax

Sources: Wiji Arulampalam, Michael P. Devereux, and Giorgia Maffini, “The 
Direct Incidence of Corporate Income Tax on Wages,” European Economic 
Review 56, no. 6 (August 2012): 1038–54; R. Alison Felix and James Hines, 
“Corporate Taxes and Union Wages in the United States,” NBER Working 
Paper 15263, National Bureau of Economic Research, Cambridge, MA, 
2009; Kevin A. Hassett and Aparna Mathur, “Spatial Tax Competition 
and Domestic Wages,” Working Paper 185, American Enterprise Institute, 
Washington, DC, 2010; Alison R. Felix, “Passing the Burden: Corporate Tax 
Incidence in Open Economies,” Regional Research Working Paper 07-01, 
Federal Reserve Bank of Kansas City, Kansas City, MO, October 2007; 
Mihir A. Desai, Fritz Foley, and James R. Hines Jr., “Labor and Capital 
Shares of the Corporate Tax Burden: International Evidence,” Prepared 
for the International Tax Forum and Urban Institute–Brookings Institution 
Tax Policy Center Conference on Who Pays the Corporate Tax in an Open 
Economy; Li Liu and Rosanne Altshuler, “Measuring the Burden of the 
Corporate Income Tax under Imperfect Competition,” National Tax Journal 
66, no. 1 (March 2013): 215–38.
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Of course, markets are not perfectly competi-
tive, and capital is not completely mobile. In their 
frequently cited 1963 book, Marian Krzyaniak and 
Richard Musgrave find that after- tax profits rise in 
the short run in response to increases in the corporate 
income tax.7 According to University of California– 
Berkeley economist Alan Auerbach, taxation on capi-
tal in an imperfect market further restricts output: 
“[A] tax on production in an industry in which output 
is already restricted by imperfect competition will be 
more distortionary than one in a competitive environ-
ment, because it exacerbates an already existing dis-
tortion.”8 As a result, the US share of global corporate 
capital will decline in the long run in response to less 
burdensome corporate tax rates abroad. A rising bur-
den on corporate capital discourages capital formation 
in the United States and lowers wages and economic 
growth. In a 2012 paper, economists Ergete Ferede and 
Bev Dahlby cite a 2010 publication of the Organisation 
for Economic Co- operation and Development that 
claims that corporate income taxes “have the most 
adverse effect on per capita GDP growth followed by 
personal income and consumption taxes.”9

To encourage capital formation in the United States 
and promote higher wages and economic growth, fed-
eral tax policy reform should deal with the increas-
ingly high statutory US corporate tax rate, especially 
compared to the rates of other countries (see figure 4.1; 
see also chapter 3). The historical trend suggests that 
international markets are clearly becoming more com-
petitive, not less (see figures 4.2 and 4.3, pages 90 and 
92). Consequentially, the data indicate that the trend 
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is toward labor bearing more of the corporate tax bur-
den. As chapter 3 explains, instead of retaining high 
statutory tax rates on corporations, which will likely 
increase capital flight, tax policy reform should lower 
the US corporate tax rate.10

However, neither the effective rate of tax on cor-
porate income nor the statutory rate can fully explain 
the economic distortions caused by the federal tax 
system. Another cause for economic inefficiencies is 
the complexity of the US tax code. A 2013 paper by 
Hans Bacher and Marius Brülhart finds that the com-
plexity of a corporate tax code is a significant deter-
minant in the rate of new businesses being formed.11 
As chapter 1 explains, the complexity of the US tax 
code costs the economy $215 billion to $987 billion 
annually. Preferential treatment of debt financing is 
another determinant of economic inefficiency, often 
exacerbated by a high corporate income tax rate. A 
2010 paper by Simeon Djankov, Tim Ganser, Caralee 
McLiesh, Rita Ramalho, and Andrei Shleifer finds a 
significant positive association between the effective 
corporate tax rate and the ratio of aggregate debt to 
equity.12

Given the significant differences worldwide in cor-
porate income tax rates, own ers of capital have many 
choices regarding which industries to invest in and 
where to locate geo graph i cally. As long as these 
domestic and international trends continue to reveal 
an increased sensitivity of corporate capital, a contin-
ued decline can be expected in returns on investments 
in capital- intensive industries in the US corporate sec-
tor. We turn now to a detailed discussion of Jennifer 
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Gravelle’s five drivers of capital sensitivity to corpo-
rate taxation.

DRIVER 1: HIGH INTERNATIONAL  
PRODUCT SUBSTITUTION

The elasticity of product substitution assesses the 
percentage change in demand for an imported good 
versus a domestically produced good in response to 
a price change. Jane Gravelle and Kent Smetters’s 
key argument for why corporate capital must bear a 
high portion of the cost of corporate taxation is that 
demand substitutability between domestic and foreign 
tradable goods is low.13 They claim, in other words, 
that there are barriers to importing international 
goods, which in turn protect returns on domestic capi-
tal investments in a “closed” economy, thus lowering 
the corporate income tax burden on labor.

One problem with that argument, as pointed out 
by William Randolph, is that the data cited to sup-
port it examine only the short- run elasticity of inter-
national trade substitution.14 According to Gravelle 
and Smetters, assuming that capital mobility is high, 
labor’s share of corporate income tax could be as 
low as 21 percent. If these short- run inelastic num-
bers indicate US consumers’ historical preferences 
between the same domestically or internationally 
made product, the levels of US trade as a share of the 
economy should not increase. However, examina-
tion of the continually rising trend of US trade makes 
clear that these short- run numbers cannot be indica-
tive of  actual consumer choices (see figure  4.2). 
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Trade’s  rising share of the US economy reveals that 
Americans more frequently find that their preferred 
product was produced abroad rather than at home. 
Although alternative elasticity numbers are not pro-
vided  here, this chapter argues that the long- term 
preference of US consumers is a more convincing 
mea sure of US consumer preferences.

Rising levels of trade mean that consumers have 
more choices than ever. Although a historical argu-
ment could be made that relatively low levels of inter-
national trade  were once small enough that they did 
not affect corporate decision making regarding where 
to invest globally for the highest returns on capital, 
this narrative is unraveling as total trade is growing as 
a share of US GDP. Products made in foreign markets 
are becoming increasingly competitive with American 

Source: Data from US Census Bureau, Foreign Trade Division, “U.S. Trade in Goods and 
Services— Balance of Payments (BOP) Basis,” June 4, 2013.

Note: Total US trade = US exports + US imports.

Figure 4.2. Total US Trade as a Percentage of GDP, 
1960–2011
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products, and the ease with which capital flows across 
borders is increasing.

DRIVERS 2 AND 3: HIGH GDP  
AND CAPITAL MOBILITY

The incidence of the corporate income tax that is 
borne by capital own ers depends on how easily capital 
in the United States can be moved to other countries 
and on the existing level of capital in a given country 
relative to the rest of the world. The more easily capi-
tal can leave the country for investments with higher 
payouts, the more heavily American workers will bear 
the cost of corporate taxation. Part of the problem with 
the taxation of capital is that at some level it discour-
ages the very formation of capital— startups or a new 
branch are instead opened in a more tax- competitive 
country. In separate works, Jane Gravelle and Kent 
Smetters, Jennifer Gravelle, and William Randolph 
examine the size of a country’s GDP as an explanatory 
mea sure for determining the incidence of taxation 
between labor and capital.15 James Melvin likewise 
claims that a country’s relative size of GDP may affect 
international prices.16 The theory is that the larger 
a country’s market is (as approximated by GDP), the 
greater the country’s ability to determine factor prices 
by determining the price of the good or ser vice for 
sale.17 Randolph finds that the US economy accounted 
for 30 percent of the world economy,18 and Jennifer 
Gravelle uses Randolph’s numbers to assert that the 
United States possesses 30 percent of the world’s capi-
tal stock.19 Although the United States used to possess 
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more than 50 percent of the world’s capital stock,20 
a rapidly growing foreign market has meant that the 
US share has shrunk relative to that of international 
competitors (see figure 4.3). International markets are 
pulling new capital away to more competitive policy 
environments.

It can be concluded from figures 4.2 and 4.3 that 
foreign markets have become more competitive. Not 
only is international trade more prevalent than at any 
other time in US history (meaning that US consumers 
are more frequently buying abroad, and that foreign 
consumers are more frequently buying US goods), 
but also an increasing number of consumers world-
wide also can afford to buy products (meaning that the 
importance of being within US borders to be close to 
consumers is decreasing). As markets become more 
internationally competitive with one another, national 
corporate tax policy becomes a more important deter-

Source: Data from International Monetary Fund, World Economic Outlook Database,  
April 2013.

Figure 4.3. US GDP as a Percentage of World GDP
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minant of the level and location of a business’s capital 
investments.

Even under assumptions of imperfect competition, 
the continued decline in relative US GDP suggests 
that the ability of the United States to set prices will 
become more limited as world GDP rises— making the 
United States more of a price taker than a price set-
ter. As a result, corporate taxation has implications for 
businesses that are trying to decide where to increase 
production, where to locate for new production, and 
when to add to existing investment. Economists John 
Mutti and Harry Grubert find production intended for 
exports to be particularly sensitive to tax differences: 
if proximity to the market is decreasingly important, 
the role of tax policy becomes more significant.21 For 
businesses that want to locate in foreign countries for 
new production, effective average tax rates are a sig-
nificant determinant.22 Djankov and colleagues find 
that “a 10 percentage point increase in the first- year 
effective corporate tax rate reduces the aggregate 
investment to gross domestic product (GDP) ratio by 
about 2 percentage points (mean is 21 percent), and 
the official entry rate by 1.4 percentage points (mean 
is 8 percent).”23 Studies by Grubert and Mutti and by 
James Hines and Eric Rice also find a large negative 
effect of the average tax rate on capital stock.24

Another way to examine whether capital is more 
mobile today is to determine whether US investors 
have increased their investments in foreign stocks and 
bonds. Greater amounts of such investments might 
suggest that payouts in the international community 
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are rising relative to payouts from US- based firms, all 
other things being equal. One small set of time series 
data on statutory combined corporate tax cuts pro-
vides additional evidence of greater capital competi-
tion (see figure 4.4).

The rising trend in foreign equity own ership might 
be the result of increased economic growth in foreign 
countries (increased competition of return), the desire 
for a more diversified risk portfolio, or the result of 
the growing noncompetitive nature of a US business 
relative to a lower- taxed business (as average global 
tax rates continue to fall). Regardless of the reason, 
these trends may indicate that the investment choices 
available to own ers of capital are greater now than in 
the past. To the extent that corporate tax reform can 
increase the desirability of US equity, tax reform should 
seek to decrease what has become the highest statu-
tory corporate tax rate among developed countries.

Source: Investment Company Institute and the Securities Industry Association, “Equity 
Own ership in America,” 2005, figure 31.

Figure 4.4. Own ership of Foreign Equities
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DRIVERS 4 AND 5: HIGH FACTOR  
SUBSTITUTION AND HIGH DEGREE  
OF INDUSTRY CAPITAL INTENSITY

Jennifer Gravelle’s last two drivers that determine tax 
incidence are factor substitution and factor intensity. 
The more competitive markets are, the more these two 
drivers will be affected by corporate taxation. Factor 
substitution is a mea sure ment of how easily businesses 
can exchange labor for capital over time, whereas fac-
tor intensity is a static mea sure ment of how much 
labor and how much capital a par tic u lar industry uses 
for profits. In separate works, Melvin and Randolph 
find that the domestic burden of the corporate income 
tax is borne by the factor used most intensely.25 For 
now, labor remains the predominant factor of pro-
duction for US business profits. Although this chapter 
does not provide estimates of an elasticity of substi-
tution between capital and labor, in the overall US 
economy capital is clearly being substituted for labor 
(see figure 4.5).

One possibility is that the corporate income tax 
actually drives resources and capital into the non-
corporate sector. The model that best examines this 
idea is a closed economy, where capital can be located 
only in the corporate or noncorporate sector of a given 
economy and can neither be created nor destroyed. As 
economists Mihir Desai, C. Fritz Foley, and James 
Hines claim:

If the corporate sector of the economy has a 
lower capital/labor ratio than the noncorporate 
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sector, then the introduction of a corporate tax 
shifts resources into the noncorporate sector 
and thereby raises the demand for capital. If this 
effect is large enough, then it has the potential to 
exceed in magnitude the countervailing impact 
of factor substitution, thereby implying that 
higher rates of corporate tax are associated with 
greater after- tax returns to capital including 
capital invested in corporations. It would then 
follow that labor bears the burden of the corpo-
rate tax in the form of lower wages.26

Hence, one possible interpretation of figure 4.5 
is that, in addition to deadweight loss from the eco-
nomic efficiencies of the corporate tax code, the non-
corporate economy is growing in the United States at 

Figure 4.5. Share of Production Costs for Capital and 
Labor

Source: US Bureau of Labor Statistics, “Net Multifactor Productivity and Costs, 1987–2013: 
Private Business Sector (Excluding Government Enterprises).”
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the expense of growth in the corporate sector. Desai, 
Foley, and Hines reach a similar conclusion in an open- 
economy model that follows from using an assump-
tion of perfect capital mobility by which  after- tax 
rates of return on capital cannot differ across coun-
tries. Laurence Kotlikoff and Jianjun Miao find that 
the corporate income tax keeps entrepreneurs from 
incorporating because of the large fixed costs of pub-
lic incorporation and that therefore fewer workers 
are hired.27 As a result, a number of businesses remain 
S corporations when they might otherwise become C 
corporations.

The other possibility, with seemingly more sig-
nificant economic costs, is that businesses are moving 
capital to foreign countries. If a business desires to 
maintain its corporate status, it may move its capital 
to a foreign market. Whether capital leaves for foreign 
markets or for the US noncorporate sector, the pres-
sures of corporate taxation increase the ratio of capi-
tal to labor in the corporate sector such that capital 
becomes a relatively more profitable factor of produc-
tion. Labor, the less marginally productive factor of 
production, bears the cost of the corporate income tax 
through falling wages or slower wage growth.

CONCLUSIONS

Jennifer Gravelle presents five drivers for determin-
ing whether corporate tax incidence falls on capital 
or on labor: (a) degree of international product sub-
stitution, (b) size of domestic GDP relative to world 
GDP, (c)  degree of international capital mobility, 
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(d) degree of factor substitution, and (e) degree of 
capital intensity. Establishing the actual incidence, or 
who bears the burden of the corporate income tax, is 
significant because only then will policymakers have 
the knowledge to understand whether capital in the 
US corporate sector is able to grow or is pressured to 
leave (either internationally or domestically to the 
noncorporate sector). Additionally, policymakers can 
then better understand who exactly is being taxed when 
an increase in corporate income taxes is being consid-
ered. For example, if the burden of the corporate tax 
falls primarily on labor, proposals to raise the corporate 
income tax are really a call to raise taxes on workers, not 
the own ers of capital. This realization would deepen 
policymakers’ understanding of the progressive or 
regressive nature of various tax reform proposals.

Contrary to Jennifer Gravelle’s assertion that 
demand substitutability between domestic and foreign 
tradable goods is low, the upward trend in US trade as 
a percentage of GDP is clear (see figure 4.2, page 90). 
Trade as a percentage of GDP has risen from less than 
10 percent to more than 30 percent as of 2011. US corpo-
rations are reaching international markets, and interna-
tional producers are better able than ever to reach US 
consumers. US consumers now use more international 
products than at any other time, thereby decreasing the 
importance of American- made products.

The level of US capital relative to that of the rest 
of the world is falling. The United States, which once 
held more than 50 percent of the world’s capital, now 
holds less than 25 percent (see figure 4.3, page 92). 
These decreasing numbers mean that the importance 
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of a corporation being located close to the US market 
is lower than ever.

Empirical studies show that a country’s level of 
capital investment is sensitive to the effective corpo-
rate tax rate and that investors are increasing the level 
of international capital in their portfolios. In other 
words, new businesses gravitate toward friendlier tax 
policies, and US investors are increasingly investing 
overseas.

Factor substitution of capital for labor is increas-
ing, whereas labor intensity, although trending lower, 
remains high (see figure 4.5, page 96). Factor substi-
tution mea sures how easily a business can exchange 
labor for capital (or vice versa) over time, whereas 
factor intensity is a static mea sure ment of how much 
labor or capital a certain industry uses in the course of 
making profits.

With growing levels of product substitution, rela-
tively lower US GDP as a share of the world’s GDP, 
high international capital mobility, the ability to use 
less labor in total production costs (factor substi-
tution), and the high use of labor to produce corpo-
rate receipts, all five indicators provided by Jennifer 
Gravelle point to an economy in which labor bears 
more of the burden of corporate taxation than is tradi-
tionally accepted in the current literature.
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The current US tax code is complex, carved up 
by special interests, and full of distortionary 
tax rates that treat similar activities unequally. 

Unequal taxation inefficiently distorts consumer and 
investor decisions, which can be damaging to the 
economy. These problems are particularly egregious 
in the tax system that applies to corporate capital 
investments. This chapter looks at the way the US tax 
code currently deals with capital investments, some 
inefficiencies, and possible alternative solutions. The 
tax code requires that most new purchases of capital, 
such as machines and buildings, be deducted from 
total revenue over the course of many years— this is 
called depreciation or capital cost recovery. Unequal 
tax rates develop across industries because of dis-
parities in when the tax is paid. A one- dollar invest-
ment today can be reduced to as little as 37 cents of 
real write- off value, diminishing the profitability of 
investments.1

Using IRS data for 11 different industries from 1998 
to 2010, this chapter provides individual effective 

This chapter was written by Jason J. Fichtner and Adam N. Michel.

CHAPTER 5

How Does the Corporate 
Tax Code Distort  

Capital Investments?
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tax rates for each industry (see appendix). Driven 
primarily by current depreciation policies, capital 
investments of C corporations are taxed unequally, at 
effective rates as high as 36.9 percent and as low as 
9.2 percent.2

As a solution to the current inequity and inefficiency 
in depreciation policies, this chapter advocates full 
expensing. Expensing offers an even ground for capi-
tal investments by allowing businesses to write off all 
expenditures in the year they are purchased, result-
ing in a zero effective rate on equity- financed capital 
investment. A zero effective rate refers to the expected 
tax rate paid on an investment that breaks even (does 
not turn a profit). This proposal does not alter the 
corporate income tax rate or the tax rates for capi-
tal gains and dividends. Expensing simplifies the tax 
code, reduces the ability to gain targeted tax favors, 
and increases investment. Some short- run costs that 
are associated with expensing may need to be paid in 
order to get to a better overall tax policy, but expens-
ing in the long run is likely to be revenue neutral or to 
even enhance growth and revenue.3

WHY DEPRECIATE ASSETS?

Investments with any capital intensity require pur-
chasing machinery, software, property, or structures. 
The accounting practice of depreciation was first 
instituted when businesses  were reporting earnings 
to shareholders: without depreciation, years with 
large investment purchases would show negative 
profits, and years with no investments would show 
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high profits, all  else being equal. To reduce these 
swings in reported earnings and convey a business’s 
true  position, accountants distribute the cost of each 
investment over the number of years it will be in ser-
vice. This practice is called depreciation or cost recov-
ery. Accountants depreciate a given asset by deducting 
a set percentage of an investment each year until the 
carried balance is zero.4 This method of depreciation, 
commonly used in book accounting, communicates 
profitability to shareholders but distorts the profit-
ability of capital investments when applied to the 
US tax code.5

This chapter will refer to depreciation when applied 
to the tax code as tax depreciation. Tax depreciation 
is important because the timing of cost recovery can 
mean significant differences in how much tax rev-
enue is collected in a given year and over time, owing 
to inflation and the time value of money.6 Investment 
decisions are made on the basis of  after- tax profit-
ability, which is directly affected by how an asset 
is depreciated. The timing of depreciation and its 
effect on profitability are explored later in this chap-
ter. Historically, the tax code has allowed several 
different tax methods for calculating cost- recovery 
 schedules.

Straight- line depreciation divides the total cost of 
an asset by its useful life (where useful life is either 
estimated or set arbitrarily) and deducts the same 
yearly amount over the asset’s life. For example, 
a $1,000 piece of equipment that will be used for 
five years would be written off 20 percent, or $200 
each year for five years. The complicated part of all 
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depreciation methods is determining the useful life 
of the piece of equipment or structure.7 In the US tax 
code, these depreciation time lines are defined by asset 
classes, in which similar goods are grouped  together.8

Declining- balance depreciation, known more gen-
erally as accelerated depreciation, uses similar asset 
classes as those used by straight- line depreciation 
but allows more of the original cost to be deducted up 
front. In a stylized version of accelerated depreciation, 
40 percent of a $1,000 piece of equipment would be 
deducted in the first year, 40 percent of the remaining 
balance in the second year, and so on. In the fifth year, 
the remaining cost would be written off.9 Depreciation 
can also be accelerated by arbitrarily shortening the 
depreciation time line. The term accelerated deprecia-
tion does not offer great specificity; it refers generally 
to faster cost recovery than allowed by straight- line 
depreciation with accurate time lines.10

DEPRECIATION ALLOWANCES:  
A BRIEF HISTORY

The debate over how best to define the useful life of an 
asset began in the mid-1900s. From the time of the cor-
porate income tax’s implementation in 1909 through 
1942, businesses  were allowed to depreciate assets as 
they saw fit.11 In 1954, the US government officially 
recognized the use of accelerated depreciation and 
continued its use until 1962, when a new and more 
rigid set of guidelines was enacted.12 Depreciation 
time lines and asset classes  were further crystal-
ized through industry- wide surveys in 1971.13 The 
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Economic Recovery Tax Act of 1981 first strayed from 
previous depreciation schemes by shortening asset 
lives with little consideration of the facts and circum-
stances of estimated useful lives.14

The most recent major modification to the US depre-
ciation guidelines was included in the Tax Reform Act 
of 1986, which set up two different  systems of depre-
ciation: the modified accelerated cost- recovery system 
(MACRS) and the alternative depreciation system 
(ADS).15 A majority of assets are depreciated using 
MACRS, which generally stipulates shorter asset lives 
and uses accelerated depreciation.16 ADS is used for 
assets that are not eligible for MACRS. It uses straight- 
line depreciation with asset lives that are generally 
longer than those under MACRS.17

Accelerated depreciation for tax purposes was 
originally justified because it more closely mimics 
declining productivity as equipment ages.18 Depending 
on use, maintenance, and environment, two similar 
pieces of machinery can depreciate at very different 
rates. Compounded by inflation, developing a proper 
depreciation schedule for every investment is a diffi-
cult task. In modern policy debates, accelerated depre-
ciation has most often been put forth as an investment 
incentive. Policy advocates often use this justification 
to argue for bonus depreciation.

First used in 2002, additional first- year deprecia-
tion deductions have been enacted to stimulate both 
investment and the economy.19 Bonus depreciation 
allows a one- time deduction of 30 to 100 percent of the 
initial cost of an investment in the year of purchase. 
These special tax incentives are available for a  limited 
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time and often target specific types of investment. 
Provisions  were enacted in 2002, 2003, 2004, 2008, 
2009, 2010, and 2012.20

Accelerated depreciation, including bonus depre-
ciation, has received attention because it is the larg-
est corporate tax expenditure.21 The Government 
Accountability Office estimates that accelerated depre-
ciation of machinery and equipment reduced taxes by 
$76.1 billion in 2011, an estimated 42 percent of total 
corporate income tax revenue.22 The perceived size 
of the expenditure has made depreciation a much- 
discussed candidate for tax reform, with various advo-
cates arguing for manipulating it in order to lower 
the statutory corporate tax rate, increase federal rev-
enue, or further stimulate investment.23

DEPRECIATION TODAY

Two types of reforms to the depreciation system have 
been proposed in the tax literature: (a) change the 
timing of depreciation schedules, and (b) allow full 
expensing. Changing depreciation timing by length-
ening schedules, moving to a straight- line method, or 
using some other means of slowing accelerated depre-
ciation would, all  else being equal, increase tax rev-
enue. Expensing allows all companies to write off the 
full cost of their investments in the year purchased, 
thereby lowering the effective corporate tax rate and 
benefiting investment. It is worth noting that some 
proposals to change the timing of depreciation attempt 
to remain revenue neutral by simultaneously calling 
for lower statutory corporate tax rates. The projected 
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revenue increases from depreciating assets over a 
longer period of time are used to offset projected rev-
enue losses from lower statutory corporate tax rates.

On its face, eliminating accelerated depreciation for 
a straight- line method seems simple. Complications 
arise when determining on what schedule assets 
should be depreciated. One example from economist 
Jane Gravelle analyzes a switch of all assets from 
the MACRS to the longer, straight- line depreciation 
schedules of the ADS.24 In exchange for the revenue 
increases from slower depreciation, Gravelle finds 
that revenue- neutral tax reform could be achieved by 
cutting the statutory corporate tax rate by, at most, 
4.7 percentage points— which would mean a new cor-
porate tax rate of 30.3 percent. However, the amount 
of the cut shrinks to 1.6 percentage points when the 
forecasting horizon is expanded beyond the typical 
10 years.25 The time horizon matters because depreci-
ation policy only shifts the timing of taxes paid. When 
depreciation schedules are lengthened (moving tax 
payments forward in time), inflation and time dis-
counts on money result in larger tax collections.

A more modest proposal to slow depreciation 
was put forward by the Congressional Bud get Office 
(CBO).26 CBO explains that most depreciation rates 
 were calculated in 1986, assuming 5 percent infla-
tion. However, for the next de cade, CBO predicts 
2.3 percent inflation, which skews the current depre-
ciation time lines, making the deduction more valu-
able and lowering real federal revenue. The proposal 
extends each asset class’s life but leaves the meth-
ods of declining- balance depreciation the same.27 
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By extending the period for depreciation, CBO’s pro-
posal attempts to bring the effective tax rates for 
equipment and structures into parity by more accu-
rately matching tax time lines and useful lives.28

The second major tax reform proposal is immedi-
ate cost recovery, or full expensing. Expensing allows 
a business to deduct the full cost of a new investment 
from its taxable income in the year it was purchased. 
One might think of full expensing as enacting a per-
manent 100 percent bonus depreciation. Expensing 
 capital costs is similar to the current tax treatment 
of an investment in labor. Just as training costs 
are deductible from taxable corporate income, full 
expensing would deduct outlays for equipment from 
taxable income. Expensing lowers taxes on new capi-
tal investments to zero, simplifies the tax code, and 
treats all types of investment similarly.

EXPANDING THE CASE FOR EXPENSING

Although expensing does not lower the statutory 
corporate tax rate, it does lower the effective rate. 
Expensing eliminates corporate taxes specific to capital 
investments, but it does not change taxes on capital gains, 
dividends, interest, or general corporate income. 
Economist Stephen Entin illustrates the implicit tax 
on investments under the current system of deprecia-
tion by showing how the present value of the tax write- 
off is reduced. If a one- dollar investment is expensed 
immediately, the business receives one full dollar as 
a tax write- off. In the case of a one- dollar investment 
being depreciated over 39 years (as some structures 
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are), assuming 3 percent inflation that dollar would 
receive a write- off worth only 37 cents in present 
value. This example shows that the tax requirement 
to depreciate investments over time also diminishes 
the value of the write- off. The decrease in value is felt 
disproportionately on investments that have long 
useful lives and is compounded by uncertainty stem-
ming from unknown long- run expectations about 
inflation.29

If a business  were forced to move from expensing 
to depreciation, there would be a similar effect to the 
previously described decrease in the present- value 
write- off. Relative to expensing, depreciation requires 
accelerated tax payments. A business has not made a 
profit until revenue exceeds costs. When businesses 
are required to pay taxes before they turn a profit, the 
government essentially secures an interest- free loan 
by receiving tax payments on profit not yet earned. By 
eliminating complex depreciation systems, expens-
ing decreases the effective rate of taxation on capi-
tal investment to zero because there is no time over 
which the deduction can lose value.30

Expensing is an investment incentive for new capital 
investment. Unlike an across- the- board tax rate reduc-
tion, expensing lowers the taxes paid on future invest-
ments rather than on all profits earned from new and 
old capital. A zero effective rate on capital investments 
increases the after- tax rate of return on new invest-
ments, making them more attractive under expensing.31

To fully realize the goal of a flat zero rate on all 
 capital investments, one must acknowledge the dis-
proportionate tax rates of debt-  and equity- financed 
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investment. Although this chapter does not tackle 
the issue of interest deductions, the issue merits a 
brief discussion given the broader theme of a less dis-
tortionary tax code. Effective tax rates for debt-  and 
equity- financed capital are −6.4 and 36.1 percent, 
respectively, as calculated in a 2005 CBO paper.32 CBO 
estimates that full expensing would result in an effec-
tive rate of −87.5 percent for debt- financed invest-
ments and a zero percent rate for equity- financed 
capital investments.33 This case illustrates the strong 
incentives for debt- financed investments that cur-
rently exist under the US tax code.

Depending on how the tax base is defined, a prop-
erly neutral tax treatment of interest should allow all 
interest to be deducted if such interest is taxable or no 
interest to be deducted if the interest is not considered 
taxable.34 Any future comprehensive tax reform must 
address the role that taxation of interest and interest 
deductions should play in the tax code.

It should also be recognized that under current 
depreciation policies, even within a single industry, 
there is a gap in effective tax rates between tangible 
and intangible investments and between differ-
ent types of equipment and structures.35 The US tax 
code treats intangible assets in many different and 
seemingly unequal ways. Intangible assets consist of 
a variety of nonphysical goods: patents, copyrights, 
brand names, databases, and labor. In many cases, 
some intangible assets are immediately expensed.36 
For example, imagine a business pays an employee to 
compile a valuable data bank of searchable informa-
tion. The employee’s wages are expensed, as are most 
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other operating costs. However, the purchase of a 
new server for the data bank must be depreciated over 
several years. The current US tax code favors certain 
types of investment over others. Expensing treats all 
investments similarly.

There are large discrepancies in effective tax rates 
within tangible asset classes. In 2005, CBO estimated 
the average effective corporate tax rate on investments 
as 26.3 percent, ranging from 36.9 percent on comput-
ers and peripheries to 9.2 percent on petroleum and 
natural gas structures.37 The variations in tax rates 
generally result from depreciation rules that differ 
from the actual useful life:

The top quartile [of effective rates] consists 
entirely of computers and peripheral equipment, 
inventories, manufacturing buildings, and land. 
The bottom quartile contains 19 different asset 
types. The major asset types with the lowest rates 
are mining structures, petroleum and natural- 
gas structures, railroad equipment, aircraft, spe-
cialized industrial machinery, fabricated metal 
products, ships and boats, and construction 
machinery.38

A shift to full expensing would decrease differ-
ences in effective tax rates across industries by treat-
ing equipment and buildings— tangible assets—in a 
manner more similar to the way intangible assets are 
treated.

A reform to full expensing would increase the quan-
tity of investments by increasing the after- tax profit 



1 12      T H E H I D D E N CO S T O F F E D E R A L TA X P O L I C Y

of investments. Investments, which carry inherent 
risk, must be expected to earn back their costs, plus 
the rate of inflation and a premium for the risk of the 
investment, or the investor will choose a different 
option.39 Depreciation for tax purposes overstates 
simple pretax profit calculations because the present 
value of the write- off is less than the full cost of the 
investment.40 The overstated profits increase taxable 
income, thereby resulting in higher effective tax rates 
and lower rates of return on investments. However, 
expensing does not shelter any profit from taxation— 
all revenue, after an investment is paid off, is taxed 
at the statutory rate. Expensing allows the full cost 
of investments to be recovered, thus inducing more 
investment and expanding the  economy.41

RENT- SEEKING

Beyond the direct economic effects of expensing, it 
would simplify the tax code. As discussed previously, 
the effective tax rate on standard corporate invest-
ments ranges from 9.2 to 36.9 percent— a 27.7 per-
centage point spread in the taxation of different 
asset types, primarily driven by uneven depreciation 
policy. Requiring assets to be depreciated instead 
of expensed results in winners and losers, thereby 
 allowing the tax code to hurt some industries and 
help others. The ability to manipulate depreciation for 
special tax breaks also opens the door to rent- seeking. 
Congress has the ability to alter the standard MACRS 
depreciation periods through statutory changes that 
apply to specific types of assets. A 2012 report by the 
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Joint Committee on Taxation lists 55 separate statu-
tory changes to MACRS depreciation periods.42 The 
list details changes to the class lives of race horses, a 
natural gas pipeline in Alaska, green energy property 
and equipment, magazine circulation expenditures, 
research and development, and intangible drilling 
costs.43 Many of these special provisions give a specific 
industry or production method a tax- favored status for 
its  investments.

Rent- seeking opportunities encourage corpora-
tions to spend money to lobby Congress for special 
tax breaks.44 Money spent on lobbying does not cre-
ate anything new or move the economy forward— such 
rent- seeking holds the economy back.45 Any form of 
tax depreciation will always be subject to po liti cal 
manipulation. Switching to full expensing eliminates 
the ability to alter tax depreciation time lines to the 
advantage of po liti cally favored industries.

Because expensing would simplify the US tax 
code, it would also lessen administrative costs. A 
Laffer Center study on the economic burden of tax 
code complexities found that US businesses spend 
2.94  billion hours complying with the federal tax 
code, at a cost of $216.2 billion annually. Taxpayers in 
aggregate spend the equivalent of 30 percent of total 
income taxes collected trying to comply with the tax 
code.46 According to the Laffer Center, the low- end 
estimate of a 50 percent reduction in tax code com-
plexity would increase the country’s annual economic 
growth rate by 0.45 percentage points over 10 years.47 
Expensing could help reduce complexity and facilitate 
some portion of the noted efficiency gains. As Nobel 
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laureate and economics professor Vernon Smith notes, 
“Perhaps the most valuable advantage of fully expens-
ing capital outlays is that of introducing administrative 
and clerical simplicity where there has tended to exist 
great complication.”48

Alan Auerbach and Dale Jorgenson comment on 
the efficiency gains from removing the administrative 
burden of depreciation by noting that businesses could 
eliminate entire sections of their tax accounting staff 
if they  were no longer required to factor tax depre-
ciation into yearly tax liability reporting and long- 
run investment decisions.49 Chief financial officers 
also prefer a less complicated tax code. A 2011 Duke 
University– CFO Magazine survey found that 70 per-
cent of chief financial officers would give up all tax 
exemptions for tax code simplicity, even though their 
companies might not come out ahead.50

REVENUE EFFECTS OF EXPENSING

Federal tax policy that allows expensing is more 
efficient and equitable across different industries. 
Revenue projections are less certain. Entin lays out a 
simplified illustration of switching from straight- line 
depreciation for a $100 piece of equipment over five 
years to expensing, assuming that a business  purchases 
one new $100 piece of equipment each year. Old assets 
will be allowed to depreciate under the old law, and 
new purchases will be expensed. In year 1, the busi-
ness gets an additional $80 write- off; in year 2, $60; 
in year 3, $40; in year 4, $20; and in year 5, the busi-
ness would be back to its initial $100 yearly write- off. 
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In the short run, expensing would decrease federal 
revenue. Over time, revenue would stabilize back to 
its old levels.51 Auerbach corroborates Entin’s assess-
ment, writing that, “to allow expensing net of corpo-
rate borrowing . . .  is likely to have a small net impact 
on revenue, at least in the long run.”52

Entin and Auerbach’s discussions of revenue do 
not completely account for the growth effects of full 
expensing. There would be economic growth from 
efficiency gains owing to simplicity, better returns on 
investments, and reduced rent- seeking as a result of 
signaling that the US tax code is less open to exemp-
tion tampering. Expensing would make each new 
asset “more attractive and have a higher rate of return. 
The capital stock as well as private sector incomes 
and wages will rise, and revenues will improve.”53 
Furthermore, the federal government has already 
absorbed much of the transition cost as a result of past 
bonus depreciation tax incentives.54 If an expensing 
policy  were to be enacted today, small revenue losses 
would likely occur in the short run, and modest rev-
enue increases in the long run.55

On a static basis, where growth effects are not 
taken into account, tax expensing will not be revenue 
neutral. However, because expensing makes invest-
ment relatively more attractive, it can reasonably be 
assumed that some growth effects will result from the 
tax change. An estimate of the growth effects from 
full expensing by the Tax Foundation finds that “full 
expensing would increase GDP by 5.13 percent, lift the 
capital stock by 15.4 percent, raise wages by 4.36 per-
cent, create 885,300 jobs, and boost federal revenue by 
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$121.3 billion” in the long run.56 Although the tax rev-
enue picture is not easily projected, the static projec-
tions of lost revenue are almost certainly incorrect. By 
lowering the effective tax rate on capital investments, 
expensing will remove the current tax disadvantage 
on investments. In relative terms, under a system 
with full expensing, investors would find investments 
(future consumption) more attractive than current 
consumption. Increased investment has the potential 
to raise the economic growth rate in both the long run 
and the short run. In other words, the long- run rev-
enue effects depend on how much extra investment 
is actually induced by moving to a system of full tax 
expensing and how much tax revenue is then gained 
at the margin from increased GDP.

DIFFERENCES IN INDUSTRY’S SENSITIVITY  
TO CHANGES IN DEPRECIATION ALLOWANCES

By using the IRS’s Statistics of Income data for active 
corporations for 1998–2010, we are able to estimate 
which industries would be most sensitive to changes 
in depreciation (see table 5.1).57 The calculations pre-
sented in table 5.1 show how the removal of existing 
depreciation policies would affect the tax rates of 11 
industries. The calculation is made by removing the 
current depreciation deduction from total deductions, 
adding it to total income subject to tax, and applying 
the effective tax rate. Historical effective tax rates, by 
industry, are provided in the appendix.

Although the method of analysis used  here is 
imprecise because of data limitations, removing 
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depreciation from deductions helps illustrate how 
each industry’s tax status is distorted by the current 
US tax code. A move to expensing would lower the 
effective rate; table 5.1 shows the percentage point 
change between the current or historic effective rate 
and the new, higher effective tax rate without depreci-
ation and existing bonus depreciation for 11 industries. 
The higher effective rates reflect a tax situation that 
is more similar to paying taxes on all income without 
deducting investment costs. A larger change repre-
sents a more sensitive industry.58

The calculation illustrates each industry’s sensi-
tivity to the elimination of depreciation and bonus 
depreciation. Table 5.1 also shows how depreciation 
and bonus depreciation lower the effective rate dis-
proportionately across different industries. Because 
depreciation might be viewed as the consumption of 
depreciable investments, industries toward the top of 
the table would likely stand to gain much from expens-
ing policies that would reduce the effective tax rate 
without depreciation. Figure 5.1 illustrates the differ-
ence between the current effective tax rate and the 
new effective rate without depreciation.

The pressures that the highly sensitive industries 
face under current cost- recovery rules are mirrored 
by CBO’s list of assets occupying the bottom quartile 
of effective rates: mining structures, petroleum and 
 natural gas structures, railroad equipment, aircraft, 
specialized industrial machinery, fabricated metal 
products, ships and boats, and construction machin-
ery.59 These assets are heavily used in table 5.1’s five 
most sensitive industries. The low rates on these assets 
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may signal that associated industries are highly moti-
vated to lobby for faster accelerated depreciation.

Table 5.2 shows how capital intensive each industry 
is in terms of depreciation as a percentage of corpo-
rate income subject to tax. For some industries, the 
annual use of depreciation exceeds total income on 
a yearly basis. Interestingly, the industries that are 
highly capital intensive (table 5.2) are not necessarily 

Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure 5.1. Effect of Depreciation on Effective Tax 
Rates
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the industries that are most sensitive to shifts in cost 
recovery (table 5.1). The sensitivity ranking is most 
likely picking up the size of the depreciation deduc-
tion relative to all other frequently used deductions 
and credits across a given industry.

This chapter suggests that industries that are more 
sensitive to changes in capital cost recovery will likely 
benefit the most from full expensing. The intersection 
of CBO’s lowest asset rates and the industries ranked 
 here as highly sensitive indicates which industries 
have the greatest incentive to lobby for special tax 
treatment. The industries at the bottom of table 5.1 
should not be dismissed, though, as potential benefi-

Table 5.2. Industry Reliance on Depreciable Capital

INDUSTRY

CAPITAL INTENSITY 

RATIO (%)

Utilities 237

Transportation and warehousing 220

Agriculture, forestry, fishing, and hunting 168

Information 138

Mining 104

Health care and social assistance 101

Wholesale trade 71

Construction 67

Manufacturing 62

Retail trade 57

Finance and insurance 23

Source: Data from Internal Revenue Service, “Table 12—Returns 
of Active Corporations, Other than Forms 1120-REIT, 1120-RIC, 
and 1120S” (1998–2012), June 27, 2014.
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ciaries of immediate cost recovery because all indus-
tries will benefit from full expensing in absolute terms.

CRITIQUES OF FULL COST RECOVERY

The US corporate tax system is riddled with ineffi-
ciencies. Full expensing is just one of many changes 
that would make the US tax code more efficient and 
equitable. Any proposed change to the tax code will 
have detractors with well- formed critiques. This sec-
tion addresses common objections to expensing. Full 
expensing on its own is not a magic tax code remedy; 
it should be part of a larger reform.

The first objection to expensing is that businesses 
should be arguing for statutory rate reduction instead. 
Tom Neubig, national director of quantitative econom-
ics and statistics at Ernst & Young, gives seven reasons 
corporate finance and tax officers prefer lower corpo-
rate tax rates to expensing.60 His critique assumes a 
binary choice: either expensing or lower tax rates, but 
not both. Additionally, as J. D. Foster argues, “Even 
capital- intensive firms often appear to prefer lower 
tax rates to more accelerated depreciation.”61 It is 
important to note that the case presented in this chap-
ter for expensing is not an argument against lower 
statutory tax rates, although Gravelle’s paper on long- 
run revenue collections may temper enthusiasm for 
statutory rate reform.62 However, in contrast with rate 
reduction and a focus on the tax treatment of capital, 
expensing brings rates of taxation on all capital goods 
into parity and increases the return on capital invest-
ments.63 The fact that the effective rate reduction does 
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not appear in book accounting presents a perception 
problem that may be hard to overcome, but the eco-
nomic savings are very real. Furthermore, the 2011 
Duke– CFO Magazine survey shows that executives 
can look beyond some accounting losses if they think 
they will come out ahead on other margins.64 The 
most salient concern for some businesses is a possible 
change to the interest deduction, although this con-
cern does not constitute a critique of full expensing as 
a policy in its own right.

A second objection to expensing is that the existing 
bonus depreciation policy has already failed the litmus 
test for encouraging investment. Is bonus depreciation 
an effective tax incentive? The question is important 
to the discussion  here because bonus depreciation is 
not only a form of accelerated depreciation but also a 
stepping-stone to full expensing. Federal Reserve 
Board economist Jesse Edgerton looks at whether 
accelerated depreciation or an investment tax credit is 
more effective as an investment incentive.65 He con-
cludes that accelerated depreciation is about half as 
effective as an investment tax credit. This effect is weak 
because accelerated depreciation provisions do not 
show up in the effective tax rate for book purposes. That 
rate is a key indicator for investors; thus, corporate 
executives may be less focused on other mea sures of 
effective tax rates.66 Accounting professors David Hulse 
and Jane Livingstone compare investment in 2001 
and 2004, when bonus depreciation was allowed, to 
years without bonus depreciation and also find it to be 
a weak investment incentive.67 The literature seems to 
be in general agreement: temporary accelerated and 
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bonus depreciation provisions are middling stimulus 
mea sures.68

Despite the consensus that bonus depreciation 
is not a strong investment incentive, expensing has 
some important differences that may produce differ-
ent results. Temporary bonus depreciation is intended 
to shift investment forward rather than induce a 
higher level of total investment.69 Furthermore, the 
temporary provisions are often only 30 to 50 percent. 
The small effects found in papers examining bonus 
depreciation might increase significantly if the provi-
sion  were expanded to 100 percent and made perma-
nent. Expensing removes much of the uncertainty 
from the current depreciation system, which offers 
a parade of temporary write- offs and exemptions. 
Businesses generally make large- scale investment 
decisions on the basis of long- run economic consider-
ations, not the temporary vicissitudes of congressional 
tax tampering.70

A more stable tax regime will allow businesses to 
focus on more productive pursuits and plan for the 
future with tax certainty.71 As one of the authors of this 
chapter has pointed out in testimony before Congress, 
“Predictable tax policy is essential to long- term eco-
nomic growth. Generally, temporary tax provisions 
should be avoided, especially when trying to correct 
or rectify a permanent problem. Further, allowing 
any provisions that favor one group or activity over 
another not only puts the government in the posi-
tion of picking winners and losers, but also opens the 
Congress up to be influenced by those seeking special 
favors.”72
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A third objection to moving to a full expensing 
system is uncertainty about the policy’s revenue neu-
trality. Although much evidence supports the narra-
tive that, in the long run, expensing will not be a net 
drain on federal revenue, any tax proposal can have 
unanticipated revenue effects.73 This possibility may 
be an acceptable risk in return for a better tax code. 
A reduction in rent- seeking opportunities will allow 
businesses to allocate those dollars to value- creating 
enterprises, and parity in effective capital tax rates 
will allow investments to more efficiently flow to their 
highest- valued use.

CONCLUSION

The complexity and breadth of the US tax code can 
make any change seem trivial on its own. Expensing 
may be one of many necessary tools to move toward 
better federal corporate tax policy. Expensing may 
have some short- run costs, but they are outweighed 
by the long- run gains in efficiency, fairness, and eco-
nomic growth. Effective tax rates influence how busi-
nesses allocate their investments, and a flat zero rate 
on all investments will allow more efficient economic 
allocation.

Moving away from depreciation toward full 
expensing will not be an easy sell to stakeholders. 
Many industries enjoy their favored tax status, and 
many politicians enjoy the ability to hand out favor-
able depreciation schedules. Expensing should be an 
easy sell to those who have an eye on future economic 
growth. Full cost recovery will help move away from 
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distortionary taxes that have biased investors against 
long- lived investments, such as manufacturing plants 
and commercial buildings. Lower effective tax rates 
would be a boon for investment and would help stim-
ulate domestic economic growth.74 These changes 
might shake up some privileged industries, but almost 
everyone will be better off with an efficient and equi-
table tax treatment of capital investments.

Finally, as discussed at length in chapters 3 and 4, 
policymakers must take in account that any corporate 
tax is a tax on individuals— whether investors, work-
ers, or consumers. Although abolishing the corporate 
tax code may not be po liti cally feasible at this time, 
adopting expensing over depreciation is a step in 
the right direction.
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Consumer advocates view the mortgage inter-
est deduction (MID) as a benefit for lower-  and 
middle- income taxpayers.1 Yet fewer than 

9.8 percent of tax filers earning less than $50,000 
claim the MID, and these are the same  house holds 
that would gain the most from the social benefits of 
homeownership. Instead, most of the monetary ben-
efits from the MID go to high- income earners, whose 
average tax benefit from the MID is nearly nine times 
greater than that of  house holds earning $50,000 to 
$100,000.

This chapter examines two fundamental problems 
with the MID. First, as currently structured, the MID 
does not encourage greater homeownership, although 
it does encourage higher levels of debt and borrowing. 
The primary beneficiaries of tax- subsidized interest 
payments on housing are high- income earners, who 
are more likely to own homes in the first place. Second, 
the MID creates economic inefficiencies, particularly 
among high- income taxpayers, who divert resources 
from more socially valuable investments into larger 
homes. All  else being equal, lower levels of economic 
efficiency mean fewer jobs and less prosperity.

CHAPTER 6

Why Should Congress 
Reform the Mortgage 

Interest Deduction?
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One of the difficulties with the existing US tax code 
is that closing one loophole can result in a transfer of 
much of the government- subsidized spending to a 
different special tax provision. For example, when the 
tax deduction for consumer interest was eliminated 
with the Tax Reform Act of 1986, high- income earn-
ers increased their use of housing interest by 67 to 
86 cents for every dollar lost in consumer interest.2 
Today, there is still reason to believe that the exist-
ing tax bias toward housing is diverting resources 
from other areas of the economy. Writing about a 
slightly different tax code in 2005, the US Trea sury 
found that investments in owner- occupied housing 
had a marginal effective tax rate of nearly 0 percent as a 
result of capital gains exclusion on the sale of primary 
residences, whereas investments in noncorporate 
businesses and corporate businesses  were taxed at 17 
and 26 percent, respectively.3 Alan Viard and Robert 
Carroll find that the existing tax code bias toward 
housing through the MID diverts resources from 
other productive investments.4

The MID likely could be eliminated with minimal 
effects on low-  and middle- income taxpayers because 
over 64 percent of the MID tax benefits go to tax fil-
ers earning more than $100,000 annually. Eliminating 
the MID in exchange for lower marginal rates and a 
higher standard deduction would represent a general 
improvement in the standard of living for almost all 
low-  and middle- income taxpayers.

However, given the po liti cal constraints surround-
ing repeal of the MID, we also present a second- best 
option. The MID could be reformed into a nonrefund-
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able credit of approximately $1,070, which would 
encourage homeownership and provide a stronger tax 
benefit for low- income households— the  house holds 
that stand to gain the most from the so cio log i cal bene-
fits of homeownership. Adoption of a mortgage interest 
credit could increase homeownership among low-  and 
middle- income  house holds by as much as 5 percent 
while decreasing homeownership rates among high- 
income  house holds by only 1 percent.

WHO BENEFITS FROM THE MORTGAGE 
INTEREST DEDUCTION?

One of the most commonly cited justifications for 
the MID is that it promotes homeownership among 
the middle class and supports industries that employ 
middle- class workers.5 About six in every ten 
Americans oppose elimination of the MID, and one in 
every four claim it on their income tax returns.6 By an 
economic valuation, the MID is a sizable tax subsidy— 
the third-largest deduction in the US tax code (behind 
the exclusion of employer contributions for medical 
insurance premiums and the exclusion of net imputed 
income). In 2013, the MID decreased federal revenue 
by $69 billion.7 Although the upper- middle class does 
benefit from the deduction, most of the monetary ben-
efits go to higher- income taxpayers and little to none 
go to low- income  house holds that purchase a home 
(see figure 6.1). On average, wealthier  house holds 
borrow more money and have higher rates of home-
ownership (see figure  6.2, page 132). One reason 
low- income and many middle- income taxpayers are 
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unlikely to use the MID is that the standard deduction 
for an individual taxpayer in 2014 was $6,200 ($12,400 
for married couples filing a joint tax return). Unless 
annual mortgage interest expenses (combined with 
any other expenses that are allowed as itemized tax 
deductions) are greater than the standard deduction, 
a taxpayer will not opt to itemize deductions. Instead, 
the taxpayer will take the simpler and more financially 
sound route of using the standard deduction.8

Source: Data from Internal Revenue Ser vice, “Table 1.1— All Returns: Selected Income and 
Tax Items, by Size and Accumulated Size of Adjusted Gross Income, Tax Year 2010,” July 
2012, and “Table 3.1— Returns with Modified Taxable Income: Adjusted Gross Income and 
Tax Items,” 2010.

Figure 6.1. Benefits of the Mortgage Interest Deduction 
by Adjusted Gross Income
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The purported public policy role of housing- related 
tax deductions and credits is to increase homeowner-
ship. In this chapter, we show how much of the MID 
goes to higher- income earners, who would likely 
purchase homes even without the MID. Economists 
Edward Glaeser and Jesse Shapiro reach a similar 
conclusion— that the MID has little impact on the 
homeownership rate.9 As currently structured, the 
MID fails to significantly increase homeownership 
among its intended beneficiaries, and it encourages 
greater debt among homeowners.10 In short, the MID 
generally gives a tax break to  house holds that would 
likely purchase homes anyway and enables high- income 
 house holds to buy homes that are roughly 10 to 20 per-
cent more expensive than those they would buy other-
wise.11 This chapter does not examine the social benefits 
of owning a larger home, but a mix of social benefits and 
costs for homeownership is discussed.

Figure 6.2 shows that the homeownership rate is 
distinctly higher for  house holds with incomes greater 
than the median, suggesting that, not surprisingly, 
income is a significant determinant of own ership. The 
figure also suggests that the MID is not a significant 
equalizer of outcome when it comes to homeown-
ership. According to a 1997 paper, 45 percent of the 
aggregate benefit of the MID went to the 9.8 percent 
of taxpayers with annual incomes over $100,000.12 
Compared to 1997 nominal  house hold income in 2010, 
48.5 percent of the aggregate benefit of the MID goes 
to 13 percent of taxpayers with incomes over $100,000 
(see table 6.2, page 136).13
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Many other countries have a mortgage interest deduc-
tion, too. Although various social and economic 
factors contribute to a country’s homeownership 
rate, a side- by- side comparison of countries indi-
cates an inconclusive relationship between the MID 
and homeownership (see table 6.1). In the United 
Kingdom, which phased out the MID between 1975 
and 2000, the homeownership rate  rose from 53 per-
cent in 1974 to 68 percent in 2001.14 Despite the lack 
of a statistically strong relationship between tax sub-
sidies and homeownership rates, the United States 
boasts the world’s most generous tax subsidies for 

Source: Data from the US Census Bureau.

Note: Homeownership rates above and below median family income are not available 
before 1993.

Figure 6.2. Homeownership Rate by Income
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Table 6.1. Homeownership Rates and Mortgage Interest 
Deductibility for Selected Economies

COUNTRY

HOMEOWNERSHIP 

RATE (%)

IS MORTGAGE  

INTEREST  

DEDUCTIBLE?

Singapore 87 No

Taiwan 84 Yesa

Spain 82 Yes

Ireland 77 Yes

Norway 77 Yes

Portugal 75 Yes

Greece 72 Yesb

Italy 71 No

Australia 70 No

Canada 68 No

United Kingdom 68 No

New Zealand 67 No

United States 65 Yes

Finland 64 Yes

Belgium 63 Yesb

Japan 61 No

Sweden 60 Yes

Poland 59 Nob

France 55 Noc

Korea, Rep. 54 No

Netherlands 50 Yesb

Austria 49 Yes

Germany 42 No

Switzerland 35 Yesb

(continued)
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owner- occupied housing.15 Much of the justification 
for the subsidies is focused on encouraging individu-
als to have better  house hold saving plans. Yet as Yale 
economist Robert Shiller points out, foreign countries 
such as Switzerland have higher rates of  house hold 
savings without high homeownership rates.16

A successful tax- favored housing policy would 
be designed to encourage inframarginal  house holds 
to purchase a home— people who would like to own 
homes but who would not do so without a federal sub-
sidy.17 In 1973, Stanley Surrey, who served as assistant 
secretary of the trea sury for tax policy from 1961 to 
1969, wanted to reform the MID to subsidize such 
 house holds.18 However, the decision to purchase a 
home is influenced by a variety of factors, includ-
ing socioeconomic status and local housing prices. 
Economists Peter Brady, Julie- Anne Cronin, and Scott 

Table 6.1. (continued )

Source: Steven C. Bourassa, Donald R. Haurin, Patric H. 
Hendershott, and Martin Hoesli, “Mortgage Interest Deductions and 
Homeownership: An International Survey,” Research Paper 12-06, 
Swiss Finance Institute, Geneva, February 9, 2012.
a. Although Taiwan has a mortgage interest deduction, it is tied to 
another deduction that is available to renters. Steven C. Bourassa 
and Chieng-Wen Peng, “Why Is Taiwan’s Homeownership Rate  
So High?,” Urban Studies 48, no. 13 (2011), 2887–904.
b. Greece, Belgium, Poland, the Netherlands, and Switzerland 
all have imputed rent taxes, although Greece’s tax applies 
only to large dwellings. Calista Cheung, “Policies to Rebalance 
Housing Markets in New Zealand,” OECD Economics Department 
Working Paper 878, Organisation for Economic Co-operation and 
Development, 2011.
c. France instated mortgage interest credits for first-time buyers  
in 2007 but abolished them in 2011.
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Houser examine some primary factors in the decision 
to itemize deductions: income, various demograph-
ics, and housing prices, as well as federal, state, and 
local tax policies.19 They conclude that over 60 per-
cent of the probability of itemizing deductions ver-
sus taking the standard deduction is accounted for 
by regional variation in housing prices and housing 
tax policies. For many low-  and middle- income tax-
payers, tax- favored housing policies are often out of 
reach because the itemized benefit of the MID is not 
greater than the standard deduction (currently $6,200 
for individuals and $12,400 for joint filers). In many 
cases, using the MID— and any other applicable item-
ized tax deductions— only makes sense if the taxpayer 
earns a certain level of income. According to IRS data, 
three- fourths of tax filers who use the MID have an 
income of at least $100,000 (see table 6.2). A reform that 
increased low- income taxpayers’ access to tax- favored 
housing policies would need to take demographics and 
housing prices into account.

Lowering the marginal tax rates reduces high- 
income taxpayers’ incentive to use the MID. Referring 
to the 1986 Tax Reform Act, economists James Follain 
and David Ling say, “All  else equal, these reductions 
in marginal tax rates lower the subsidy to housing.”20 
In other words, because such taxpayers are taxed at a 
lower marginal rate, the MID has less value. As their 
income increases, taxpayers increasingly benefit from 
the MID. According to the most recent data, from 2010, 
 house holds in the bottom 65 percent of the income 
distribution obtained 18 percent of the reduction in 
taxable income from the MID, whereas  house holds 



Table 6.2. Benefits of the Mortgage Interest Deduction by Income, 2010

LEVEL OF INCOME

ALL  

LEVELS  

OF INCOME

UNDER 

$15,000

$15,000 TO 

$29,999

$30,000 TO 

$49,999

$50,000 TO 

$99,999

$100,000 TO 

$199,999

$200,000 

TO 

$249,999

$250,000 

AND ABOVE

Total number of tax 
returns

35,036,910 30,890,795 25,621,630 30,627,721 14,008,889 1,537,297 2,738,863 140,462,105

Number of itemized tax 
returns

1,872,849 3,875,849 7,500,859 17,272,112 11,881,416 1,451,691 2,650,754 46,505,530

Number of tax returns 
claiming MID

1,036,535 2,409,435 5,511,974 14,025,505 10,157,415 1,193,764 2,027,798 36,362,426

Share of tax returns 
claiming MID (%)

2.96 7.80 21.51 45.79 72.51 77.65 74.04 25.89

Share of itemized 
returns claiming MID (%)

55.35 62.17 73.48 81.20 85.49 82.23 76.50 78.19

Reduction in taxable 
income from MID  
($ thousands)

8,229,943 18,121,315 42,626,632 127,173,272 122,119,547 19,521,612 42,883,844 380,676,165

Reduction in taxable 
income from MID per 
return ($)

230 590 1,660 4,150 8,720 12,700 15,660 2,710

Reduction in taxable 
income from MID per 
itemized return ($)

4,390 4,680 5,680 7,360 10,280 13,450 16,180 8,190

Average reduction in 
taxable income from 
MID per returns claiming 
MID ($)

7,940 7,520 7,730 9,070 12,020 16,350 21,150 10,470

Effective tax rate for all 
returns (%)

5.81 6.25 8.83 11.59 16.34 21.72 27.37 17.33

Effective tax reduction 
of MID/static revenue 
loss ($ thousands)

478,263 1,132,671 3,765,705 14,739,119 19,950,535 4,239,460 11,736,078 56,041,831

Effective tax reduction 
from MID per return

14 37 147 481 1,424 2,758 4,285 470

Source: Data from Adrian Dungan and Michael Parisi, “Individual Income  
Tax Returns, Preliminary Data, 2010,” SOI Bulletin 31, no. 3 (Winter 2012):  
5–18, 6–8, figure A.
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in the top 35 percent accounted for 82 percent of the 
reduction in taxable income (see table 6.2).21

However, these mea sure ments of taxable income 
understate the realized benefit of the deduction to 
higher- income  house holds. Because higher- income 
taxpayers pay a higher marginal rate on their tax-
able income, any deduction that decreases taxable 
income is more valuable to a high- income taxpayer 
than to a low- income taxpayer. Looking at the aggre-
gate effective tax break for low- income  house holds 
compared to high- income  house holds, one finds that 
the 2 percent of income earners who make more than 
$250,000 annually receive nearly 25 times more from 
the MID than those who earn less than $15,000 (see 
table 6.2).

Looking at average effective tax breaks per return, 
one discovers that the difference between income 
brackets is even greater because less than 3 percent 
of  house holds earning $15,000 or less claim the MID. 
The average effective tax reduction for each return 
among the lowest- income families is $14. Compare 
that to the average $4,285 tax reduction for tax fil-
ers who earn $250,000 or more. The large variation 
in nominal benefits is one reason that many econo-
mists consider the MID to be a regressive tax policy. 
High- income earners receive an average tax benefit 
that is nine times greater than that of tax filers earning 
$50,000 to $100,000 (see table 6.2). The effective tax 
reduction of the MID per return for tax filers earn-
ing $100,000 to $200,000 is $1,424, which is nearly 
10 times the $147 saved by taxpayers earning $30,000 
to $50,000.
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In terms of effective tax reduction, taxpayers earning 
more than $100,000 (13 percent of tax returns) receive 
more than $35 billion in tax reductions, whereas tax-
payers earning less than $50,000  (65  percent of tax 
returns) receive a little more than  $5 billion. Less 
than 20 percent of all income tax returns that report 
less than $40,000 in earnings claim the MID, whereas 
approximately 75 percent of income tax returns with 
reported earnings of $100,000 to $1 million claim the 
MID (see table 6.3). Because of the extreme differ-
ences in who benefits from the MID, many scholars 
believe that it is highly skewed toward high- income 
 house holds.22

In addition to favoring higher- income earners, 
the benefits associated with the MID favor par tic u lar 
geographic locations. According to economists Todd 
Sinai and Joseph Gyourko’s study on tax- favored 
housing for the years 1980–2000, the biggest benefits 
went, in descending order, to Washington, DC; Hawaii; 
California; New York; Massachusetts; Connecticut; 
and New Jersey—5 of which are among the top 14 
median state incomes.23 Owner- occupied benefits 
exceeded $8,000 in each of these high- income states, 
which also have the highest state marginal tax rates. 
In another study, Gyourko and Sinai find that three 
metropolitan areas— New York– northern New Jersey, 
Los Angeles– Riverside– Orange County, and San 
Francisco– Oakland– San Jose— received 5 percent of 
net positive benefits from the MID.24

MID state tax policies suffer from equity and 
 efficiency problems similar to those of federal tax 
policy. As Richard Green and Andrew Reschovsky 



Table 6.3. Share of Taxpayers Claiming the Mortgage Interest 
Deduction in 2010, by Income Range

ADJUSTED GROSS 

INCOME RANGE ($)

SHARE WHO ITEMIZE  

MORTGAGE INTEREST 

DEDUCTION (%)

All 25.86

0–4,999 1.97

5,000–9,999 2.77

10,000–14,999 3.85

15,000–19,999 5.78

20,000–24,999 8.02

25,000–29,999 11.45

30,000–39,999 17.80

40,000–49,999 27.38

50,000–74,999 40.45

75,000–99,999 56.21

100,000–199,999 73.28

200,000–249,999 78.63

250,000–499,999 77.54

500,000–999,999 72.64

1,000,000–1,499,999 66.37

1,500,000–1,999,999 64.57

2,000,000–4,999,999 60.98

5,000,000–9,999,999 53.99

10,000,000 and above 47.39

Source: Data from the Statistics of Income Division of the Internal 
Revenue Service.
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explain, “In 33 of the 42 states with individual income 
taxes, mortgage interest is deductible in the calculation 
of state income tax liabilities, further increasing the 
tax subsidy to homeownership.”25 In fact, all states 
with an MID (except Alabama) favor high- income 
 house holds relative to middle- income  house holds.26 
Table 6.4 shows a state- by- state comparison of the 
percentage point reduction in effective tax rates 
among  house holds with $50,000 in earnings and those 
with $200,000 in earnings that claim a state MID. The 
table also provides a ranking of the difference in effec-
tive tax rate reduction by state. These data suggest that 
state MIDs offer a more significant decrease in effec-
tive tax rates for high- income earners than for middle- 
income  house holds. Thus, the economic distortions 
caused by the state MIDs, and their regressive effects, 
go even beyond those at the federal level.

The demographics of the main beneficiaries of the 
MID are more par tic u lar than just income and geogra-
phy. Because the MID is something that is used over an 
extended period of time, MID users who recently pur-
chased a home have a particularly strong interest in 
continuation of the MID in the tax code. Young, high- 
earner homeowners would be the most disadvantaged 
by its repeal.27 Evidence also suggests that two- earner 
 house holds would be particularly affected by changes 
to the MID, because they tend to use greater amounts 
of debt to finance their homes.28

The MID thus frequently gives higher- income tax-
payers a tax deduction for a purchase that they would 
have made anyway.29 Glaeser and Shapiro conclude 
that the MID does little to increase the country’s 
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homeownership rate; rather it increases the demand 
for debt and modifies the progressivity of the tax 
code.30 A similar conclusion was reached by Thomas 
Boehm and Alan Schlottmann, who find that across 
the 1970s and through the 1990s, the MID increased 
demand for housing by 2.6 to 3.5 percentage points 
but that the MID may have had greater influence in 
the 1970s and 1980s because of an increased likelihood 
that a given person was a homeowner in the 1990s.31

An effective federal tax policy that promotes home-
ownership should ensure that any tax benefit goes to 
 house holds at the margin— those that would not neces-
sarily purchase a home without the tax benefit. As long 
as housing tax policy exists, it should be designed to 
encourage access to the social benefits among potential 
homeowners who would not otherwise buy a home. 
Some of these social benefits are discussed in the next 
section.

SOCIAL BENEFITS AND COSTS  
OF HOMEOWNERSHIP

The social benefits discussed in this section are a sum-
mary of research on the positive and negative exter-
nalities associated with homeownership. To the 
extent that the MID increases homeownership rates, 
these issues are influenced by tax policy as well (see 
table 6.5).

Positive externalities from homeownership may 
include benefits to the next generation as well as bet-
ter property maintenance and stronger communities. 
In their 1997 study, economists Richard Green and 



Table 6.5. Positive and Negative Externalities of Homeownership

TYPE

SOCIAL OUTCOME AND SUPPORTING 

RESEARCH

Positive externalities

Better property 
maintenance

Rental homes depreciate at a faster rate 
than owner-occupied single-family homes 
(DiPasquale and Glaeser 1999; Shilling, 
Sirmans, and Dombrow 1991; Galster 1983).

More pleasant  
community

A significant amount of spending in expensive 
areas of the country is on land or community 
amenities (Glaeser and Gyourko 2001).

Homeowners are more likely to make political 
choices that favor the long-run health of their 
community (as measured by school funding 
and road maintenance). Municipalities with a 
higher level of renters, who have an incentive 
to favor policies with short-run gains, vote for 
policies favoring social welfare and hospitals 
(DiPasquale and Glaeser 1999; Monroe 2001).

Homeowners are more likely to invest in com-
munities because of the high cost of moving 
(DiPasquale and Glaeser 1999; Monroe 2001).

More politi-
cally informed 
 residents

Homeowners are more likely to be informed 
about political figures and to be active in local 
politics (Glaeser and Shapiro 2003).

More successful  
children

Children of homeowners are 9 percent less 
likely to drop out of school than children of 
comparable renters (Green and White 1997).

Negative externalities

More  
unemployment

Higher homeownership rates lead to high 
levels of unemployment. Areas with renters 
can move more quickly in response to an 
 economic shock (Oswald 1999).

(continued)



Table 6.5. (continued )

TYPE

SOCIAL OUTCOME AND SUPPORTING 

RESEARCH

More income  
segregation

Encouraging more housing consumption 
encourages wealthier people to leave small 
city apartments for larger homes on the 
fringe of the city, thereby imposing negative 
social costs on people remaining in the city 
and increasing segregation by income (Voith 
1999).

Homeownership can cause political behavior 
that restricts the supply of new housing via 
zoning and other land-use controls in order to 
raise prices (Glaeser and Shapiro 2003).

Sources: Edward L. Glaeser and Jesse M. Shapiro, “The Benefits 
of the Home Mortgage Interest Deduction,” in Tax Policy and 
the Economy, vol. 17, ed. James M. Poterba (Cambridge, MA: MIT 
Press, 2003), 37–82; Denise DiPasquale and Edward L. Glaeser, 
“Incentives and Social Capital: Are Homeowners Better Citizens?,” 
Journal of Urban Economics 45, no. 2 (March 1999): 354–84; 
James Shilling, C. F. Sirmans, and Jonathan Dombrow, “Measuring 
Depreciation in Single-Family Rental and Owner-Occupied 
Housing,” Journal of Housing Economics 1, no. 4 (December 
1991): 368–83; George Galster, “Empirical Evidence on Cross-
Tenure Differences in House Maintenance and Conditions,” Land 
Economics 59, no. 1 (February 1983): 107–13; Edward L. Glaeser 
and Joseph Gyourko, “Urban Decline and Durable Housing,” NBER 
Working Paper 8598, National Bureau of Economic Research, 
Cambridge, MA, November 2001; Albert Monroe, “The Effects of 
Homeownership on Communities” (PhD diss., Harvard University, 
May 2001); Richard Green and Michelle White, “Measuring the 
Benefits of Homeowning: Effects on Children,” Journal of Urban 
Economics 41, no. 3 (May 1997): 441–461; Andrew J. Oswald, “The 
Housing Market and Europe’s Unemployment: A Non-technical 
Paper,” Working Paper, University of Warwick, Coventry, UK, 1999; 
Richard Voith, “Does the Federal Tax Treatment of Housing Affect 
the Pattern of Metropolitan Development?,” Federal Reserve Bank 
of Philadelphia Business Review, March–April 1999, 3–16.
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Michelle White find that children of homeowners 
 were 9 percent more likely to stay in school than the 
children of renters.32 Green and White monetized the 
value of a low- income renter becoming a homeowner 
at $31,000.33 Economists Glaeser and Shapiro also find 
evidence that homeowners take better care of their 
property and tend to work harder at making their com-
munity more pleasant. Homeowners tend to be more 
interested in their community because of high mobil-
ity costs and because the value of their asset is tied to 
the quality of their community.34 These fixed interests 
also lead homeowners to be more involved po liti cally.

Greater po liti cal activity around a set of concen-
trated interests also can produce negative externali-
ties. According to Richard Voith, former economist 
at the Federal Reserve Bank of Philadelphia, the 
MID promotes zoning laws that increase neigh-
borhood gentrification. For example, a zoning law 
that mandates a minimum lot size works in favor of 
high- income  house holds and against low- income 
 house holds, making lot purchases cost prohibitive for 
some low- income  house holds. Hence, larger suburban 
plots attract higher- income  house holds, whereas low- 
income  house holds are concentrated in older, denser 
urban neighborhoods.35 Gentrification can have sig-
nificant implications for the provision of certain pub-
lic goods and for public school systems.

Other authors, including Henry Aaron, Harvey 
Rosen, Kenneth Rosen, James Poterba, and Edwin 
Mills, have examined the social costs associated with 
the MID.36 This chapter does not attempt to conclude 
whether the externalities from homeownership are a 
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net social gain or loss. But it seems likely that the effect 
of any positive externalities from homeownership 
would be relatively greater for low- income taxpayers 
than for high- income taxpayers.

ECONOMICS OF THE MORTGAGE  
INTEREST DEDUCTION

In addition to the social effects of the MID, it has 
economic and public policy implications. One of the 
main objections to the MID is that preferential hous-
ing encourages overinvestment in housing. Although 
the MID has little effect on the homeownership rate, it 
does have a significant role in increasing the amount of 
debt and the size of a home that is purchased. Studies 
estimate that the MID encourages people to acquire 
homes that are 10 to 20 percent larger than they would 
have purchased without the MID.37

Such investment occurs at the expense of invest-
ments in plants and equipment.38 Money should be 
invested at the most eco nom ically efficient point. Tax 
deductions create an artificially low hurdle for invest-
ment dollars. The healthiest economy is one in which 
the most valued investments are not discouraged in 
place of government- favored alternatives.

Taxpayers reshuffle their investment portfolios 
in response to changes in the tax code. For example, 
when the Tax Reform Act of 1986 ended the deduct-
ibility of consumer debt, high- income taxpayers 
increased their consumption of the MID. Economists 
Jonathan Skinner and Daniel Feenberg found that 
high- income earners increased their consumption 
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of interest on housing by 67 to 86 cents for every dol-
lar decrease in consumer interest paid.39 Dean Maki 
draws similar conclusions.40

Another important implication of the Skinner 
and Feenberg study is that estimates about revenue 
lost from the MID overstate the true loss in govern-
ment revenue. Taxpayers adjust their behavior in 
response to changes in tax- preferred investments in 
an effort to minimize their tax burden. These behav-
ioral responses reduce the tax revenue that could be 
expected to be gained by ending any given tax expen-
diture. First, revenue may be lower than anticipated 
because taxpayers may transfer some investments into 
a different form of tax- preferred investment. Second, 
if mortgage interest  were no longer a tax- preferred 
investment, taxpayers would draw down on holdings 
of interest, dividends, and capital gains to reduce their 
principal and interest payments. Because other forms 
of taxable income would be used to lower outstanding 
debt, there would be less government revenue from 
taxing those alternative forms of investment.41 As a 
result, estimates of what portion of the MID would be 
collected as revenue in the provision’s absence vary: 
James Follain and Lisa Sturman Melamed estimate 
25 percent; Martin Gervais and Manish Pandey esti-
mate 58 percent; William Gale, Jonathan Gruber, and 
Seth Stephens- Davidowitz estimate 84 percent; and 
James Poterba and Todd Sinai estimate 80 percent.42 
Therefore, even if the MID  were eliminated, it would 
not lead to an instant $69 billion in annual tax revenue 
for the US Trea sury.43
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Last, the MID increases the demand for housing, 
thus increasing both the price of homes and interest 
rates. Estimates of how much the MID increases hous-
ing prices range from 10 to 15 percent.44 Lawrence 
Yun, chief economist for the National Association of 
Realtors, claims that eliminating the MID would result 
in trillions of dollars of wealth destruction and uncer-
tainty.45 One study finds that the increase in housing 
prices is largely driven by the demand for homes that 
are 10 to 20 percent larger than the homes buyers 
would choose in the absence of the MID.46 Marquette 
University economist Andrew Hanson estimates that 
the MID increases home sizes by as much as 1,400 
square feet.47 A rise in homeownership rates further 
increases local prices, perhaps by as much as a 1.5 per-
cent for every 1 percent increase in homeownership.48 
And because the MID increases the demand for debt, 
banks lend money at higher interest rates. Hanson 
estimates that 9 to 17 percent of the MID subsidy is 
offset by higher interest rates.49

PAST REFORMS AND POLICY OPTIONS

The Tax Reform Act of 1986 significantly reduced the 
value of the MID by reducing marginal tax rates and 
increasing the standard deduction. James Follain and 
David Ling estimate that the deadweight economic 
loss of housing subsidies was decreased by one- third 
as a result of the lower marginal tax rates mandated in 
the act.50 The lower tax rates significantly diminished 
use of the MID by lower- income  house holds, although 
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the reduction in use was not quite as great as for high- 
income  house holds. Furthermore, increases in the 
standard deduction made it less desirable or unneces-
sary for low- income  house holds to claim itemized 
deductions, thus sparing these taxpayers associated 
tax complexities. Follain and Ling report that in 1991 
the interest deduction became “essentially worth-
less” for a  house hold with a typical loan– to– market 
value ratio and an annual income below $42,500.51 In 
inflation- adjusted terms, this amount would be nearly 
$73,000 in 2014.52 Consistent with other data, there 
seems to be an increase in homeownership and in the 
use of the MID beginning around this income level 
(see tables 6.2 and 6.3, pages 136 and 140).

In light of the regressive nature of the MID’s benefit 
distribution and the lack of desired policy outcomes, 
there are reforms to housing tax policy that could more 
effectively help the intended beneficiaries. Many of 
these policy changes might not— and likely would not— 
solve many of the economic and investment inefficien-
cies that a housing subsidy creates. Before moving on 
to policy recommendations, we describe three alterna-
tive reforms considered by others in the literature: (a) 
refundable and nonrefundable tax credits on mortgage 
interest, (b) a fixed tax credit for homeownership, and 
(c) a one- time home- buyer credit.

One of the first options addressed in the literature 
is a refundable tax credit for mortgage interest pay-
ments. Green and Reschovsky estimate that a credit 
equal to 21 percent of mortgage interest payments 
would raise total homeownership by 3 percent. House-
holds earning less than an estimated inflation- adjusted 
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$145,000 ($100,000  in 1997) would experience 
an increase in homeownership, whereas the wealthi-
est house holds would experience less than a 1 per-
cent decrease.53 These changes in homeownership 
rates from the simulation models run by Green and 
Reschovsky imply that nearly 3.1 million  house holds 
would become homeowners, while only about 30,000 
high- income homeowners would choose to become 
renters.54 The refundable tax credit could lower tax 
liabilities to below zero for many homeowners with 
mortgage interest.

In 2010, the National Commission on Fiscal 
Responsibility and Reform (otherwise known as the 
Simpson– Bowles Commission) suggested reforming 
the MID into a nonrefundable tax credit for mortgage 
interest. Nonrefundable tax credits can lower tax 
liabilities down to zero but not below. The commis-
sion proposed imposing a 12 percent tax credit cap on 
interest paid and lowering the maximum qualifying 
debt from $1 million to $500,000.55 Changing the cap 
would significantly scale back housing tax subsidies 
to high- income earners because only 0.39 percent of 
 mortgages exceed the current $1 million cap.56 The 
commission also revisited one of the policy ideas of 
the 2005 President’s Advisory Panel on Federal Tax 
Reform. The panel had considered reforming the MID 
into a credit on 15 percent of eligible mortgage inter-
est to encourage homeownership in general, not just 
the purchase of bigger homes.57 The ceiling on eligible 
mortgage principal would have been limited to between 
$227,000 and $412,000 (approximately $272,000 and 
$493,000, adjusted for inflation), depending on average 
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regional housing costs. Economists David Ling and 
Gary McGill examine a 15 percent credit in their 2007 
paper. Without accounting for behavioral effects, they 
find that the credit would decrease tax liabilities for 
low- income  house holds, whereas some  house holds 
earning in excess of $75,000 would see their tax bur-
dens rise.58 In an earlier paper, James Follain, David 
Ling, and Gary McGill petition for the introduction of 
a flat nonrefundable tax credit.59 Amanda Eng, Harvey 
Galper, Georgia Ivsin, and Eric Toder present two dif-
ferent proposals for a nonrefundable credit of 15 per-
cent and 20 percent, respectively, of eligible mortgage 
interest to replace the existing MID.60 These two pol-
icy proposals offer a good starting place for reform, but 
setting the tax credit at a specific value could be a sim-
pler and more effective way to encourage low- income 
homeownership.

A second option for reform is an annual tax credit 
for owning a home. Adam Carasso, Eugene Steuerle, 
and Elizabeth Bell examine a 1.03  percent credit, 
in 2005, based on a home purchase price of up to 
$100,000 (an inflation- adjusted $119,000)— regardless 
of whether a mortgage is held. According to their anal-
ysis,  house holds in the bottom four quintiles would 
experience a decrease in taxes, whereas the top quin-
tile would experience a tax increase of 2.5 percent.61 
Similarly, politics professor Peter Dreier argues for a 
complete substitution of the MID for a housing credit.62 
The proposal is interesting, but Dreier does not esti-
mate how the proposal would affect housing demand.

A third potential reform discussed in the literature is 
replacement of the MID with a one- time home- buyer 
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credit on a first home. According to Richard Green and 
Kerry Vandell, this subsidy would be approximately 
$33,000 for the 2 million people annually who are first- 
time home buyers.63 David Ling and Gary McGill claim 
that the first- time home- buyer credit would have a 
particularly strong effect on promoting homeowner-
ship among low- income  house holds.64 However, 
economists Matthew Chambers, Carlos Garriga, and 
Don Schlagenhauf find that the one- time credit actu-
ally backfires on the intent of increasing aggregate 
homeownership levels.65 According to their research, 
the effects of the credit on home prices, in addition 
to offsetting increases in marginal rates, actually 
decrease the aggregate homeownership rate among 
young and poorer  house holds. However, these authors 
examined only the effect of the credit on renters with 
offsetting increases in marginal rates without account-
ing for conversion of the MID into a credit.

All these policy options provide a starting place 
for a discussion about reforming the MID. However, 
none would be as effective as the policy recommen-
dations proposed  here in terms of creating economic 
 efficiency and tax code simplicity, as well as encourag-
ing homeownership.

CONCLUSION

Two policy recommendations are made here— one 
based on tax policy principles and one on improv-
ing homeownership rates. The first- best option is to 
eliminate the MID.66 Only a full repeal of tax- favorable 
housing policies in exchange for lower marginal rates 
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will eliminate economic inefficiencies. Economists 
often point out that lower marginal tax rates in gen-
eral improve economic efficiency and decrease dead-
weight loss.

The strength of eliminating the MID is that it would 
reduce the economic distortions of subsidized hous-
ing for higher- income  house holds. Eliminating the 
MID may slightly decrease the demand for housing 
among some low- income  house holds that actually 
have sufficient mortgage interest to itemize. But this 
decrease seems relatively small, given that the MID is 
used so infrequently by low- income  house holds,67 and 
the bulk of the decrease in the demand for mortgage 
debt would come from  house holds with large loans 
that exceed the loan limits of Fannie Mae and Freddie 
Mac.68 However, James Poterba and Todd Sinai esti-
mate that, in the event of abolishment of the MID, the 
few low- income  house holds that now use it would 
be  disproportionately taxed compared to higher- 
income users.69 These progressivity concerns would 
likely be addressed to some degree if lower marginal 
tax rates or a higher standard deduction  were insti-
tuted to keep the reform revenue neutral. A cleaner 
federal tax code would move away from the current 
tax- driven overvaluation of the housing industry. 
Eliminating the MID would encourage the purchase 
of more moderately sized homes, because the exist-
ing tax subsidy encourages the purchase of homes 
that are 10 to 20 percent larger than would otherwise 
be purchased, predominantly among high- income 
 house holds.70 Revenue- neutral tax reform that elimi-
nated the bias toward homeownership would encour-
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age higher- income  house holds to shift some housing 
investments to more socially productive investments.

A second- best alternative tax reform proposed 
 here is to grant a fixed $900 credit for having a mort-
gage.71 Green and Reschovsky consider this form of tax 
credit in their 1997 paper. They claim that a fixed $850 
credit (approximately $1,250 adjusted for inflation for 
2014) would increase the homeownership rate by 5.3 
percent.72 Similarly, a revenue- neutral fixed credit of 
$903 can be estimated by using the most recent tax 
and housing data, before accounting for behavioral 
effects.73 The credit could be granted for a specific 
number of years for an owner- occupied home. Its 
fixed property might reduce tax code complexity 
and would not be weighted toward greater debt 
financing. The credit should also be adjusted peri-
odically to account for inflation and, if simplicity is 
desired, rounded up to the nearest $50 or $100. For 
example, a credit estimated at $903 could be rounded 
up to $950.

Policymakers should continue to take steps toward 
greater simplicity and efficiency in the US tax code by 
lowering tax rates and increasing the standard deduc-
tion. A cleaner tax code would bring more equality to 
investment opportunities and would be a step toward 
greater tax fairness for renters and homeowners with 
the same incomes.74 But given the difficulties of elimi-
nating the MID outright, including the special- interest 
groups that would oppose any such elimination, tax- 
favored housing should, at a minimum, promote home-
ownership, not necessarily larger and more expensive 
homes or second homes used as vacation properties. A 
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fixed nonrefundable tax credit of approximately $900 
for a primary mortgage offers the most effective means 
of both increasing homeownership and properly align-
ing the purported policy goals of the MID with desired 
outcomes.
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Politicians often stress that marriage is a key 
institution that promotes strong family values. 
However, some aspects of the federal tax code 

do not promote marriage. Because of the structure of 
joint income tax filing, many couples face significant 
tax disincentives to marriage. The United States is 
one of only seven countries in the Organisation for 
Economic Co- operation and Development that uses 
joint taxation for married couples.1 This chapter uses 
the term marriage tax penalty to refer to the disad-
vantageous tax treatment of a married couple’s joint 
income relative to two individuals earning an equiva-
lent income but choosing cohabitation over marriage.2 
Economists Daniel Feenberg and Harvey Rosen note 
that for some low- income couples in 1990, “The size of 
the marriage tax is now quite extraordinary, amount-
ing to over 18 percent of total income.”3 Many of the 
issues surrounding the marriage tax penalty remain 
unchanged. Given the generally more elastic labor 
supply of married women, the marriage tax penalty 
may give married women in all income ranges incen-
tive not to work outside the home.4 In 1942, feminist 
activist Florence Guy Seabury sent a letter to the New 

CHAPTER 7

How Do People Respond 
to the Marriage  

Tax Penalty?
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York Times regarding a proposal at that time for joint 
income taxation in which she wrote:

To those who know the long struggle of women 
in this country to own property, to control their 
earnings, to be guardians of their children, to 
move out of the subject class, this mea sure is a 
symbol. It represents the defeat of a major prin-
ciple of our way of life.5

Certainly, in 1942, wide disparity existed between 
male and female labor force participation rates and 
wages. Today, with increasingly more equivalent 
wages between men and women and a record number 
of women working, reducing the marriage tax penalty 
makes more sense than ever.6

Not all joint filers incur a penalty in the federal tax 
code, however. Some receive a marriage bonus, which 
is the advantageous tax treatment of a married couple’s 
combined income relative to two individual  filers 
earning an equivalent combined income. The mar-
riage bonus most commonly occurs with single- earner 
 house holds. The marriage tax penalty most commonly 
occurs with two- earner  house holds. For the couples 
most burdened by the marriage tax penalty, it acts as a 
financial disincentive to marriage.7

The penalty is predominantly borne by two groups 
of two- earner couples: (a) low- income, two- earner 
 house holds filing for the earned income tax credit 
(EITC) and (b) low-  and middle- income, two- earner 
couples for which the two salaries are roughly equal. 
The effect of marriage tax penalty is greatest for low- 
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income  house holds that use the EITC,8 the same 
 house holds that would potentially benefit most from 
the acclaimed social benefits of marriage.9

Where the marriage bonus is present, it discour-
ages labor force participation by secondary earners, 
who are predominantly women. A higher marginal 
tax rate for a single- earner  house hold more strongly 
depresses the economic return of a potential second-
ary earner. On their own and not married, secondary 
earners could experience an entry marginal tax rate of 
10 percent rather than a rate of 25 percent or higher. 
As a result, economic growth and productivity are 
lost as a consequence of the filing status requirements 
applying to married couples. An ideal tax code would 
be neutral with respect to marriage.

EFFECT OF THE MARRIAGE TAX PENALTY  
ON EXISTING MARRIAGES

No marriage penalty or tax per se appears in the US 
tax code. The penalty phenomenon emerges as an 
 economic effect of joint taxation on the combined 
incomes of two married earners. Williams College 
economist Sara LaLumia examines the historical 
effect of joint taxation:

Joint taxation equalizes the marginal tax rates 
of a husband and wife. Because husbands tended 
to earn more than wives, the introduction of 
joint taxation lowered husbands’ marginal tax 
rates and raised wives’ marginal tax rates, on 
average.10
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When most  house holds contained only one working 
spouse, joint taxation did not result in a tax penalty 
for the majority of married couples. Traditionally, 
men  were the breadwinners, and women raised chil-
dren and managed the home. As the proportion of 
women in the labor force increased dramatically from 
1960 to 2000 and as women’s wages  rose, the marriage 
tax penalty became an increasingly common issue for 
two- earner marriages. Economists Michael Bar and 
Oksana Leukhina write about the rise in female labor 
force participation during the 40 years from 1960 to 
2000: “The proportion of two- earner couples among 
married couples of working age in the U.S.  rose from 
34% to 77%.”11 With the increased number of two- 
earner married couples, the existing tax code plays 
a prominent role in discouraging earned income by a 
secondary earner because the secondary earner’s first 
dollar is often taxed at a higher rate. The marginal tax 
rates are then significantly distorted by factors such 
as the EITC, the tax code’s treatment of the earned 
income difference for a two- earner married couple, 
and family  size.

Low- income couples in the joint income salary 
range of $30,000 to $50,000 face particularly strong 
tax disincentives to marriage.12 As a percentage of 
income, the marriage penalty is highest for couples in 
that income range because the EITC is phased out for 
both earners.13 A substantial package of transfer ben-
efits for having dependent children can create strong 
financial incentives for divorce among married joint 
filers and continued cohabitation among single filers.14
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Tax law generates significant horizontal inequali-
ties that are based on each earner’s income and how 
many dependent children a  house hold has. Horizontal 
in e qual ity means identically sized families earning the 
same amount of income are taxed differently. Joint 
income filing penalizes marriage when both spouses 
earn a similar amount of income.15 For example, the 
tax code subsidizes single- worker  house holds earning 
$60,000 but penalizes two- worker  house holds earn-
ing the same amount when the income earners are 
married (see table 7.1).

For those qualifying for the EITC, horizontal in e-
qual ity has historically depended on family size, where 
having one or more dependent children  actually penal-
izes two- earner married couples. Examining the mar-
riage tax penalty over 14 years, economists Nada Eissa 
and Hilary Hoynes find the following:

Penalized married taxpayers with less than 
$20,000 earned income face an average  marriage 
penalty of 8  percent of income. . . .   [M]arriage 
tax penalties increase with family size (number 
of children) among EITC- eligible couples. . . .  
[A] dual- earning couple with two children faces a 
sizeable marriage tax penalty of $2,733 (11.4 per-
cent of income). A similar childless couple, on 
the other hand, faces a tax penalty of $210 (1 per-
cent of income).16

Benefits can also arise. In a 1995 paper, Feenberg 
and Rosen find that 52 percent of American families 



Ta
ble

 7.
1. E

ffe
cts

 of
 V

ar
iou

s P
ro

po
sa

ls 
on

 Ta
x L

iab
ilit

y o
f C

ou
ple

s

50
–5

0
 E

A
R

N
IN

G
S:

 

$3
0

,0
0

0
 A

N
D

 

$3
0

,0
0

0

10
0

–0
 E

A
R

N
IN

G
S:

 

$6
0

,0
0

0
 A

N
D

 $
0

50
-5

0
 E

A
R

N
IN

G
S:

 

$1
50

,0
0

0
 A

N
D

 

$1
50

,0
0

0

10
0

-0
 E

A
R

N
IN

G
S:

 

$3
0

0
,0

0
0

 A
N

D
 $

0

C
ur

re
nt

 la
w

A
gg

re
ga

te
 li

ab
ili

ty
 o

f 
si

ng
le

, u
nm

ar
rie

d 
co

up
le

$2
,5

24
$6

,3
19

$5
0

,6
85

$6
1,6

49

Jo
in

t 
lia

bi
lit

y 
of

 m
ar

rie
d 

co
up

le
$3

,0
48

$3
,0

48
$5

4,
29

8
$5

4,
29

8

Pe
na

lty
/(

bo
nu

s)
$5

24
($

3,
24

1)
$4

,2
43

($
7,

35
1)

H
or

iz
on

ta
l e

qu
al

ity
N

o
N

o
N

o
N

o

Eff
ec

t 
on

 s
ec

on
da

ry
 

ea
rn

er
 la

bo
r 

pa
rt

ic
ip

at
io

n
N

eu
tr

al
N

eg
at

iv
e

N
eu

tr
al

N
eg

at
iv

e

M
an

da
to

ry
 s

in
gl

e 
fil

in
g

A
gg

re
ga

te
 li

ab
ili

ty
 o

f 
si

ng
le

, u
nm

ar
rie

d 
co

up
le

$3
,0

48
$5

,3
31

$5
3,

0
20

$6
5,

58
4

Jo
in

t 
lia

bi
lit

y 
of

 m
ar

rie
d 

co
up

le
$3

,0
48

$5
,3

31
$5

3,
0

20
$6

5,
58

4



Pe
na

lty
/(

bo
nu

s)
$0

$0
$0

$0

H
or

iz
on

ta
l e

qu
al

ity
Y

es
Y

es
Y

es
Y

es

Eff
ec

t 
on

 s
ec

on
da

ry
 

ea
rn

er
 la

bo
r 

pa
rt

ic
ip

at
io

n
N

eu
tr

al
N

eu
tr

al
N

eu
tr

al
N

eu
tr

al

50
–5

0
 in

co
m

e 
sp

lit
tin

ga

A
gg

re
ga

te
 li

ab
ili

ty
 o

f 
si

ng
le

, u
nm

ar
rie

d 
co

up
le

$3
,0

48
$5

,3
31

$5
3,

0
20

$6
5,

58
4

Jo
in

t 
lia

bi
lit

y 
of

 m
ar

rie
d 

co
up

le
$3

,0
48

$5
,3

31
$5

3,
0

20
$5

3,
0

20

Pe
na

lty
/(

bo
nu

s)
$0

$0
$0

$1
2,

56
4

H
or

iz
on

ta
l e

qu
al

ity
Y

es
Y

es
Y

es
Y

es

Eff
ec

t 
on

 s
ec

on
da

ry
 

ea
rn

er
 la

bo
r 

pa
rt

ic
ip

at
io

n
N

eu
tr

al
U

nk
no

w
n

N
eu

tr
al

U
nk

no
w

n

So
ur

ce
: A

ut
ho

rs
’ c

al
cu

la
tio

ns
 u

si
ng

 IR
S 

ra
te

s 
fo

r 
20

14
.

N
ot

e:
 T

ab
le

 a
ss

um
es

 c
ou

pl
es

 e
ar

ni
ng

 $
60

,0
0

0
 c

la
im

 t
he

 s
ta

nd
ar

d 
de

du
ct

io
n 

an
d 

th
at

 c
ou

pl
es

 e
ar

ni
ng

 $
15

0
,0

0
0

 c
la

im
  

ite
m

iz
ed

 d
ed

uc
tio

ns
 e

qu
al

 t
o 

18
 p

er
ce

nt
 o

f t
he

ir 
ad

ju
st

ed
 g

ro
ss

 in
co

m
e 

w
he

n 
fil

in
g 

si
ng

le
 a

nd
 w

he
n 

fil
in

g 
jo

in
tly

.
a.

 U
nd

er
 5

0
–5

0
 in

co
m

e 
sp

lit
tin

g,
 m

os
t 

of
 t

he
 d

efi
ne

d 
jo

in
t 

fil
in

g 
br

ac
ke

ts
 a

re
 t

w
ic

e 
th

e 
w

id
th

 o
f s

in
gl

e-
fil

er
 b

ra
ck

et
s.

 T
he

 jo
in

t 
fil

in
g 

br
ac

ke
t 

na
rr

ow
s 

pr
og

re
ss

iv
el

y 
on

 r
ea

ch
in

g 
th

e 
ta

il 
en

d 
of

 t
he

 2
5 

pe
rc

en
t 

br
ac

ke
t. 

A
 p

ur
e 

in
co

m
e-

sp
lit

tin
g 

re
fo

rm
 w

ou
ld

 
no

t 
in

co
rp

or
at

e 
th

is
 p

ro
gr

es
si

vi
ty

, t
he

re
by

 r
ed

uc
in

g 
th

e 
m

ar
ria

ge
 p

en
al

ty
.



168     T H E H I D D E N CO S T O F F E D E R A L TA X P O L I C Y

paid a marriage tax penalty and 38 percent received a 
marriage tax bonus.17 Today, such inequities still exist 
and will continue as long as filing on the basis of mari-
tal status is required.

MARRIAGE INCENTIVES

Expansions of the EITC under the Tax Reform Act of 
1986, the Omnibus Bud get Reconciliation Act of 1990, 
and the Omnibus Bud get Reconciliation Act of 1993 
reduced the marriage tax penalty for low- income cou-
ples.18 Eissa and Hoynes find a steady decrease in the 
penalty from the 1980s into the late 1990s: “Each of 
three tax acts passed between 1984 and 1997 reduced 
the marriage tax cost for the poorest families, so that 
marriage cost was about $450 lower in 1997 compared 
to 1984.”19 These acts also expanded benefits to single 
filers. Although these reforms did reduce the federal 
income tax costs associated with marriage, they did 
not do so relative to the alternative of cohabitation. 
As a result, marriage is not a financially neutral choice 
for many couples. Economists Leslie Whittington 
and James Alm come to a similar conclusion: “A tax 
plan that gives larger reductions to single individuals 
can actually increase the marriage penalty. In short, 
reducing marriage penalties is not as simple as reduc-
ing income taxes.”20

The 2001 and  2003 tax reforms passed under 
President George W. Bush are illustrative.21 These 
reforms  were intended to reduce the tax penalty asso-
ciated with marriage by reintroducing a two- earner 
deduction of 10 percent on the earnings of a lower- 
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income spouse, up to an annual income of $30,000.22 
The deduction thus allowed a $3,000 maximum 
 subtraction from income subject to federal taxation. 
In 2003, the White House justified the deduction as 
follows:

Couples frequently face a higher tax burden 
after they marry. High marginal tax rates act as a 
tollgate, limiting the access of low and moderate 
income earners to the middle class. The current 
tax code frequently taxes couples more after they 
get married. This marriage tax contradicts our 
values and any reasonable sense of fairness.23

Although these reforms decreased the negative 
tax consequences of marriage, they did not account 
for the effect on the alternative to marriage: cohabi-
tation. Although the marriage tax penalty decreased, 
the tax benefits of cohabitation increased at a faster 
rate. Whittington and Alm examine a few scenarios 
for a couple with $60,000 in annual earnings and find 
that, “although the Bush tax plan lowers the liabilities 
of both singles and married couples, the plan lowers 
taxes more for singles than for married couples.”24 
Hence, although they  were intended to create income 
tax incentives that favor married- couple family struc-
tures, the reforms actually may encourage greater 
cohabitation. Whittington and Alm call this “a result 
that seems counter to the family- oriented image 
favored by President Bush.”25

On a more positive note, a 2010 study by Hayley 
Fisher finds that individuals with the least education 
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 were four times more responsive to the financial incen-
tives of marriage than individuals with the most edu-
cation.26 These data suggest that public policies meant 
to increase the financial benefits of marriage without 
increasing a single filer’s tax liability might be more 
successful at promoting marriage than previously 
thought. Marriage neutrality in the tax code could be 
successful in promoting marriage among  low- income 
taxpayers.

DIVORCE INCENTIVES

One of the consequences of the implicit marriage tax 
penalty is that it increases the probability of divorce 
for certain income ranges. Economist Stacy Dickert- 
Conlin finds that “most low- income couples are eli-
gible for higher welfare benefits if they are separated 
rather than married.”27 Lower tax liability outside of 
marriage is positively correlated with the decision to 
divorce at statistically significant levels.28 Using 1990 
data, Dickert- Conlin finds that the marriage tax pen-
alty has the strongest effects at the tail ends of income 
distribution:

The family at the 10th percentile in the distribu-
tion of the marriage tax penalty faces a $3,067 
marriage tax subsidy. A 50  percent reduction 
in the subsidy is correlated with a 10.8 percent 
increase in the probability of separating. . . .  At 
the 90th percentile in the distribution of the 
marriage tax penalty, the family faces a marriage 
tax penalty of $1,285.29
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Lowering the marriage tax penalty for families in 
the 90th percentile in the distribution of the penalty by 
50 percent would decrease the probability of separa-
tion by 4 percent.30 Dickert- Conlin’s results are largely 
consistent with those of Feenberg and Rosen, who 
estimate that for a low- income couple the marriage 
tax penalty combined with the EITC for two depen-
dent children would lead to a tax refund of $359 in 
1994. If those same taxpayers divorced and each filed 
under head- of- household status with one child, their 
combined tax refund would be $4,076.31 In simple 
terms, the marriage tax penalty is set up such that low- 
income couples with dependent children have a finan-
cial incentive to divorce. As the EITC is phased out 
with increasing income, a married couple faces higher 
tax rates, whereas the cohabiting couple does not. As 
Dickert- Conlin states, “Although marital status, per 
se, does not affect the EITC, the joint income of a two- 
earner family may exceed the maximum allowable 
income for EITC eligibility, but if the couple separates, 
at least one spouse with sufficiently low income may 
become eligible.”32

FEMALE LABOR FORCE PARTICIPATION

The tax cuts of 2001 and 2003, enacted during the 
George W. Bush administration, encouraged increased 
labor force participation by women by easing the mar-
ginal tax rates for a secondary earner. Although the 
10 percent deduction on the first $30,000 of income 
from the second earner is not necessarily the ideal 
reform to address the horizontal inequities in each 
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tax bracket caused by joint income filing by married 
couples, the deduction did promote a shift toward 
more women working. Research by economists Bar 
and Leukhina confirms that labor force participation 
by a married woman is more responsive to tax pol-
icy changes the higher her husband’s income is. Bar 
and Leukhina find that, as a result of Reagan- era tax 
reforms that reduced the marriage tax penalty, there 
was a 30 percent increase in labor force participation 
by women whose husbands earned over $84,000.33

By examining the aggregate effect of tax reforms 
that reduced the marriage tax penalty on two- earner 
employment, Barry Bosworth and Gary Burtless find 
that in the 1980s married women’s annual number 
of hours of paid work increased by 7.1 percent, most 
significantly among the bottom quintile of income.34 
Controlling for demographic trends of higher female 
salary levels (and higher levels of education), econo-
mists Nada Eissa and Hilary Hoynes find that “about 
55–60 percent of the change in the marriage tax is due 
to changing the tax laws.”35

However, in some cases, particularly for low- 
income married women, the EITC actually decreased 
female labor force participation (by 2 to 4 percent in 
the 1970s when the EITC was introduced and by 10 
to 12 percent when it was expanded in the 1990s).36 
Bar and Leukhina find that, combined with the EITC, 
“Secondary income is heavily taxed, because it often 
disqualifies the [married] couple from the credit or 
reduces it substantially.”37

These data indicate that the filing of joint income 
tax returns seems to discourage labor force participa-
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tion by women across all income levels. A shift in tax 
policy toward marriage neutrality may increase female 
labor force participation among low-  and high- wage 
earners alike.

CONCLUSION

As Alm and Whittington state,

In par tic u lar, although the initial decision to 
cohabit versus marry is only somewhat affected 
by the tax consequences, the decision to make 
the transition from cohabitation to marriage is 
much more significantly affected by taxes. Put 
differently— and colloquially— the initial deci-
sion seems determined more by “passion” than 
“economics,” but “cold reality” seems more likely 
to enter the calculus of the transition decision.38

If politicians desire to uphold the prominence of 
marriage, the federal government should not penal-
ize the institution through the tax code. The alterna-
tive of cohabitation is commonly chosen in the face 
of significant financial penalty. Even from a labor 
force perspective, more equal treatment of a higher- 
income, two- earner family could have significant 
implications for macroeconomic growth as labor force 
participation rates rise. In 1998, the Joint Economic 
Committee considered three different proposals to 
alleviate the marriage tax penalty: (a) empowering 
married couples to select individual filing rather than 
requiring joint filing, (b) income splitting, and (c) a 
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second- earner deduction.39 The second- earner deduc-
tion became law as part of the Economic Growth and 
Tax Relief Reconciliation Act of 2001. This deduction 
has reduced the tax penalty for married couples and 
encouraged female participation in the labor force, but 
it represents only a Band- Aid solution to tax reform.

Income splitting is a tax reform that maintains joint 
filing status but adjusts for differences in tax sched-
ules between single and joint filers.40 The effect of 
such a reform would be that nearly all couples would 
see a reduced marriage penalty or an increased mar-
riage bonus. Generally, under 50–50 income split-
ting, the joint income deduction is twice the single 
deduction, and the width of the joint filing bracket is 
calculated by doubling single- filer tax brackets. For 
single- earner joint filers, the marriage bonus would 
generally increase, whereas any existing marriage 
penalty would be decreased (or bonus increased) for 
two- earner joint filers. Income splitting could either 
encourage or discourage women’s labor force partici-
pation rates. To the extent that income splitting would 
result in a lower tax rate for secondary earners in a 
couple, it could encourage labor force participation. 
Although the marginal unit of additional income may 
be taxed at a lower rate for secondary earners, income 
splitting reduces the marginal rate for the primary 
earner. Therefore, this reform may encourage longer 
hours of work for one spouse rather than entry into 
the labor market by the other. Although income split-
ting increases horizontal equality for single- earner 
couples and for two- earner couples with the same 
adjusted gross income, the reform does not treat mar-
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riage in a tax- neutral manner. A number of countries 
have therefore moved from taxing the family as a unit 
to taxing the individual earner.41

The income tax reform that best promotes hori-
zontal equality and treats marriage in a tax- neutral 
manner would require individual filing regardless of 
marital status. As a 1998 Joint Economic Committee 
publication states, “Marriage neutrality can only be 
achieved by reverting to a system of individual filing 
or through fundamental tax reform.”42 Po liti cally 
acceptable policy recommendations tend to define 
the unit of taxation as the individual rather than the 
family.43 Both the marriage tax bonus and the mar-
riage tax penalty would be eliminated with the use of 
an individual schedule of taxation for all taxpayers.44 
Eliminating the marriage tax penalty would enable 
couples deciding whether to marry to do so without 
worrying about their changing tax status. And if the 
marriage tax bonus  were removed, national economic 
growth would benefit from the skills of secondary 
earners no longer financially discouraged from enter-
ing the labor force. As noted earlier, the United States 
is one of only seven countries in the Organisation for 
Economic  Co- operation and Development to require 
joint income tax filing by married couples.

The Joint Economic Committee study raises con-
cerns that giving couples the option of filing jointly or 
as two single individuals would increase the complex-
ity of the US tax code. Although such a reform could 
increase the cost of complying with the federal income 
tax system, greater horizontal equality among tax-
payers regardless of marital status would be promoted 
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at the same time as encouraging greater labor force 
participation. However, using a mandatory single- filer 
system would eliminate that complexity.

The potential effects on vertical equality are worth 
noting, and changes to the width of tax brackets may 
be necessary. If policymakers want to subsidize stay- 
at- home parents through the tax code, the value of 
their noneconomic labor could be recognized by 
an expansion of the child tax credit and dependent 
deduction rather than through mandatory filing based 
on marital status.

The joint income filing requirement for married 
couples creates horizontal inequalities among couples 
at nearly every level of income depending on marital 
status. It also penalizes women for participating in 
the labor force. Joint income filing made more sense 
in the 1940s, when men tended to be higher paid than 
women and fewer two- earner  house holds existed. 
Today, both spouses often work, and women are often 
the top earner in a  house hold.

Given that a move to a single- taxpayer filing system 
for single and married people alike might be difficult 
to achieve po liti cally, married couples should, at a 
minimum, be given the freedom to choose which filing 
status is best for them— filing a joint return as a mar-
ried couple or filing separate individual tax returns as 
if they  were unmarried taxpayers (as opposed to the 
current system, which penalizes married taxpayers 
who file separately by lowering the income thresholds 
at which marginal tax rates apply). Although allowing 
taxpayers to choose for themselves which filing sta-
tus is best would still result in a marriage tax bonus 
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for some couples, it would remove the marriage tax 
penalty altogether. Fostering the economic contribu-
tions of a married, educated workforce would be a 
major step toward creating a simpler, more equitable 
tax code.
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The most basic goal of tax policy is to raise 
enough revenue to meet the government’s 
spending requirements while having the least 

impact on market behavior.1 But as the chapters in this 
book have shown, the US tax code has long failed to 
meet this aim: By distorting market decisions and the 
allocation of resources, the tax code distorts behavior, 
hampers job creation, and impedes both potential eco-
nomic growth and potential tax revenue.

Although agreement on the need for tax reform 
appears to be widespread, there is no consensus— 
between or within po liti cal parties—on specific ele-
ments of reform. But academic research highlighted in 
this book suggests that a successful tax revenue system 
should have the following characteristics:

• Simplicity. The complexity of the present tax 
system makes compliance difficult and costly. 
Congress should make the tax code as simple 
and transparent as possible so as to increase 
compliance and reduce associated costs.

• Equity. The existing tax code is riddled with 
policies intended to benefit or penalize select 

CONCLUSION

Key Principles for 
Successful, Sustainable 

Tax Reform
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individuals and groups. These policies result 
in immea sur able unintended consequences. 
Fairness is subjective, but any attempt to attain 
income tax fairness would at least reduce the 
number of provisions in the tax code that favor 
one group or economic activity over another. 
The federal government should not be in the 
business of picking winners and losers.

• Efficiency. Because the tax code alters market 
decisions in areas such as work, saving, invest-
ment, and job creation, it impedes economic 
growth and reduces potential tax revenue. An 
efficient tax system must provide sufficient rev-
enue to fund the government’s essential ser vices 
but have minimal impact on taxpayer behavior.

• Permanency and predictability. The negative 
effects of the current tax code result not just 
from what it does today but also from what it 
may do in the future. Such uncertainty deters 
economic growth. An environment conducive to 
growth (and thus increased revenue as a result 
of a larger economy) requires a tax code that 
provides both near-  and long- term predictabil-
ity. Temporary tax provisions should be avoided. 
Instead, the focus should be on ways to increase 
economic growth, saving, and investment, keep-
ing in mind that a larger economy will result in 
larger tax revenue.

There is broad consensus across academic research as 
to which tax policies are most likely to promote solid, 
sustainable economic growth and tax revenue— and 
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which policies are most likely to fail. The following 
principles stand out:

• Lower the rates of taxation. Extensive economic 
research has found this most basic effect: the 
more you tax capital or labor, the less you get of 
both. The research also makes clear that incen-
tives matter. Successful tax reform will lower 
both individual and corporate tax rates.

• Avoid double taxation. For economic efficiency, 
it is important that income be taxed once and 
only once. There is much concern that those 
who report significant earnings from capital 
gains or dividends are taxed at a lower rate than 
those who have only earned income. But this 
way of thinking fails to accurately reflect the 
incidence of the corporate income tax, which is 
increasingly borne by workers as our economy 
continues to rely on free trade and open markets.

• Broaden the tax base and eliminate loopholes. 
One of the key principles to successful fiscal 
reform is to move away from a spending system 
that depends on an easily manipulated income 
tax system. Tax reform should lower rates, 
broaden the tax base, and eliminate loopholes. 
Such changes will increase stability and lead to 
greater economic growth, added employment, 
and perhaps even increased tax revenue.

• Reduce bad incentives. Predictable tax policy 
is essential to long- term economic growth. 
Generally, policymakers should avoid temporary 
tax provisions, especially when trying to correct 
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or rectify a permanent problem. Furthermore, 
allowing any provisions that favor one group or 
activity over another only puts the government 
in the position of picking winners and losers.

History has shown that tax reforms seldom last 
when special interests have substantial incentives to 
lobby Congress for tax breaks. Making the tax code as 
simple—by taxing a broad base at the same low rate— 
and as transparent as possible will help reduce the 
ability and incentives to reverse future tax reforms.

The current tax code is detrimental to our econ-
omy. Our tax system distorts market decisions and 
the allocation of resources. It hampers job creation 
and impedes both potential economic growth and 
potential tax revenue. Tax expenditures also set up a 
 system that allows the federal government to discrimi-
nate among taxpayers by picking winners and losers. 
Provisions and reforms that level the playing field so 
that everyone plays by the same rules should be pro-
moted over those that discriminate. Only by removing 
the distortions of the current tax code can the United 
States realize its economic potential.
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APPENDIX

Effective Tax Rates  
by Industry

Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.1. Aggregate Effective Tax Rates across 
All Industries
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.2. Effective Tax Rates in the Agriculture, 
Forestry, Fishing, and Hunting Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.3. Effective Tax Rates in the Mining Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Note: Data for the utilities industry are unavailable for 2006.

Figure A.4. Effective Tax Rates in the Utilities Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.5. Effective Tax Rates in the Construction 
Industry

28

29

30

31

32

33

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

E�ective tax rate without depreciation
Historic e�ective tax rate

R
at

e 
(%

)



188     A P P E N D I X

Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.6. Effective Tax Rates in the Manufacturing 
Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.7. Effective Tax Rates in the Wholesale  
Trade Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.8. Effective Tax Rates in the Retail Trade 
Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.9. Effective Tax Rates in the Transportation 
and Warehousing Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.10. Effective Tax Rates in the Information 
Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.11. Effective Tax Rates in the Finance and 
Insurance Industry
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Source: Data from Internal Revenue Ser vice, “Table  12— Returns of Active Corporations, 
Other than Forms 1120- REIT, 1120- RIC, and 1120S” (1998–2012), June 27, 2014.

Figure A.12. Effective Tax Rates in the Health Care and 
Social Assistance Industry
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INTRODUCTION: WHAT ARE THE GOALS   
OF TAX POLICY?
1. It should be noted at the outset that meeting the govern-

ment’s spending requirements is not a mandate to raise taxes 
to higher levels to support even higher levels of government 
spending. Although good tax reform will increase economic 
growth and such growth will increase tax revenue to some 
extent, the United States spends more money than it col-
lects and needs to reduce its spending. Discussions on how 
the federal government should reduce spending are outside 
the scope of this book, but interested readers looking for 
ideas can start  here: Jason Fichtner, “The 1 Percent Solution,” 
Mercatus Working Paper 11-05, Mercatus Center at George 
Mason University, Arlington, VA, February 25, 2011.

2. Hearing on Tax Reform: Lessons from the Tax Reform Act 
of 1986 before the United States Committee on Finance, 
111th Cong., 2nd session (September 23, 2010) (testimony of 
Randall D. Weiss, managing director of economic research, 
The Conference Board, New York, “How Did the 1986 Tax 
Reform Act Attract So Much Support?”).

3. Jason Fichtner and Katelyn Christ, “Uncertainty and Taxes: 
A Fatal Policy Mix,” Mercatus Working Paper 10-74, Mercatus 
Center at George Mason University, Arlington, VA, December 
2010.

4. Christina D. Romer and David H. Romer, “The Macroeconomic 
Effects of Tax Changes: Estimates Based on a New Mea sure 
of Fiscal Shocks,” American Economic Review 100, no. 3 (June 
2010): 763–801.

5. Jeffrey Miron, “The Negative Consequences of Government 
Expenditure,” Mercatus Working Paper 10-55, Mercatus Center 
at George Mason University, Arlington, VA, September 2010.
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CONCLUSION: KEY PRINCIPLES FOR SUCCESSFUL, 
SUSTAINABLE TAX REFORM
 1. As noted in the introduction to this book, meeting the govern-

ment’s spending requirements is not a mandate to raise taxes 
to higher levels to support even higher levels of government 
spending. Although good tax reform will increase economic 
growth and such growth will increase tax revenue to some 
extent, the United States spends more money than it collects 
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and needs to reduce its spending. Discussions on how the 
federal government should reduce spending are outside the 
scope of this book, but interested readers looking for ideas 
can start  here: Jason Fichtner, “The 1 Percent Solution,” 
Mercatus Working Paper 11-05, Mercatus Center at George 
Mason University, Arlington, VA, February 2011.



231

ABOUT THE AUTHORS 

Jason J. Fichtner is a se nior research fellow at the 
Mercatus Center at George Mason University. He 
has served in several positions at the Social Security 
Administration, including deputy commissioner of 
social security (acting), chief economist, and associate 
commissioner for retirement policy. He also served as 
se nior economist with the Joint Economic Committee 
of the US Congress, as se nior con sul tant with the 
Office of Federal Tax Ser vices of Arthur Andersen 
LLP in Washington, DC, and as an economist with 
the Research Division of the Internal Revenue Ser-
vice. Fichtner earned his BA from the University of 
Michigan, Ann Arbor; his MPP from Georgetown 
University; and his PhD in Public Administration and 
Policy from  Virginia Tech. He serves on the adjunct 
faculty at the Georgetown McCourt School of Public 
Policy, the Johns Hopkins School of Advanced 
International Studies, and the  Virginia Tech Center 
for Public Administration and Policy.

Jacob M. Feldman is an economist at the US Bureau of 
 Labor Statistics. He specialized in the economics of 
federal taxation as a research analyst at the Mercatus 



232     A B O U T T H E AU T H O R S

Center and as the Thomas Jefferson Fellow at 
Americans for Tax Reform. He received his MA in eco-
nomics from George Mason University and his BA in 
economics and Jewish studies from the University of 
 Virginia.

Co- author of chapter 3
Nicholas J. Tuszynski participated in the Presidential 
Management Fellows program from 2012 to 2014 and 
has held positions at the Department of Transportation 
and the Texas Public Policy Foundation. He received 
his MA in economics from George Mason University 
and his BBA in economics from Loyola University 
New Orleans. Tuszynski currently works in the fed-
eral government focusing on bud get execution, port-
folio risk analy sis, and financial  planning.

Co- author of chapter 5
Adam N. Michel is a program coordinator for the 
Spending and Bud get Initiative at the Mercatus 
Center. He received his MA in economics from George 
Mason University and is an alumnus of the Mercatus 
MA Fellowship program. Michel graduated from 
Whitman College with a BA in politics. He previ-
ously worked at the Tax Foundation as a federal tax 
policy intern. Michel has also worked on  labor policy 
as a research associate at the Competitive Enterprise 
Institute.


	Introduction. What Are the Goals of Tax Policy?
	Chapter 1. What Are the Hidden Costs of Tax Compliance?
	Chapter 2. What Can Be Learned from the Tax Reform Act of 1986?
	Chapter 3. Why Should Congress Restructure the Corporate Income Tax?
	Chapter 4. Why Do Workers Bear a Significant Share of the Corporate Income Tax?
	Chapter 5. How Does the Corporate Tax Code Distort Capital Investments?
	Chapter 6. Why Should Congress Reform the Mortgage Interest Deduction?
	Chapter 7. How Do People Respond to the Marriage Tax Penalty?
	Conclusion. Key Principles for Successful, Sustainable Tax Reform
	Appendix. Effective Tax Rates by Industry
	Notes
	About the Authors

