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THE TAX REFORM CONTROVERSY:

The time seems ripe for an overhaul of the tax system. Both the Congress and the

Administration propose reforms that lower tax rates, flatten tax brackets, and simplify the tax
code. These measures are expected to improve efficiency, making the economy more
productive, so that lower tax rates will not reduce tax revenues. Indeed economic studies
support the view that significant efficiency gains would be achieved. But tax reform remains
controversial, because these measures may also seriously alter key aspects of income and
wealth distribution. As the debate heats up, many issues will be raised, but the crux will
remain the trade-off between efficiency and the distribution of income and wealth.

INTEREST RATE SWAPS: A NEW TOOL FOR MANAGING RISK..... 17
Jan G. Loeys

Interest rate swaps, first used in the Eurobond market in 1981, have become a very popular
technique for hedging against interest rate risk. In particular, they have enlarged the menu of
firms’ borrowing strategies. In comparison to more traditional hedging techniques, such as
futures, swaps are more flexible, especially in terms of duration. And swapsare alsousefulasa
way for firms to enter financial markets indirectly, when the costs of entering otherwise would

be too high.
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INTRODUCTION

Widespread dissatisfaction with the personal
income tax has produced an assortment of tax
reform proposals from several quarters,
including Congress, the Treasury, and some tax
experts. All of these proposals would simplify
the tax code by removing various deductions,
exemptions, and exclusions, and would flatten
the income tax brackets—ithat is, reduce the gap
between the highest and lowest tax bracket.
Some even go so far as to advocate one tax rate
for ali income above a personal exemption—a

*Brian Horrigan is a Senior Economist in the Research
Depariment at the Federal Reserve Bank of Philadelphia.

Tax Reform Controversy:
A Guide for the Perplexed

Brian R. Horrigan*

flat-tax system (see CURRENT TAX PROPOS-
ALS p. 14). The aim of all these proposals is to
make the economy more efficient than it is under
the present graduated tax bracket structure while
producing the same amount of tax revenue. In
broad strokes, the argument is that the existence
of any tax brackets discourages work and saving
by generating inefficiencies. And graduated tax
brackets create disproportionately larger ineffi-
ciencies in the high brackets. By lowering the
high end, while adjusting the rest of the tax
system so as to keep tax revenues constant,
people will be induced to work and save more,
thereby generating more output. This expansion
will brocaden the tax base so that most of the tax
brackets can be lowered, while still producing
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the same amount of revenue for government.
Important efficiency gains can be had by simpli-
fying the tax code, because elimination of deduc-
tions, credits, and exclusions also broadens the
tax base, making possible lower tax brackets.

But the passage from proposal to law is proving
to be a very rocky one, because these reforms
also involve potentially major changes in the
distribution of income. Many doubt that the
trade-offs between the efficiency gains and the
income distribution changes are worth making.
After all, flattening the tax brackels means not
just lowering the high end, but it may involve
also raising the low end. And income distribution
issues also touch those who have structured
their investments according to the taxincentives
in place now, such as mortgage interest deduc-
tions and the investment tax credit.

The central question, of course, is how much
is to be gained and how much lost from enacting
such reforms. As yet economists don’t have a
comprehensive answer to this question. At this
stage there is only fragmentary evidence on the
effects of simpler, flatter taxes. Nonetheless,
economists have identified key elements of the
economic consequences of tax reform, and this
has helped focus the ongoing debate.

INCOME TAX RATES AND INEFFICIENCIES?

Not only are death and taxes inevitable—
economic inefficiencies produced by income
taxes are also inevitable. Economic inefficiencies
arise because taxes drive a “wedge” between the
wages and interest businesses pay and the wages
and interest peopie receive. An example of this
wedge is the difference between workers’ gross
salary (the worker’s value to the firm), and
workers’ take-home pay (the worker’s value of
his own labor). These differences may resultin an
inefficient allocation of labor and capital, which
wouid depress national income. And the higher

1For a discussion of these and other issues on the ineffi-
ciencies of taxation, see Ira P. Kaminow, “The Merits of
Efficient Taxation” in this Business Review (November/
December, 1981) pp. 15-22.
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the tax bracket, the larger the inefficiencies.

The tax reform proposals seek to reduce the
overall inefficiencies by lowering and flattening
the tax brackets to various degrees. But exactly
how do these inefficiencies arise, and how can
lowering and flattening the tax schedule help
increase national income? Answers to these
questions can be inferred, in part, by observing
how people’s work and saving behavior re-
sponds to changes in wages and interest rates,
since changes in income tax rates change after-
tax wages and interest receipts.

Labor Supply. People value both income and
leisure, and they are willing to trade off the
income they receive from additional work for
less leisure if wages are high enough. For
example, suppose a firm offers a worker the
opportunity to work 10 hours a week {(a second
job) at $10.00 per hour. From the firm’s point of
view, this worker will add at least $100.00 worth
of value to its output per week. But suppose also
that the worker is in the 40 percent tax bracket;
from his point of view, he has to decide whether
to give up 10 hours of his leisure activities each
week for compensation of $60.00.2 Income taxes
drive a $40.00 wedge between what the firm
sees as the value of 10 hours of work and what
the worker sees as the value of 10 hours of
leisure. A worker who would prefer to work 10
more hours for $100.00 may well be unwilling to
work for $60.00, and as a result, he may refuse
the extra work. The inefficiency arises because
both the worker and the firm would have been
better off if the tax brackets were lower—or
zero—because the worker would have accepted
the job. Since the existence of tax brackets affects
all workers’ decisions in similar ways, the ineffi-
ciencies tax brackets create may add up to sub-
stantial amounts, and they may make for con-
siderably lower national income.3

2Tax brackets here refer to the marginal tax rates people
pay—that is, the rate on an additional dollar of income.

3Economists call society’s loss of welfare from such ineffi-
cient resource allocation “deadweight losses.” Since it is not
possible to measure welfare losses directly, economists con-

FEDERAL RESERVE BANK OF PHILADELPHIA



Many peovle, of course, do not have much
flexibility in deciding how many hours to work
at a particular job. But there are instances where
people can decide to work more or less time. For
example, people can retire early, or make arrange-
ments to work past a mandatory retirement age;
people can work overtime, or work at second
jobs (“moonlighting”); and self-employed
people, like farmers or physicians, can decide to
increase (or decrease) their workloads. Probably
the most common example of choice about work
isin the context of the family. In this case, itis not
simply an individual’s flexibility thatallows fora
labor supply response, but instead it is the house-
hold’s flexibility. To a large extent, households
have been characterized as having one member
provide the primary source of income, tradition-
ally the husband. Whether the other member of
such a household joins the labor force (tradition-
ally the wife, or the so-called secondary worker)
depends on weighing the advantages of supple-
menting the primary income against the advan-
tages of engaging in activities outside the labor
force (such as child-rearing). And a major factor
in that decision is the after-tax wage rate the
secondary worker receives.

According to economic theory an increase in
after-tax wages can influence people’s decisions
about how much to work in two conflicting ways.
If a worker’s tax rate goes down, he is likely to be
inclined to work more hours, since for each
extra hour worked he gets more after-tax pay.
This is known as the substitution effect, because
the higher a worker’s hourly after-tax pay, the
more income he would lose by not working, so
he substitutes work for leisure. But if the worker’s

fine themselves to measuring losses in national income that
arise from these inefficiencies. But there is no one-to-one
correspondence between these inefficiencies and the level
of national income. It is possible, under certain circumstances,
to have an increase in welfare and a reduction in output. An
example of what may seem perverse behavior is the case
where higher wages induce workers to work less and enjoy
more leisure. Though workers would be better off, output
would fall.

Brian R. Horrigan

tax rate goes down he also may decide that, since
he could get the same amount of pay for less
work, he could cut back his working hours some-
what, and still get more income as well as enjoy
more leisure. This reaction to a change in after-
tax pay is known as the income effect.

In trying to predict the labor response to
lowering tax rates, then, theory suggests that the
substitution effect and the income effect work in
opposite directions. But lowering tax brackets
while keeping government revenues the same
means that the income effect will not come into
play for the typical worker in each income group.
The average worker in each income group siill
gets the same take-home pay for the same
number of hours worked because there is no
change in the total taxes paid by such a worker.
Lowering the tax brackets will affect only the
decision about additional hours—lower taxes
on additional hours makes working more and
having less leisure more appealing for many
workers.

In principle, then, lowering the tax brackets
will increase hours worked—that is, it will
increase the labor supply and, hence, national
income. But how large could this increase be?
Economists have tried to estimate the magnitude
of the substitution effect. The estimates change
as more data and better estimation techniques
become available, but these estimates are far
from perfect. For example, economists usually
estimate responses to changes in wage rates
separately for married men and married
women—rather than for primary workers and
secondary workers—because the available data
are coliected for married men and women. Also,
economists cannot yet estimate the responsive-
ness of individuals like the self-employed and
other special groups, because the data necessary
to do so are not available. A number of different
labor supply studies find that while the substitu-
tion effectis not very large for married men, it is
substantially larger for married women.4 Such

e ——————

ASee Jerry Hausman, “Income and Payroil Tax and Labor
Supply,” in Lawrence Meyer, ed., The Supply-Side Effects of
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studies imply that the magnitude of the substitu-
tion effect can be large. Thus, lowering the tax
brackets can increase significantly labor supply
and hence national income.

Saving. Another potential source of ineffi-
ciency of high tax brackets is their effect on
saving and capital accumulation. People save for
a variety of reasons—such as planning a nest-
egg for retirement or for a bequest, accumulating
enough funds for a large purchase, or setting
aside something for the proverbial “rainy day.”
Since the quantity of saving determines, to a
large extent, how much the national stock of
productive capital can grow, inefficiencies that
reduce saving will reduce domestic wealth, and
they are likely to reduce capital formation and
the level of output in the future.

Lowering the tax brackets increases the future
after-tax return from savings. As with labor
supply, an increase in the return on savings has
conflicting effects on saving behavior. A rise in
the after-tax return to saving—that is, the return
to assets people buy with their savings—makes
saving more lucrative because the future
purchasing power of saving is higher. Therefocre,
people will reduce their spending, and they will
save more—once again, the substitution effect.
But the income effect also plays a role in saving
decisions, and it works opposite to the substitution
effect. The higher return on already accumulated
savings means that people can consume morein
their retirement years with the same saving
strategy. Or else they can saveless from now on,
consume more until retirement and still attain
their original desired consumption during retire-

Economic Policy (Federal Reserve Bank of St. Louis, May,
1981), pp. 173-202. Hausman analyzes 1975 data and finds
that, if there had been no income tax at all, married men
would have worked 8.2 percent more hours per year, and
married women would have worked 18.2 percent more
hours per year. A useful review of empirical labor supply
studies can be found in Don Fulierton’s article “On the
Possibility of an Inverse Relationship Between Tax Rates and
Government Revenues,” Journal of Public Economics, Vol. 19,
(1982), pp. 3-22.

B

ment. But there is still a third influence on the
saving decision—the wealth effect. The wealth
effect exists because income tax reform in
combination with a given tax scheme for corpo-
rate income will change the prices of assets, such
as housing and corporate stock shares. If asset
prices rise, then people will be wealthier, and
they will want to consume more of their income—
and save less; but if asset prices fall, then people
will be poorer and they will want to consume
less—and save more.

Economists generally have found the overall
responsiveness of saving to its return to be small.
But such estimates cannot be used with much
confidence because the response of saving de-
pends on the specifics of a given tax reform
proposal.>

Less inefficiency, and with it more output, is
the gain from lowering the tax brackets. But it
may not be possible to lower ali the tax brackets
and still generate the same amount of tax revenue.
In such a case, efficiency gains may be had by
flattening the tax schedule—lowering the high
end and increasing the low end—because ineffi-
ciencies at the high end are Jarger than those at
the low end.6 At the same time, widening the tax
base by simplifying the tax code will increase
efficiency gains by making it possible to lower
all the tax brackets while collecting the same
amount of tax revenues. So, substantial changes
in the tax code inevitably will result in some
people gaining and some people losing—the in-
come distribution will change. Therefore, there
is a trade-off between efficiency gains and
changes in income distribution.

SSummaries of the issue of how much savings react to
changes in marginal tax rates can be found in: Robert DeFina,
“The Link Between Savings and Interest Rates: A Key
Element in the Tax Policy Debate,” this Business Review,
(November/December, 1984), pp. 15-21, and Lawrence
Summers, “Tax Policy, the Rate of Return, and Savings,”
National Bureau of Economic Research Working Paper No.
995, (September 1982).

6This statement assumes that people’s labor supply
response to a change in wage rates is the same whether their
wage rates (or tax brackets) are high or low.

FEDERAL RESERVE BANK OF PHILADELPHIA



AT o 0 el S IR
1aX Reiorm L oniroversy

A decision to flatten the tax schedule and to
simplify the tax code clearly will be influenced
by how much is to be gained from doing so, that
is, the size of inefficiencies of the current tax
systern. One way to get an idea of the importance
of these inefficiencies is to estimate how much
national income is lowered by the current tax
system relative to a benchmark tax system.

HOW INEFFICIENT IS THE CURRENT
TAX SYSTEM?

Itis difficult to estimate by how much national
income would increase if the tax schedule is
flattened and the code is simplified. Because of
the complexity of the issues and the limits of
available data and of current economic method-
ology, studies of the impact of the tax system
have to make many assumptions and ignore a
variety of important considerations. Despite
these problems, advances have been made in
the analysis of the consequences of tax reform,
and further advances are certain to come. Two
recent studies employ modern economic tech-
niques to analyze closely some of the likely
gains in national income by comparing the
existing tax code to a flat-tax system, as a bench-
mark. Both studies estimate thata flat-tax system
would lead to significant increases in national
income. The estimates from these studies are
not conclusive by any means, but they suggest
that gains in national income could be large, and
that flattening the tax schedule could yield
important dividends.

The first study, by Hausman, estimates the
effect of a flat-tax system, that is, a single tax rate
for all taxable income on labor supply.7 It ignores
the effect of potential decreases in wages induced
by increases in labor supply—so-called feedback

7This study is reported in two articles by Hausman:
“Labor Supply,” in Henry J. Aaron and Joseph A. Pechman,
eds., How Taxes Affect Econormic Behavior (Washington, D.C.:
The Brookings Institution, 1981), pp. 27-83; and “Income
and Payroll Tax Policy and Labor Supply,” in Lawrence
Mevyer, ed., The Supply-Side Effects of Economic Policy (May
1981), pp. 173-202.

Brign R. Herrigan

effects—as well as changes in saving behavior.
Examining combinations of single tax rates and
personal exemptions that produce the same tax
revenue, Hausman finds that both married men
and women would increase their hours of work.
For example, married men would increase their
desired hours of work by 2 to 4 hours per week,
depending on which combination of a single tax
rate and personal exemption is analyzed. And
married women would increase their hours
worked by 4 to 8 hours per week. The combined
increase in hours worked means that national
income could have been 4 to 8 percent higher if
the economy were operating under one of these
schemes. This is between $150 to $300 billion,
translated to 1984 income levels—a 4 to 8 per-
cent rise in national income8 These income
gains come both from the flattening of the tax
brackets and from the lowering of the brackets
made possible by the tax code simplification.
Auerbach, Kotlikoff, and Skinner (AKS) take
a different approach to estimating the potential
gains in national income from flattening the tax

“schedule.9 They use an abstract but simplified

econcemic model to simulate the effects of tax
reform. These simulations do not rely on esti-
mates from any one study, but instead they use
“reasonable” values for the various income and
substitution effects. Their study, wunlike
Hausman's, takes into account changes in wages
due to feedback effects and changes in saving
behavior. AKS find that converting from a set of
tax brackets somewhat similar to those in the
current income tax code (ranging from 23 to 43

8Hausman’s work has been replicated with similar results
for Swedish data by N. S. Blomquist in “The Effect of Income
Taxation On the Labor Supply of Married Men in Sweden,”
Journal of Public Economics, 22 (November 1983), pp. 169-197.
He concludes that “the progressive income tax [in Sweden,
using 1973 tax data] decreases hours of work by 12 percent
[relative to no taxes]. If a proportional tax was used to collect
the same tax revenue, hours of work would decrease by only
6 percent [relative to no taxes]” (p. 190).

9A. J. Auerbach, L. J. Kotlikoff, and J. Skinner, “The Effi-
ciency Gains From Dynamic Tax Reform,” International
Economic Review 24 (February 1983), pp. 81-100.
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percent) to a flat-tax system with no personal
exemption produces an increase in national
income of roughly 9 percent, which would have
been about $340 billion if done in 1984. The
hypothetical tax systems they analyze have no
personal exemptions or tax deductions before
or after flattening the tax brackets. Therefore,
the improvement in efficiency they find is
produced solely by flattening the tax brackets.

Estimating the Costs of Other Inefficiencies.
There are some additional inefficiencies created
by high marginal tax rates. One is that as mar-
ginal tax rates rise, so does the reward—and the
temptation—to evade taxes. Though some tax
evasion is due to unreported income from illegal
activities, otherwise respectable people some-
times fail to report all or part of their income.
The Internal Revenue Service estimates that if
the tax law had been fully complied with in
1981, government would have collected about
$95 billion more in tax receipts than it did—a 15
percent increase in revenue.l0 A reduction in
the level of the tax brackets, among other things,
would reduce the incentive to evade taxes, which
would increase the tax base. Such an increase in
the tax base would make it possible to have even
lower marginal tax rates, increasing the potential
gains in efficiency and in national income. A
recent economic study finds that a 10 percentage
point reduction in marginal tax rates could result
in a 9 to 26 percent reduction in tax evasion,
though other studies find more modest
effects.11

Another source of inefficiency is the high
costs of compliance and collection that stemn
from the complexity of the tax code. According
to government surveys, in 1982 about 40 percent

10These numbers are cited in Congressional Budget Office,
Revising the Tax Code, 1983, p. 3, and “The Underground
Economy’s Hidden Force,” Business Week, (April 5,1982), pp.
64-70, and “Unearthing the Underground Economy,” by K.
Bacon, Wall Street Journal, (February 4, 1985).

115ee Charles T. Clotfelter, “Tax Evasion and Tax Rates:
An Analysis of Individual Returns,” Review of Economics and
Statistics, (August 1983) pp. 363-373.
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of all taxpayers paid for professional assistance
in filling out their tax forms, and taxpayers col-
lectively spent approximately 300 million hours
filling out their tax forms. A recent economic
study of the income tax compliance costs, by
extrapolating from a sample of Minnesota tax-
payers, estimates that in 1982 U.S. taxpayers
bore between $17 and $27 billion in compliance
costs—>5 to 7 percent of the income tax revenue
collected by the federal and state governments.12
To that must be added the costs of operating the
Internal Revenue Service and the court system
that deals with the legal controversies created
by the tax code. A wholesale simplification of
the tax code would reduce these costs.

A variety of evidence suggests that there are
solid income gains to be had from flattening the
tax schedule and simplifying the tax code. And
some analysts argue that a flat-tax system has
some special advantages (see UNIQUE FEA-
TURES OF FLAT TAXES). But such major re-
forms of the tax system could result in impor-
tant changes in the existing income distribution.
What trade-offs might there be between effi-
ciency gains in national income and changes in
income distribution?

WHAT MIGHT TAX REFORM DO
TO INCOME DISTRIBUTION?

If so many inefficiencies could be reduced or
eliminated by a flatter, simpler tax system, why
is there resistance to tax reform? For one thing,
there is broad concern about whether such
reforms would alter key aspects of income and
wealth distribution. An important concern ex-
pressed by the public and legislators is whether
flattening the tax schedule means abandoning
progressivity.

There is a loosely defined public consensus
that the tax system ought to be progressive,

12Reported in Revising the Tax Code, pp. 2-3. Also see Joel
Slemrod and Nikki Sorum, “The Compliance Cost of the
U.S. Individual Income Tax System,” National Tax Journal
(December, 1984), pp. 461-474.
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While some of the recent tax reform proposals advocate partial flattening of the tax brackets and partial
simplification of the tax cede, other proposals advocate going all the way to acompletely flat, completely
simplified tax system. Though such an extreme proposal may strike some as unprecedented, there are
many flat-tax systems in operation here in the U.S. already: the states of Illinois, Indiana, Massachusetts,
and Pennsylvania impose a flat tax on income, and the cities of Cleveland and Philadelphia impose a flat
tax with no personal exemption on wage income.

Flat-tax schemes have a number of unique features that no tax system with graduated tax brackets can
have. In particular flat-tax schemes eliminate the bias in the current tax system against taxpayers with
fluctuating incomes, eliminate the incentive to manipulate income to take advantage of tax rate differ-
ences, and eliminate the pattern of taxes and subsidies that depends on martial status.

Income Variability. Under a graduated income tax system, a taxpayer with a variable income will end
up paying more taxes than a taxpayer with a steady income, even if they both have the same average
income over time and the same deductions. When the taxpayer with a variable income has a high income
year, her taxes go up by more than they go down inalow income year because the higher incomeis taxed
ata higher bracket than the low income. Although the current tax code deals with this effect by allowing
those with fluctuating incomes to “income average,” the method in the current tax code is only partially
successful. (An income averaging method that did eliminate all the effects would involve very complex
record-keeping and laborious computation.) As a result, there is some economic inefficiency in that
people will leave or refuse to enter occupations that are characterized by fluctuating incomes. Under a
flat-tax system, people with fluctuating incomes will not pay more taxes because their high income and
their low income are taxed at the same tax rate, as long as income is higher than the allowed personal
exemption.

Tax Rate Manipulation. Graduated income taxes create incentives to rearrange income so as to pay
taxes in a lower tax bracket. For example, some taxpayers transfer income-producing assets to their
children so that the income from those assets are taxed at their children’s (lower) tax rate. And taxpayers
earning relatively high incomes near retirement have an incentive to postpone realization of income
until after retirement when almost certainly they will be in a lower tax bracket. Similarly, taxpayers have
an incentive to avoid realizing capital gains until they are in a lower tax bracket so as to reduce their taxes.
And there isan incentive to realize capital losses in order to shelter other income. Because the graduated
tax brackets distort such decisions, they cause inefficiencies. A flat-tax system diminishes greatly the
incentives to manipulate tax bracket differentials.

The Marriage Tax/Subsidy. Under the current tax system, a couple will generally find that their taxes
rise or fall after they marry: a feature called “marital non-neutrality.” This non-neutrality is created by
graduated tax rates and the fact that married people and single people are not allowed to use the same tax
schedule. The change in taxes that results from marriage depends on the balance of income between the
spouses. If one spouse earns most of the family’s income, the tax liability will fall after marriage,
producing a “marriage subsidy;” but if two people with similar incomes marry, they would pay more
taxes jointly than singly, a “marriage tax.” Generally, the more nearly equal the incomes of the couple,
the greater the marriage tax. The tax code was revised in 1981 to reduce the marriage tax, but the revision
does not eliminate it.

There are only two ways to eliminate completely the marriage tax/subsidy. The first is to allow each
person to file a separate tax return regardless of marital status. The shortcoming of doing so, however, is
that households with the same joint income can pay very different tax bills, depending on the distribution
of income between the spouses. The other solution is to have a flat-tax system. As long as both members
of the couple have taxable income, their joint tax bill will not depend on marital status or the distribution
of income between the two.
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meaning that people with higher incomes pay a
higher proportion of their income in taxes—
average tax rates rise with income. One might
think that the only way to have a progressive tax
system is to have graduated tax brackets, that is,
to have tax brackets rise with income, but this is
not so. Even a flat-rate income tax would be
progressive as long as a personal exemption is
allowed.

For example, suppose the tax code allows an
$8,000 exemption for each family and imposes a
20 percent tax rate on all income above the
exemption. (Table 1 shows the average tax rate
created by such a tax system for families with
differentincome levels.) Even though every tax-
payer is in the same tax bracket, the average tax
rate rises with income. A flat-tax system can be
progressive because a personal exemption that
is the same for all families exempts a larger
percentage of the income of lower-income
families from taxation than the percentage of the
income of higher-income families. Only if there
is no personal exemption will a flat-tax system
not be progressive—in which case all families
pay the same average tax rate.

Within limits, a flat-tax system can be made
more progressive while yielding the same

wi
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amount of revenue as the current tax system by
increasing the personal exemption and the tax
rate at the same time. As the personal exemption
and the tax rate rise together, the system becomes
more progressive both because more low-
income families are removed from the tax rolls,
and because higher-income people pay an
increasingly higher average tax rate. But in order
to keep revenues constant, making the system
more progressive also requires a higher tax rate,
which increases inefficiencies and reduces
national income. Thus, there is a trade-off be-
tween progressivity and national income—more
progressivity means lower national income.
Progressivity and efficiency also are affected
by tax deductions, credits, and exclusions
(DCEs), such as deductions for interest pay-
ments, child care expenses, state and local taxes,
energy tax credits, and tax exempt retirement
accounts. The more DCEs the tax code allows,
the smaller is the tax base, and the higher the tax
brackets must be to generate the same revenue.
For instance, the IRS calculates that the personal
income tax base in 1979 was only 44 percent of
total personal income—>52 percent excluding
the personal exemption from total income.
Reducing the DCEs improves efficiency and

Exemption: $8,000 per family
Tax rate on all incomes: 20%

Income Taxable Income
- - $8,000 or less- $0
~-10,000- e 2,000
15,000 7,000
- 20,000 12,000
30,000 22,000
50,000 42 000
- 100,000 92,000
- 1,000,000 992,000,

TABLLE 1
A SIMPLE CASE OF PROGRESSIVITY WITH A FLAT TAX

Taxes Average Tax Rate |
$0 0.0%

400 4.0
1,400 9.3
- 2,400 12.0
4,400 14.7
8,400 16.8
18,400 18.4
198,400 19.8

NOTE: This example is strictly illustrative and does not represent a revenue-neutral tax reform proposal.

10
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increases national income because it allows for
the same tax revenues to be raised with lower
tax brackets. At the same time, reducing DCEs
tends to increase the progressivity of the tax
system, for any tax schedule, since higherincome
people tend to use more DCEs than do lower
income people.13

The two main tools of recent tax reform
proposals—flattening tax brackets and reducing
DCEs—work in the same direction on efficiency,
but in opposite directions on progressivity.
While flattening the tax schedule increases effi-
ciency (and national income) and reduces progres-
sivity, reducing the DCEs also increases effi-
ciency but it increases progressivity.

13According to data from the Statistics of Income-1982
(Washington, DC: GPO, 1984), those taxpayers whose ad-
justed gross income (AG]I) is in the $5,000 to $15,000 range
have itemized deductions which amount to 7 to 8 percent of
AG]I, on average. Those with AGIin the $20,000 to $30,000
range take about 13 to 15 percent of their AGI in itemized
deductions. And those with AGI of $40,000 or more take
about 20 to 22 percent of their AGI in itemized deductions.

| .Code. , X
. (14% - 70%) -

Brign R. Horrigan

Perhaps, then, it is possible to use these tools
together to reap the efficiency gains without
major changes in progressivity. Hausman’s study
contains an example of how this could be done
(see Table 2). In his analysis of different feasible
flat-tax systems that raise equal revenue,
Hausman estimates how the average tax rate for
different income classes would be affected by a
flat-tax system with no DCEs other than a
personal exemption. Hausman finds that, in 1975,
a flat-tax system with a personal exemption for
each family of $1,000 or more reduces the average
tax rate of all income classes compared to the
actual average tax rates. Moreover, with a family
exemption of $2,000 a flat-tax system would
have been more progressive at lower-income and
middle-income levels than the 1975 income tax
system. However, even though every income
class receives a reduction in its average tax rate,
higher-income families receive a larger reduction
in their average tax rate than lower-income
families. Hausman’s estimates suggest that it
may be possible to flatten the tax schedule and
simplify the tax code at the same time, so that all

TABLE 2 |

FOUR REVENUE-NEUTRAL FLAT-TAX STRUCTURES |

Exemption Flat-tax Average Tax Rate at These Income Levels l
Level Per Rate ‘
Family $4,000 $ 8,000 $16,000 $24,000 _

: (7,720) (15,440) (30,880) (46,320) ‘

$0 o © 14.6% - 14.6% - 14.6% 14.6% 14.6%. i

| $1,000.(1,930) - - - 154 - 11 698 13.5 144 14.8 ;
| $2,000(3,860)- © . 169 . 85 . : 12 74 14.8 15.5- ;
$4,000 (7,720) 20.7 SR .0 F S - 10.4 - 15.5 17.2 :
1975 Tax Graduated 11,958 147 17.3 18.8 |
brackets : i

|

|

These data are computed by |. Hausman in “Income and Payroll Tax Policy and Labor Supply,”in The |
Supply-Side Effects of Economic Policy, ed. by L. Meyer, Federal Reserve Bank of St. Louis, 1981. The |
calculations are based on the 1975 federal income tax system. The income levels and the exemptions are ‘
in 1975 dollars while the numbers in parentheses represent what the income levels and the exemptions
would be in 1984 dollars. The first column shows the different exemptions Hausman uses in his analysis.
The second column shows the tax rate needed to maintain the same tax revenue as the personal
exemption rises. Naturally, a higher tax rate is required as the personal exemption increases. The next l
four columns show the average tax rate for taxpayers in the four income levels. |
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income groups reap at least some of the benefits
of the gains in efficiency, and progressivity is
retained.

But progressivity is only one of the areas of
concern. Even if every income class gets a
reduction in its average tax rate, still there may
be winners and losers within each income class.
If all the DCEs are wiped out and tax rates are
reduced, those who rely on DCEs more than
average may end up with an increase in their
average tax rate. Furthermore, since many DCEs
were added to the tax code presumably to further
certain social goals, the direct beneficiaries of
those goals are likely to become financially worse
off. And people who have organized their
finances mindful of the DCEs—for example, by
buying a house or making certain types of invest-
ments—are concerned that the elimination of
DCEs will make them financially worse off.
Three examples help illustrate some of these
concerns about the effects of flattening tax
brackets and simplifying the tax code.14

Homeowners. Many homeowners are concern-
ed that if the deductions for interest payments
and property taxes are eliminated, their tax bills
will rise regardless of which income class they
are in. But several other faciors might offset the
loss of the interest deduction. For example, all
the tax reform proposals provide a larger
personal exemption. Also, since homeowners
tend to have higher than average incomes, they
would pay a lower tax rate on their income. In
addition, the tax reform may well reduce interest
rates, thereby reducing the burden of mortgage
payments on homeowners.15 Such a reduction
ininterest rates at least partially would offset the
loss due to the elimination of the interest deduc-
tion, though it is not clear by how much interest

s —

14gee “Wealth Changes and the Flat Rate Tax,” by Robert
Tannenwald, New England Economic Review, (January/
February, 1983), pp. 5-17, for a more detailed description of
the redistributional issues involved and what might be done
to mitigate them.

15Eliminating the personal interest deduction increases
the after-tax cost of borrowing which decreases demand for
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rates might fall as a result of tax reform. Finally,
homeowners are concerned that tax reform
would lower the value of their homes. If the
after-tax mortgage costs become substantially
higher, house prices are likely to fall even if
homeowners end up with at least as much after-
tax income. But such a fall in house prices could
be reversed as people demand more housing
when the reductions in inefficiencies result in
more income. Thus, no one is quite sure whether
the benefits would outweigh the losses for home-
OWRers.

Charitable Deductions. The government
allows donations to nonprofit organizations
engaged in charitable, educational, religious, or
cultural activities to be deducted from taxable
income. The rationale for allowing such deduc-
tions is to reduce the cost to the taxpayer of
making such beneficial donations, and thereby
to stimulate charitable donations. A number of
economic studies have verified the stimulating
effect of this deduction. Therefore, people who
in one way or another benefit from the activities.
of these institutions are likely to become worse
off if the deduction is eliminated, because this
will have a depressing effect on charitable dona-
tions. However, the depressing effect of elimi-
nating the deduction for donations will be offset
to some extent by the rise in incomes following
the adoption of a flat-tax system.

State and Local Taxes. Many of the proposals—
including the Treasury proposal—plan to elimi-
nate the federal deductibility of state and local
taxes. Many state and local government officials
have expressed grave concern and opposition
to the elimination of this deduction. They are
concerned that if state and local taxes are no
longer deductible, these taxes will be more costly

it. This decrease in demand in turn tends to lower interest
rates. If lowering the tax brackets elicits more saving, the
interest rate will fall some more. And corporate tax reform—
such as eliminating the corporate interest deduction—could
make interest rates fall by enough to offset the loss of the
personal interest deduction for homeowners.

FEDERAL RESERVE BANK OF PHILADELPHIA
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to the taxpayers. As a result, they fear that the
taxpayers may demand state and local tax reduc-
tions, or even relocate to states or municipalities
with lower tax rates.

The loss of the deduction of state and local
taxes will hit the higher-income taxpayers in
high-tax states like New York harder than it will
hit the higher-income taxpayers in low-tax
states like Mississippi. (Lower-income taxpayers
usually do not itemize their deductions, so the
loss of this deduction would not affect them
much.) The loss of the deduction to high-income
taxpayers in the high-tax states would be at least
partially offset by the lowering of the top tax
brackets. This lowering of the top brackets would
benefit high-tax states more since the citizens in
high-tax states also tend to have higher than
average incomes. To the extent that the offset is
only partial, the tax burden on high-income
families in high-tax states and cities will be
higher following adoption of a flat-tax system.
Furthermore, to the extent that the loss of de-
ductibility leads to state and local tax revenue
reductions, the services provided to residents
may decline. People who use state and local
government services more intensively would
be affected adversely by such changes.

CONCLUSION

Tax reform proposals which advocate flatten-
ing the tax schedule and simplifying the tax code
have become the center of controversy. The
rationales for these proposals are that they in-
crease labor supply (especially among higher-
paid workers and secondary workers), encourage
saving, reduce the incentive to escape taxes via
tax evasion or tax avoidance, and reduce the cost
of administering and complying with the tax
code. Recent economic studies suggest that the
efficiency gains could be significant.

Many are concerned that flattening the tax
schedule and simplifying the tax code would

Brian R. Horrigan

injure the poor, abandon progressivity, and
benefitonly very high-income families. But con-
verting to a flat-rate income tax need not entail
abandoning progressivity, since, by varying the
personal exemption, it is possible to make even
a flat-tax system approximately as progressive
as the current system. And some recent eco-
nomic estimates indicate that if the tax code is
simplified and if the personal exemption and
the tax rate are chosen appropriately, not only
will national income be larger, but the increase
in national income will be distributed in a way
that makes every income group better off.
Even if it is possible to make every income
group better off, major changes in the tax system
will create winners and losers within each in-
come group, because people’s financial well-
being depends in varying degrees on their ability
to use the deductions, credits and exclusions
provided for in the current tax code. Home-
owners are concerned that their after-tax housing
costs may rise, and that housing prices may fall.
Charitable institutions and their constituencies
are concerned that there will be a major decline
in charitable donations. And state and local gov-
ernments worry that state and local taxes will
become more expensive to their taxpayers, forc-
ing major adjustments in their operations.
Though some of the impact of distributional
effects of tax reform may be cushioned by the
resulting overall gain in income, at this point no
one knows precisely how the distribution of
income and wealth will change. But that there is
atrade-off is clear. The more the tax brackets are
flattened and the more the tax code is simplified,
the larger the gain in efficiency and in national
income—but also the greater the chance that
income and wealth distribution will change, and
the greater the uncertainty about how they will
change. This trade-off is at the heart of the con-
troversy about any tax reform proposals.
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CURRENT TAX PROPOSALS

There are a number of flat-tax proposals under active consideration: the Administration proposal; the
FAST—"Fair and Simple Tax”—proposed by Congressman Jack Kemp and Senator Robert Kasten; the
“Fair Tax” proposed by Congressman Richard Gephardt and Senator William Bradley; and Senator
Dennis DeConcini’s flat-tax proposal, which implements the proposal advanced by economist Robert
Halland Alvin Rabushka.2 All four of these proposals raise the personal exemption, flatten and lower tax

i
Personal Maximum J
Exemptions: Zero Bracket Amount: Income ‘
Tax Rates : for Family i
Taxpayer Dependent| Single Heads of | Married of 4 to
and Spouse P Persons | Households | Couples | Fay No Taxes
60% exclusic
de betwee
t ma
TE:’EZ’;e 11-50% | $1,0801 | $1,080 | $2480 | $2480 | $3,670 $8,070 no indexatio
ductible up
income.
50% exclusic
up to $3,000;
ble for the ex
Administration | 15, 25, 35% 2,000 2,000 2,900 3,600 4,000 12,000 to 1991.
Exclusion eli
as ordinary
basis; capite
Bradley- ” $3,000 for a
200
Gephardt 14, 26, 30% 1,600 1,000 3,000 3,000 6,000 11,20
Investors me
gains as ord
K indexed to ti
emp- -
) 24%2 2,000 2,000 | 2,600 2,700 3,300 14,125 40% of gain
sten dexationy st
period;rlap
$3,000 a%air
A
Capital gzlin:
DeConcini 19% 4,500 1,800 NONE 12,600 taxed at the
.income is ta
1These are the personal exemptions and standard deductions for 1986 under current law, as estimated by the Treasury

Department.

2The Kemp-Kasten bill allows a deduction of 20 percent of wage income below the FICA ceiling (341,700 in 1986),
butadds in an extra 20 percent of income above the ceiling. Effectively, there are two marginal tax rates: 19 percent

below $41,700 and 29 percent above it.
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brackets, and simplify the tax code, but they differ in degree. All these proposals are designed to raise the
same amount of revenue as does the current tax law under the assumption that economic behavior (for
example, labor supply and savings) will not change in response to the tax reform. They all modify
corporate taxation also, but that issue goes beyond the scope of the current article.

aRobert Hall and Alvin Rabushka, The Flat Tax (Stanford, CA: Hoover Institution Press, 1985).

; ’ ; Indexation
Capital Gains Major Deductions Major Deductions of Tax
Treatment Kept Eliminated Brackets
n from tax base; distinction
1 short and long term gains;
 of basis, capital losses de- YES
o $3,000 against ordinary
n; capital losses deductible Mortgage interest on primary residence Income averaging, all
lepreciable assets not eligi- plus other interest up to $5,000 over in- state and local taxes,
lusion; no indexation prior vestment income, charitable contribu- secondary-worker de-
tions, IRAs, KEOGH accounts, medical duction, dividend exclu- YES
expenses (over 5% of AGI), exemption sion
of municipal bond interest, employee
business expenses, casualty losses.
iinated; capital gains treated Mortgage interest and personal interest Income averaging, non-
income; no indexation of up to the amount of passive investment mortgage interest over
| losses deductible up to income,3 real-estate taxes, state and local investment income, sec-
narried couple. income taxes, charitable contributions, ondary-worker deduc-
IRAs, KEOGH accounts medical expen- tion, dividend exclusion. NO
ses (over 10% of AGI), mortgage interest
exemption of municipal bond interest,
employee business expenses.
7 choose to: (1) treat capital Real-estate taxes, charitable contribu- Income averaging, all
1ary income with the basis tions, IRAs, KEOGH accounts, medical non-mortgage, non-
e price level; or (2) exclude expenses (over 10% of AGI), mortgage educational interest, sec-
from taxation, with no in- and educational loan interest, employee ondary-worker deduc- YES
ject to 6 month holding business expenses. tion, dividend exclusion,
al loss deductible up to state and local income
t ordinary income. taxes.
dividends, and interest not
personal level; all capital NONE ALL YES
ed at the business level.

3The Bradley-Gephardt bill only allows deductions to be charged against the 14 percent rate, so the deductionsare, in
reality, tax credits equal to 14 percent of the amount of the deductions. Mortgage interest in excess of the amount of
passive investment income is treated as a tax credit at the 14 percent rate, but all interest expenses are fully deductible
against passive investment income.

Brian R. Horrigan
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This booklet, produced by the Philadelphia Fed, discusses the Federal Reserve’s role in
the processing of checks. It also explains some varieties of float and the relationship of float
and monetary policy. Copies are available without charge from the Federal Reserve Bank
of Philadelphia, Public Services Department, P.O. Box 66, Philadelphia, PA 19105.

Float
n
the
Check Stream

Federal Reserve Bank of Phiadelphia




