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THE ECONOMICS OF TAXING THE RICH

“To show, for example, the obvious advantages of enabling men to enjoy
securely the “fruits of their labor” is not to justify all forms of property or its
present distribution — any more than the manifold examples of property gained
without labor justify the counter-generalization that all property is theft.”

(Wedgwood, p. 62)

la. Introduction

Ayn Rand’s Atlas Shrugged, published in 1957, depicted a world when the

“prime movers” go on strike® in order to demonstrate how essential their
contribution is to society, and to expose the obstacles society places in their way.
Each prime mover decided “not to work in his own profession, not to give the
world the benefit of his mind” (p. 747).

In 1957 the top marginal tax rate under the U.S. federal individual income
tax was 91%, beginning at taxable incomes of $400,000, equivalent to $2,276,000

in 1997 dollars.? Very high (by today’s standards) marginal rates started at lower

! While it was being written, the working title of the novel was “The Strike.”
Atlas Shrugged did not become the title until 1956, at the suggestion of Ayn
Rand’s husband.

2 This calculation assumes that 1997 CPI-U will be 160, or 5.67 times higher than

its value in 1957.



levels of taxable income: at $100,000 (of 1957 dollars), the marginal rate was
75%; at $140,000, it was 81%. The high tax rates in this era were undoubtedly
one of the obstacles to the prime movers that enraged Ayn Rand, as they did
another high earner of those years, Ronald Reagan.

Notably, 1957 lies in the middle of a period of extraordinary U.S.
economic growth — the average annual rate of productivity growth was 3.1% over
the period 1951 through 1963, compared to about 1.5 percent since 1981. The
fact that the golden years of modern American economic growth occurred during
the apex of marginal tax rates is, at a minimum, an embarrassing coincidence for
those who believe that avoiding such a policy is the key to economic success. But
this correspondence is surely not convincing in itself, because it could be that the
post-war growth could have been even higher than it was, if only the tax rates had
been lower.

Economic controversies are rarely disposed of, and this one is no
exception. How the tax system affects the behavior of the affluent and the impact
of these behavioral changes on economic performance are still controversial
questions for the design of tax policy. There has been surprisingly little hard
evidence uncovered on the impact of the tax system on the behavior of the very
affluent, or on the contribution of the affluent to overall economic performance.

In spite of, or perhaps because of, the paucity of evidence, strong opinions

on these issues abound. George Gilder (1981) stated bluntly that “a successful



economy depends on the proliferation of the rich,” (p. 245), and that “to help the
poor and middle classes, one must cut the taxes of the rich.” (p. 188). In contrast,
the noted author Peter Drucker, quoted in Lenzner and Johnson (1997), dismisses
the economic importance of the rich as follows: “If all the super-rich
disappeared, the world economy would not even notice. The super-rich are
irrelevant to the economy.” He also predicts that in the next economic downturn
“there will be an outbreak of bitterness and contempt for the super corporate
chieftains who pay themselves millions. In every major economic downturn in
U.S. history the “villains’ have been the ‘heroes’ in the preceding boom.”

Pressing policy issues cannot be put off until these questions are settled.
The appropriate rates of income tax for affluent households periodically surfaces
as a hot policy issue, as it did during the recent discussion of the flat tax. The
capital gains tax is a perennial topic, and given the great concentration of realized
and unrealized gains among the affluent, inevitably involves these same
questions. Recently, the estate and gift tax, which directly affects less than one
percent of all families, has made it on the federal policy agenda; the exemption
level was increased in the 1997 tax bill, and many Republican legislators favor
abolishing it entirely.

Today’s tax policy debate must be seen in the context of two historical
trends. The first is that the top federal income tax rates are quite low by post-

WWII standards. The 90+ plus percentage rates in the era of Ayn Rand the



author and Ronald Reagan the actor are long gone. The top rate was cut to 70%
by the 1964 tax act, and to 50% in the first year of the first term of Ronald Reagan
the president. It was further cut to 28% in the second year of Reagan’s second
term, marking an extraordinary decline in the span of slightly more than two
decades. By 1993 the top rate had returned to 39.6%, still low by historical
standards. As Brownlee (1997) discusses, the average effective tax rate on the
most affluent never reached nearly as high as the top statutory rates would
indicate, but it probably has declined as well.

Second, there is near-unanimity that since 1970 the distribution of pre-tax
income has become more unequal. While the real earnings of the broad swath of
the population has stagnated, the real income of the most affluent Americans has
risen considerably. A fierce debate rages among economists about the source of
this phenomenon, with the leading candidates being skill-biased technological
change and more integration of the world economy, but no theory has
satisfactorily explained the quarter-century long trend. The role of the tax system
has received some attention. Gramlich et al. (1993) and others have shown that
the federal income tax system has neither offset the increased inequality of pre-
tax incomes by increased progressivity, nor significantly exacerbated it. More
controversial is the extent to which the income growth at the top has been the
result of increased labor supply, entrepreneurial activity and generally less

aversion to receiving taxable income coaxed out by lower taxes. Understanding



the answer to this last question is critical to the policy issues, for it sheds light on
the economic consequences of the attempt to tax the affluent.

The papers prepared for the Office of Tax Policy Research conference
“Does Atlas Shrug? The Economic Consequences of Taxing the Rich” begin to
fill the gaps in our understanding of these key issues. This paper provides some

conceptual background for these investigations and their policy implications.

1.b. Who Are the Rich?

Who is rich and who is not? The answer to that question depends on the
measure of affluence chosen, and what dividing line one chooses. Some
candidates for a measure of affluence are annual income, annual consumption,
wealth, lifetime income and lifetime consumption; depending on the issue at
hand, different measures may be more or less appropriate. Although conceptually
attractive, a lack of data that tracks people over a lifetime precludes empirical
examination of the latter two measures, although longitudinal data sets that follow
people over a decade or more are now available.

Data on measures of annual income are readily available, but may be
misleading for two reasons. First, the top fractile of income earners will
inevitably include some households who had one great year of unusually high
income; this problem is exacerbated if capital gains realizations are included in

income. However, several studies (e.g., Slemrod, 1992) suggest that a snapshot



of a single year’s income distribution is not highly misleading as a representative
of several years’ average income, the closest measure we have to lifetime income.
Second, focusing on the skewness of annual income is also potentially misleading
to the extent it reflects life-cycle effects; if income naturally rises as individuals
age, a snapshot of people at every age may overstate the concentration of lifetime
income. This concern turns out not to be quantitatively important. In 1995, the
top 1% received 14.4% of adjusted gross income (AGI). If one classifies people
by age,’ the share of the top 1% is 7.9%, 11.8%, 15.2%, 17.8%, and 19.4%, for
age groups 25-34, 35-44, 45-54, 55-64, and over 65, respectively.* Clearly,
within-age-group skewness rises with age, and the overall share in fact
understates the concentration of income among the groups with the highest
average income, those between 45 and 64.

Another useful indicator of affluence is wealth. It has the advantage of
being less subject to transitory fluctuations, but may misclassify high-income,

high-spending households as non-affluent. It is also subject to the potential

% For a married couple, age is defined as that of the “primary” taxpayer, i.e., the
one listed first on the tax form.

* These figures are based on tabulations of the tax data base of the Office of Tax
Analysis, U.S. Treasury Department. | am grateful to Gerald Auten for providing

them to me.



problem that a single-year snapshot will, because of the natural life cycle of
wealth accumulation, overstate inequality.

Annual consumption data should be less subject to the problem of
fluctuating incomes, given the tendency for people to smooth consumption across
high- and low-income periods. If consumption depends primarily on permanent
or lifetime income, then it is an ideal indicator of well being. This has led some
researchers (e.g., Cutler and Katz, 1991) to focus on this measure of well-being;
unfortunately, it is not well-measured by surveys.

Whatever measure of affluence is chosen, one has to decide on a cutoff
level that distinguishes the rich from the nonrich. This is an arbitrary choice, but
one that affects the nature of the group under investigation; after all, the $200,000
a year rich family is quite different from the $200,000,000 a year “super-rich”
family. Many researchers have focused on the top 1%, but others also separate
out the top 0.5%, top 0.1%, and even the top 5%. What does it take to make the
top 1%? In tax year 1995, it took an adjusted gross income of $218,220.
According to Wolff (1997), in 1992 the 1% cutoff for net worth of a family was
$2.42 million.

These cutoffs may or may not correspond to what most Americans mean
by “rich.” In a 1990 Gallup Poll, (Gallup and Newport, 1990), less than one-half
of one percent of respondents considered themselves to be rich (another seven

percent admitted to being “upper-income”), but on average respondents said that



21 percent of all Americans are in fact rich. When asked what income it takes to
be rich, the median response was $95,000. Because in 1990 only about 4% of all
households had income at least that high, it is clear that a correct perception of the

actual distribution of income is not widely shared.

1.c. The Economic Importance of the Rich

Why focus on the rich? For one thing, it’s where the money is. In 1994,
the 1% of taxpayers with the highest AGI received 13.8% of total income and
remitted 28.7% of total federal personal income tax. Increasing these payments
by 25% would generate $38.2 billion more in tax revenue, and could finance a
10% across-the-board tax cut for everyone else.”

Their role in the economy is also disproportionate to their numbers, and
for that reason policymakers must be wary of the potential adverse consequences
of taxation. Avery and Kennickell (1991) report that the top 1% of wealthholders
owned 31.9% of net wealth in 1983, and 30.4% in 1986. Wolff (1997) reports
that in 1992, 35.9% of total net worth and 45.6% financial wealth (net wealth

excluding house and auto) was held by the wealthiest 1% in that category.

> These figures are based on Tax Foundation (1996).



According to Wolff, both measures of concentration had increased from 1983,
when the figures were 32.6% and 42.9%, respectively.®

The distribution of net saving by wealth class is also apparently quite
concentrated.” According to Avery and Kennickell (1991), the top 1% of 1983
wealthowners did 13% of net saving between 1983 and 1986; when ranked by
1986 wealthholders, the top 1% did 53.7% of net real saving! The striking
difference in results is due to the endogeneity of 1986 wealth to realized savings
between 1983 and 1986—those that successfully saved are, other things equal,
bound to become wealthier.

Not only do the rich account for a large fraction of personal saving, it is
undoubtedly true, as Ayn Rand emphasized, that they provide tangible and

intangible skills that are critical to economic performance.® Whether they are

® This claim that the concentration of wealth increased substantially between 1983
and 1992 is controversial. See Weicher (1996), who argues that the distribution
of wealth in 1992 was about the same as in 1983 and, in fact, as in 1962.

” Note that high-wealth families tend to be older, and thus more likely to be in
their declining saving years.

® Characterizing the focus of this conference as “the rich” is certainly provocative;
consider the difference in emphasis if the subtitle were “The Economic

Consequences of Taxing the Talented,” or “The Economic Consequences of
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compensated in line with their social contribution, and what is the correlation
between affluence and talent, are taken up later. In any event, the extent to which
these talents are withheld from the economy because of the tax system is of great
import, and is a principal focus of this conference.

Clearly, the economic stakes in taxing the rich are enormous. Their
potential contribution to tax revenue is large, and probably growing in
importance. But also large is the potential cost of diverting their wealth and

talents into socially unproductive uses.

1.d. How Much Tax Do They Pay?

Before discussing how much tax the rich ought to pay, it helps to talk
about how much tax they pay now, and what average tax rate that amounts to.
This turns out to be a harder question than it might seem. Here are some facts. In
1994, the top 1% of taxpayers in terms of adjusted gross income remitted taxes
totaling $152.7 billion, which was 27.9% of their total AGI of $546.7 billion.°

For a few reasons, the 27.9% number is an inadequate measure of the

average tax rate of the affluent. One is that it does not include state and local

Taxing the Successful.” From another perspective, one colleague of mine, upon
hearing the title of the conference, offered that it should instead be “Does Atlas
Shirk?” instead of “Does Atlas Shrug?”

° Based on Tax Foundation (1996).
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income taxes, nor other kinds of taxes levied by all governments, including sales
taxes, property taxes, corporate income tax, or estate and gift taxes. Another
reason is that the person who remits money to the IRS is not necessarily the
person who “pays” the tax, in the sense of being worse off because of the tax.
This is because, through price adjustments, the tax may be shifted onto someone
else. How much shifting occurs depends on the supply and demand
characteristics of the economy, and is a highly controversial subject among
economists, especially with regard to the corporate income tax.

Controversy notwithstanding, there have been several recent attempts to
assess the burden of taxes, using reasonable assumptions about incidence. The
Congressional Budget Office (CBO) (1994) estimated the average (federal only)
tax rate on the top 1% of families, ranked by income, to be 33.2%, compared to a
23.7% average for all families. The Office of Tax Analysis (OTA) of Treasury
Department (1996) estimated the average tax rate on the top 1% to be 24.5%,
compared to 19.7% for all taxpayers.® Though the two estimates differ

somewhat, they agree that overall the federal tax system is slightly, but not

19 The Treasury’s average tax rates are lower than CBO’s mainly because their
methodology adopts a broader definition of income as the denominator in

calculating the average tax rate.
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overwhelmingly, progressive, and that taxes other than the income tax are much
less progressive than the income tax, or even regressive.

Beside the difficulty of assessing the true incidence of taxes, estimated
average tax rates are subject to error because they are based on income reported to
the IRS: in the words of Kolko (1962, p. 9), “since [the social scientist] is getting
the same information as the tax collector, he is confronted with essentially the
same barriers of the deception and silence in approaching...a good number of the
wealthy.” The CBO makes no adjustment for nonreporting at all, but Nunns
(1995) reports that the OTA uses information from the Taxpayer Compliance
Measurement Program (TCMP) of the IRS to correct reported income for
noncompliance. Although Nunns does not spell out how this correction is done or
how large it is, the TCMP data suggests that any correction is small. As Christian
(1994) documents, in the 1988 TCMP data the voluntary compliance rate
(reported income as a percentage of true income) is actually higher for the highest
income class (AGI over $500,000) than for any other income group, at 97.1%; in
comparison, it is 92.4% for those with income between $25,000 and $50,000. It
may be that these data confirm the old saying that “the poor evade, and the rich
avoid,” but it may also be that the TCMP auditors are unable to detect the kind of

sophisticated evasion that some upper-income people engage in.

1.e. How Much Should They Pay? What Americans Think
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In 1993, when Congress was considering President Clinton’s proposed tax
increase on upper-income people, several polls found overwhelming support for
increasing taxes on the affluent. For instance, in an April 1993 Gallup poll, 75%
of respondents said “upper-income” people paid less than their “fair share” in

taxes. Similarly, a February 1993 Time Magazine/CNN poll found 79% support

for increasing the personal income tax for families making more than $200,000 a
year.

It is, though, a bit difficult to interpret these poll results, in light of the
results of another poll, taken in 1986 by Roper, which asked people to estimate
how much personal income tax was actually paid by families at various income
levels. The median estimate of taxes paid for a family with $200,000 income was
only $15,000, or 7.5%, at a time when the actual average tax rate was about 21
percent. Furthermore, a 1987 survey showed that people on average believe that
45% of millionaires paid no income tax at all, although IRS statistics showed the
actual figure was less than 2%. Thus, the professed desire for more progressivity
may in part stem from a lack of understanding of how progressive the system
really is.

The next sections lay out the underlying non-economic and economic
arguments for using the tax system to redistribute income. | stress the role played

in these arguments by the economic consequences of taxing the rich.
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2. Non-Economic Arguments

2.a. The Case for Equality

What have the “second-handers” (as Ayn Rand described those who
impede the “prime movers”) got against the rich, anyway? More generally, what
are the arguments for progressive tax systems that redistribute income away from
the most affluent members of society?

In a classic passage, Henry Simons (1938, p. 24) referred to inequality of
income as “unlovely,” characterizing the objection to extreme affluence in the
presence of poverty as almost aesthetic, and certainly a value judgment about a
society with unequal outcomes. Many would subscribe to an “ability to pay”
principle, under which tax burden is related to a family’s ability to bear a tax
burden or, in other words, to tolerate a sacrifice. Reasoning from the plausible
idea that paying a dollar is a lesser sacrifice for a well-to-do family than for a
poor family, an equal sacrifice requires higher tax payments from a well-to-do
family. After all, $100 more in taxes may induce an affluent family to cut back
on magazine subscriptions, but it may induce a poor family to have less to eat.
Although this is a sensible, and even compelling, proposition, it is also one that is
impossible to quantify, because the magnitude of sacrifice cannot be compared

across individuals. Thus, the ability-to-pay principle stands as an intuitively
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appealing defense of linking tax liability to some measure of well-being, but does
not offer concrete guidance on just how progressive a tax system ought to be.

Others argue that economic inequality is undesirable because it inevitably
leads to inequality of political power, which is itself undesirable. From another
perspective, arguing about the principles underlying the proper post-fisc
distribution of income is irrelevant, because that will be determined by the
distribution of political power in the society, which may depend on the degree of
economic inequality. The origins of the modern redistributive, welfare state can
be traced to Bismarckian Germany, when the explicit objective was to counter the
appeal of the Communist call for an even more radical redistribution of resources
accomplished via an overthrow of the capitalist system entirely. Hayek (1950, p.
311) stresses the political function of the appearance of progressivity: “It would
probably be true...to say that the illusion that by means of progressive taxation
the burden can be shifted substantially onto the shoulders of the wealthy has been
the chief reason why taxation has increased as fast as it has done, and that, under
the influence of this illusion, the masses have come to accept a much heavier

burden than they would have done otherwise.”

2.b. The Case Against Equality and Redistribution
The central philosophical argument against redistribution is that

individuals have a right to what they earn; governments should not redistribute
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income because they have no income to redistribute, they can only confiscate the
income of some and confer it onto others. A modern form of this argument,
introduced by Nozick (1974), is that only processes of income generation can be
judged to be just or not; if incomes are obtained via a just process, then the
resulting distribution of income is unassailable.

The difficulty with this type of argument is ascertaining what people
would earn in the absence of government. Certainly the level and ordering of
income would be much different under anarchy compared to a situation where the
government supported property rights. To what income do people have a right?
Beyond basic property rights all governments undertake a host of programs which
affect incomes. The practical reality is that it is impossible to determine what a
non-redistributive tax policy would be. This is also the response to those who
argue that redistribution is politically divisive; this may be so, but there is no way
for any government to wash its hands of the redistributive implications of its
policies.

There is a long history to the argument that only the super-rich can and
will support cultural activities. DeJouvenel (1952) lamented that in the society
that would result from radical redistribution, “The production of all first-quality
goods would cease... The production of artistic and intellectual goods would be
affected first and foremost. Who could buy paintings? Who even could buy

books other than pulp?” (1990, p. 42) Bell (1928, pp. 175, 179) cites the
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historical association, arguing that “civilization requires the existence of a
leisured class, and a leisure class requires the existence of slaves... On inequality
all civilizations have stood. The Athenians had their slaves: the class that gave
Florence her culture was maintained by a voteless proletariat.” Wedgwood
(1939) restates the argument disapprovingly, as, “The surplus income of society
has never been sufficient to secure the refinements and culture of civilization for
all, and these would vanish if everybody had to earn their daily bread, and it is
written that a few should achieve a high level of civilization than that all should
remain in barbarism” (p. 269).

Accepting the importance of cultural activities to a community, the
argument here rests on two empirical claims: that the marginal propensity to
consume cultural activities is higher for the rich than for others, and that publicly-
funded cultural activities cannot effectively provide the appropriate level of
cultural activities. Econometric evidence casts doubt on the former claim,
because the income elasticity of total giving is generally estimated to be positive,
but less than one; it may, though, be greater than one for particular kinds of
giving, such as to “high” culture. Note also that, because contributions are
deductible for most high-income households, a redistribution to the rich effected
by lowering marginal tax rates would, through a price effect, tend to reduce

giving.
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3. Economic Arguments

3.a. The Modern Theory of Optimal Progressivity

The approach of mainstream modern public finance economics to these
issues has been to accept, for the sake of argument, the right of government to
redistribute income through the tax system (and other means), to sidestep the
ethical arguments about assessing the value of a more equal distribution of
economic outcomes, and to instead investigate the implications of various value
judgments for the design of the tax system. Front and center comes the fact that
greater redistribution of income requires higher marginal tax rates, which may
provide disincentives to work, save, take risks, and invest in human and physical
capital. The essential problem, then, is to describe the inherent tradeoffs between
the distribution of income and economic performance.

Mirrlees (1971) initiated the modern literature formalizing this tradeoff.
In his formulation, the government must choose an income tax schedule to raise a
given amount of total revenue, with the goal of maximizing a utilitarian social
welfare function. This function implicitly trades off the welfare of individuals at
different income levels, but assumes that social welfare increases when any
member of society (including the richest) is better off, holding others’ welfare

constant. It therefore precludes envy as the basis of tax policy.™* Mirrlees first

' Feldstein (1976) offers an excellent review of these issues.
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investigated what characterizes the optimal income tax*? for any set of
assumptions about the social welfare function, the distribution of endowments,
and the behavioral response (utility) functions. He concluded that in this general
case only very weak conditions characterize the optimal tax structure, conditions
that offer little concrete guidance in the construction of a tax schedule.

In the absence of general results, the approach has been to make specific
assumptions about the key elements of the model, and then to calculate the
parameters of the optimal income tax system. This approach is meant to suggest
the characteristics of the optimal income tax under reasonable assumptions and to
investigate how these characteristics depend on the elements of the model.
Mirrlees also pioneered this approach in his 1971 article, and concluded that the
optimal tax structure is approximately linear (that is, it has a constant marginal tax
rate and an exemption level below which tax liability is negative) and has
marginal tax rates which were quite low by then current standards, usually

between 20 and 30 percent and almost always less than 40 percent.* This was a

12 Because a tax schedule may feature rebates rather than taxes at some levels of
income, it is really the optimal tax-and-transfer system that is at issue in the
optimal progressivity literature.

13 Note that, although the marginal tax rate is approximately constant, the average

tax rate (tax liability divided by income) increases with income due to the
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stunning and unexpected result even, it seems, to Mirrlees himself, and especially
in an era where top rates of 70 percent or more were the norm.

Subsequent work investigated the sensitivity of the optimal income tax to
the parametric assumptions. Mirrlees showed that widening the distribution of
skill, assumed equal to wage rates, increased the optimal marginal tax rates,*
though he considered the dispersion of skills necessary to imply much higher
rates to be unrealistic. Atkinson (1973) explored the effect of increasing the
egalitarianism of the social welfare function. Even in the extreme case of Rawls’
(1971) “maximin” social welfare function, where social welfare is judged solely
on the basis of how well off the worst-off class of people is, the model generated
optimal tax rates not much higher than 50 percent. Finally, Stern (1976)
demonstrated that the key parameter was the degree of labor supply
responsiveness; he argued that Mirrlees’ assumption was excessive, and thereby
overstated the costs of increasing tax progressivity. This is true because the

larger the responsiveness, the larger will be the social waste (in this case, people

presence of the positive exemption level. Mirrlees assumed that the government
needed to raise 20% of national income in taxes.

 This conclusion is extremely relevant to current policy issues, debated in the
midst of near unanimous agreement that the distribution of pre-tax earnings has

been widening at least since 1970.
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whose labor productivity exceeds their valuation of leisure, but do not work) per
dollar of revenue raised. Stern showed that when what he considered to be a
more reasonable estimate of labor supply responsiveness is used, the value of the
optimal tax rate exceeds 50%, approximately twice as high as what Mirrlees
found.™

In sum, simple models of optimal income taxation do not necessarily point
to sharply progressive tax structures, even if the objective function puts relatively
large weight on the welfare of less well-off individuals. This conclusion does,
though, depend critically on the sensitivity of labor supply to the after-tax wage
rate; low elasticities, which imply a low marginal cost of redistributing income
through the tax system, can imply highly progressive tax structures, so that lack
of consensus about elasticities precludes consensus about optimal progressivity.
One objective of this conference is to sharpen our understanding of the elasticity
of response to taxation among the rich.

There is one other—truly startling—result of this early literature. Seade
(1977) and Sadka (1976) proved that, under certain conditions, the marginal tax
rate at the highest level of income should be precisely zero! This is true
regardless of the form of the social welfare function, provided that the welfare of
the most well off individual carries some positive weight, and provided there is a

known upper bound to the income distribution. To see the intuition behind the

1> The revenue requirement in this example was about 20% of net output.
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result, first consider an income tax schedule in which the marginal rate applicable
to the highest observed income is positive. Now consider a second tax schedule
which is identical to the first except that it allows the highest-earning household
to pay no taxes on any excess of income over what it would have earned under the
first tax schedule. When faced with the second tax schedule this household is
certainly better off, works more hours, and pays no less tax than under the first
schedule; all other households are at least as well off. In other words, raising the
marginal tax at the top above zero distorts the labor supply decision of the highest
earner but raises no revenue. All other households may be strictly better off
compared to a high-tax-at-the-top regime if the top marginal tax rate is set to be
just slightly positive, and the increased revenue from the highest-earning
household is used to allow a reduction in average tax rates in the lower brackets.
This result calls to mind Edgeworth’s (undated, p. 9) comment about
Marshall’s discovery of the Giffen good: “Only a very clever man would
discover that exceptional case; only a very foolish man would take it as the basis
of a rule for general practice.” The result does not imply that marginal taxes
should be zero or very low near the top, only precisely at the top. In fact,
numerical calculations by Mirrlees (1976, p. 340) suggest that zero “is a bad
approximation to the [optimal] marginal tax rate even within most of the

top...percentiles.”
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Although I feel that this result should not be taken seriously as a practical
guide to tax policy, it does provide some insight into the question of optimal tax
progressivity. It highlights the possibility that a utilitarian social objective
function, even one that places a large weight on the welfare of the poor, is not
necessarily maximized through high marginal tax rates on the rich. This issue is
difficult to explore in the post-Mirrlees numerical simulation tradition, which for
simplicity assumes that the tax-transfer system must have a flat rate plus a fixed
grant received by all household units, and finds only the optimal setting of these
two parameters. Slemrod, Yitzhaki, Mayshar, and Lundholm (1994) generalize
the problem by allowing a two-bracket system. They find that, for most
parameter assumptions, the optimal income tax structure features a top marginal
rate which is indeed lower than the first marginal rate even though, because of the
grant, the average tax rate is generally increasing with income.*

This result is driven by two considerations. The first is that an increase in
the marginal tax rate applying only to income above a cutoff generates less
revenue than an across-the-board increase, for a given (uncompensated) elasticity

of response to the marginal rate. This is because the increase in the top rate does

18 Djamond (1996), though, shows that certain combinations of assumptions about
the utility function and distribution of skills can generate a U-shaped pattern of

optimal marginal tax rates.
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not increase the tax raised on the inframarginal income up to the cutoff. Second,
recall that tax increases reduce labor supply through a substitution effect (leisure
is cheaper), but also probably increase labor supply through an income effect
(worse-off people work more). For given income and substitution effects, a tax
change that applies only to the top tax bracket will produce a more negative
supply elasticity than would an across-the-board change. This occurs because,
compared to an across-the-board tax increase, the decline in income is lower, so
that there will be less of a positive income effect on labor supply to offset the
negative substitution effect.

These results have all been derived in the context of a very stylized model.
In particular, in the standard formulation of the optimal progressivity problem, the
rich are different from the poor in only one way: they are endowed with the
ability to command a higher market wage rate, which is presumed to reflect a
higher real productivity of their labor effort. In fact there is a variety of other
reasons why some people end up affluent and others do not, with vastly different
policy implications. | review some possibilities below.

The rich may have been lucky. The influential study of Jencks et al

(1972) concluded that, in addition to on-the-job competence, economic success
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depended primarily on luck,'” but that “those who are lucky tend, of course, to
impute their success to skill, while those who are inept believe that they are
merely unlucky.”® (p. 227)

If there is income uncertainty which is uncorrelated across individuals and
for which private insurance markets do not exist, then taxation becomes a form of
social insurance; a more progressive system, by narrowing the dispersion in after-
tax income, provides more social insurance than a less progressive tax system.
The optimally progressive tax system then balances the gains from social
insurance (and perhaps also redistribution) against the incentive costs. As Varian
(1980) points out, introducing luck eliminates the Sadka-Seade result about a
marginal rate of zero at the top of the income distribution. He argues that, in the
presence of substantial uncertainty/luck, the optimal marginal tax rate should in
all likelihood be high, because high realized income is probably due to a good
draw of the random component of income, and taxing an event probably largely
due to luck will have minimal disincentive effects.

The rich may have different tastes, either for goods compared to leisure

(working harder), or for future consumption. In the former case, even with

17 The authors of this study admit, though, that their conclusions do not apply to
the “very rich,” defined as those with assets exceeding $10 million (of 1972

dollars).
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homogenous wage rates, some people will have higher incomes by virtue of
working more, but the higher income is offset by less leisure time. In this case a
progressive tax system is not necessarily redistributing from the better off to the
worse off, but capriciously according to tastes.

The rich may have inherited more, either in terms of financial resources or

in terms of human capital, broadly defined. If inherited endowment is the

principal source of inequality (so that, inter alia, people do not differ in what they
make of their endowments), from a one-generation perspective there is little
potential economic cost from a tax system that redistributes the fruits of this
endowment. A longer horizon is required, however, because the incentive of
parents to leave an endowment would arguably be affected by such taxation, and
so could affect the incentive of potential bequeathors to work and to save.

The rich may have different skills than everyone else, rather than more of

the same kind of skills. This characterization certainly rings true, as the affluent

tend to supply “skilled” rather than “unskilled” labor, i.e., entrepreneurs,
professionals, or “symbolic analysts” in Reich’s (1991) terminology.

Why does this matter for optimal progressivity? For one thing, as
Feldstein (1973) first investigated, when there are two distinct types of labor the
relative wage rate will depend on the relative supply to the market of the two

kinds of labor, which in turn depends on the tax system chosen. Thus, the tax

'8 Thurow (1975) offers a similar view.
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system redistributes income directly through differential tax liabilities but also
indirectly by altering the wage structure. Although Feldstein argued that this did
not substantially alter optimal progressivity, Allen (1982) disagreed, arguing that
it could be important enough that an increase in the statutory progressivity of an
income tax system could actually make members of the lower-ability, lower-
income group worse off, because it reduces their before-tax wage rate.

But what if the affluent offer to the economy a particularly essential
ingredient? Gilder (1990, p. 245) certainly thinks so, arguing that “a successful
economy depends on the proliferation of the rich, on creating a large class of risk-
taking men (sic) who are willing to shun the easy channels of a comfortable life in
order to create new enterprise...” If entrepreneurial talent is priced appropriately
by the market, then the standard optimal progressivity framework still applies:
the extent that taxes discourage its supply is a social cost. But there may be more
to it than this if there are important spillovers of information from entrepreneurial
activity whose social value cannot be captured by the entrepreneurs themselves.
In economics jargon, there are positive externalities of innovation. These kinds of
externalities are the building blocks of many “new growth” theories, propounded
by Romer (1990) among others, who argue that policy can have persistent effects
on economic growth rates, not just on the level of economic performance. Gilder

appears to believe this, asserting that “most successful entrepreneurs contribute
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far more to society than they ever recover, and most of them win no riches at all”
(p. 245).

To the extent that the activities of the affluent have positive externalities
because of their entrepreneurial nature, this argues for lower taxation at the top
than otherwise. But the argument is not crystal clear. Although it is true that,
compared to the overall population, a larger fraction of the rich classify
themselves as professional or managerial (48.5% versus 27% in 1982, according
to Slemrod, 1993), it is also true that a larger than average fraction (12% versus
1%) are lawyers and accountants, professions that some have argued are
detrimental to economic growth, because they are concerned with rent-seeking
rather than income creation. Magee, Brock, and Young (1989) present evidence
that countries with more lawyers grow more slowly.

Because appropriate policy depends on the process that determines how
and why the affluent become affluent, one objective of economic research is to
clarify that process. A second research objective, on which the papers of this
conference concentrate, is to understand better how the affluent (and those who
aspire to affluence) respond to attempts to tax away some of that affluence. In the
context of the modern optimal progressivity model, it is precisely the behavioral
response to taxation that limits the appropriateness of progressivity: other things

equal, the greater the response, the less progressivity is appropriate.
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Of course, measuring the behavioral response has dominated empirical tax
research for at least two decades; there have been scores, probably even hundreds,
of studies investigating the response to taxation of labor supply, savings, portfolio
choice, business investment, and other aspects of individual and firm choices.
However, very few of these studies have focused on the affluent, primarily
because of the paucity of data that focus on this segment of the population.

There are, moreover, sensible reasons to suspect that the potential
behavioral response of the affluent would be larger, and of a different nature, than
that of everyone else, due, for example to their greater flexibility in work
arrangements and the sophistication of the financial advice and options that are
available to them. The popular conception that the affluent are able to game the
tax system to avoid much of its intended burden relies on this notion.

On the surface, it seems like the two questions: “should the rich be taxed
a lot?” and “can the rich be taxed a lot?” are conceptually distinct. Similarly, it
may seem that two classes of economic objections to taxing the rich — that there
are negative economic consequences, and that it is infeasible — are incompatible:
if the rich are able to find ways to avoid paying taxes that are nominally imposed
on them, how could the deleterious effects be large? However, according to the
modern public finance tradition, these pairs of questions are intimately linked
because it is precisely the difficulty of taxing the rich — the “can” question — that

circumscribes its appropriateness. It is all of the actions taken by the rich to
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reduce their tax burden — be it reduced work effort, reduced saving, hiring high
priced accountants, or chancing evasion — that raises the social cost per dollar of
revenue actually collected. There is some controversy as to whether, for policy
purposes, it matters what kind of behavioral response is predominant. | return to
that issue in the concluding section. In what follows | briefly review some

evidence about the economic consequences of taxing the rich.

3.b. Aggregate Evidence

3.b.1. U.S. History

In highly influential work that stimulated much empirical investigation,
Kuznets (1955) argued that income inequality first increases, then decreases, with
development. American economic historians have looked to the period of
industrialization for evidence to shed light on the relationship between inequality
and growth. Turner (1920) stressed high savings rates of the well-to-do, and the
dependence of sustained growth on either capital deepening or the introduction of
a radically new generation of technologies and capital equipment. Opponents of
this view have stressed that greater equality stimulated growth by encouraging the

evolution of more extensive networks of markets, including that for labor, and
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commercialization in general, and that economic growth is the cumulative impact
of incremental advances made by individuals throughout the economy, rather than
being driven by the actions of a narrow elite. For example, Sokoloff (1986)
argues that advances in productivity during the early stages of industrialization
were largely based on changes in organization, methods, and designs which did
not require much in the way of capital deepening, or dramatically new capital
equipment. Rather, technological advances and productivity improvements seem
to have been stimulated by the extension of markets.

As mentioned, one key aspect of this argument is that inappropriate tax
policy can reduce the saving rate of the affluent. If a high level of national saving
is the key to economic growth, and if the rich have a higher marginal propensity
to save than the non-rich, then any redistribution of income from the rich to the
poor will hamper growth. If such redistribution is implemented in a way that
reduces the after-tax return to saving, the negative impact is exacerbated to the
extent that a lower return depresses saving.

Adam Smith maintained this connection, and it was central to growth
models of the 1950s and 1960s, such as Lewis (1954) and Kaldor (1956). Lewis
maintained that the central problem during industrial revolutions was increasing
the saving rate, and that one key source of increased savings was the rise in the
profits share — that is, a shift in the distribution of income. However, the

connection between income inequality and aggregate saving has been challenged
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on both empirical and theoretical grounds. Several studies find that redistribution
from the poor to the rich has little impact on the aggregate savings rate. That is
the conclusion of Blinder (1980) on the post-war United States, of Cline (1972)
on Latin America, and Musgrove (1980) on international cross-sections.
Although savings rates and growth increased concomitantly during the industrial
revolutions of the U.S. and U.K., Williamson (1991) argues that these correlations
are spurious and do not support the Smithian tradeoff between equality and
growth.

Moreover, in the context of a pure life-cycle model, there is no
presumption that the marginal propensity to save differs across people with
different lifetime incomes: because all individuals spend all of their income over
their lifetime, higher saving rates in the saving years are offset by higher
dissaving rates in the retirement years.’® Savings differences arise, though, if the
life-cycle model is enriched to include income-elastic bequests. This implies that,
within a life-cycle framework, saving is increased not by redistribution across

income groups, but rather via redistribution to the young (savers) from the elderly

9 With a growing population, positive saving rates occur because there are
always more of the young savers than the older dissavers. Thus, if the rich
accumulate and decumulate wealth more rapidly than the non-rich, they would

contribute to a higher aggregate saving rate.
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(dissavers). There is, though, a clear positive correlation between income and
age, at least within the set of working families, so that any increase in the

progressivity of the tax system (measured on an annual basis) may on average
effect a redistribution of income toward the young (savers), and for that reason

would imply an increase in aggregate savings.

3.b.2 Cross-Country Evidence

A large, recent literature has examined the cross-country evidence on this
question. There is substantial agreement that across countries more inequality is
correlated with lower subsequent growth. There is, though, less argument on the
structural relationship between inequality and growth.

Perotti (1996) usefully classifies the theoretical underpinnings into four
main categories: the fiscal policy approach, in which inequality leads to
redistributive, distortionary fiscal policy which reduces growth; the sociopolitical
instability approach, in which inequality engenders sociopolitical instability,
which reduces investment and growth; the borrowing constraints approach, in
which inequality reduces investment in human capital among those with little
wealth, which reduces growth; and the joint education/fertility approach, in which
inequality not only decreases investment in human capital among the non-wealthy
but also increases fertility, both of which decrease per capita growth. Perotti’s

empirical investigation of the cross-country data finds support for all but the fiscal
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policy approach; Deininger and Squire (1996) agree, but Persson and Tabellini
(1994) argue that the postwar OECD data weakly support the fiscal policy
approach.

This ongoing controversy is not directly relevant to the question at hand,
because it concerns the link between pre-tax inequality and economic
performance. We are not concerned with the political economy question of
whether more inequality engenders a more redistributive tax and transfer policy,
but instead on the economic consequences of such policies, whatever their origin.
In the sociopolitical approach, presumably it is the extent of inequality in after-tax
incomes that would create incentives for organized individuals to pursue their
interests outside normal market activities or the usual political channels, so that
this factor, alluded to in the ominous statement of Peter Drucker quoted in the
introduction, still applies. The human capital approaches rely on spreading
wealth more broadly, and not specifically on which sections of the society the
redistributed wealth is taken from.

Of more relevance would be the link between economic performance and
attempts by government to redistribute income by taxing the rich.?° 1 am not

aware of any cross-country study which attempts this. The evidence linking the

0 This is one part of the fiscal approach linking pre-tax inequality to reduced

growth.
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level or rate of growth of prosperity to the overall level of taxes is, however, quite
fragile. As I argue in Slemrod (1995), there are inherent problems of separating
out the effects of tax policy on prosperity and to what extent prosperity facilitates

the collection of taxes.

3.c. Micro Evidence

3.c.1 Earlier Survey Evidence

There were several descriptive and analytical studies of the impact of
taxes on the behavior of the rich in an earlier generation. One particularly
influential study (Barlow, Brazer, and Morgan, 1966) was the result of an
extensive field study, conducted in 1964 by The University of Michigan Survey
Research Center, of 957 individuals who had yearly incomes in 1961 of $10,000
or more. Of the respondents 69% (48% if income-weighted) had 1961 incomes
between $10,000 and $15,000, and less than 0.5% (6% if income-weighted) had
incomes over $100,000. Correspondingly, 77% of the sample (60% if income-
weighted) faced marginal tax rates of 39% or less, and only 6% (17% if income-
weighted) faced a marginal tax rate over 50%.

This study found little impact of the tax system on economic decisions.
Only one-eighth of the sample said they had curtailed their work effort because of

the income tax, and those facing the highest marginal tax rates reported work
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disincentives only a little more frequently than did those facing the lowest rates.
Very few reported that their wives’ participation in the labor force or the timing
of retirement was affected by taxes. With regard to investment decisions,
sensitivity to taxes appeared widespread in two situations. One is when income
could be received in the form of capital gains; there was a noticeable “lock-in”
effect on gains and a tax-related tendency to realize losses. The second tax-
sensitive area is where it was possible to transfer assets to relatives and reduce
one’s tax liabilities by so doing; the timing of large gifts to children and other
relatives appeared to be dominated by tax considerations. Between one-fourth
and one-third of the respondents were definitely unaware of their marginal tax
rates; furthermore, the awareness of preferential tax treatment and the inclination
to take advantage of it appeared to be confined to a small minority, with the

exception of the tax advantages of capital gains.

3.c.2 Modern Economic Evidence

These days economists tend to devalue this type of evidence, preferring to
analyze data on actual behavior rather than to rely on people’s stated intentions
and motivations. A large literature exists on many of the critical aspects of
behavior—Ilabor supply, saving, entrepreneurship—although little of it focuses
on, or even treats, the behavior of the affluent. 1 do not have space here to review

all that has been learned in these fields. The papers of this conference taken
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together review much of the relevant literature. Auerbach and Slemrod (1997)
discusses what evidence was unearthed by the Tax Reform Act of 1986 (TRAS86).
We argue that the evidence from TRAS86 is consistent with the notion of a
hierarchy of behavioral responses to taxation, as suggested in Slemrod (1992b).
At the top of the hierarchy—the most clearly responsive to tax incentives—is the
timing of economic transactions. The pattern of capital gains realizations before
and after TRAS86 is the best example, but there are many others. Foreign direct
investment into the U.S. climbed to $16.3 billion in the fourth quarter of 1986,
more than double the rate of adjacent quarters, as investors raced to beat the
expiration of tax rules favoring mergers and acquisitions. In these and other
instances, for many people the opportunity to achieve temporarily available tax
savings obviously dominated any cost of accelerating transactions.

In the second tier of the hierarchy are financial and accounting responses.
There is substantial evidence of the reshuffling of individuals’ portfolios and
repackaging of firms’ financial claims in response to tax cuts of 1981 and TRAS86,
and clear evidence (discussed in Gordon and MacKie-Mason, 1990) of a post-
TRAZS8G6 shift of small and medium-sized businesses out of C corporation status
into S corporation status. There are many other examples, such as how after
TRAB86 individuals were quick to change the form of much of the debt away from

newly nondeductible personal loans into still-deductible mortgage debt.
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At the bottom of the hierarchy is the response of real activities chosen by
individuals or firms. On this issue, the evidence is mixed. The aggregate values
of labor supply and saving apparently responded very little, but it is not clear
whether this reflects a low elasticity of substitution or the fact that TRA86 did not
in fact effect a large change in the relevant relative prices. Furthermore, for some
aspects of real behavior, such as multifamily housing starts and investment in
equipment, TRA86 apparently did generate a significant response.

The striking response of the set of behaviors which might be characterized
as avoidance—in that they do not involve individuals altering their consumption
bundle or firms altering their inputs or outputs—suggests that in the future more
attention be paid to these aspects. A pervasive issue is the difficulty of
disentangling the real response from the financial, accounting, and timing
responses that accompany it. In most of the simple theoretical models of taxation
that underlie empirical investigation, only a real response is possible. For
example, in models of labor supply the choice facing the consumer is between
(possibly dated) leisure and consumption; alternative methods of avoidance and
increased noncompliance thus are not allowed as possible responses to higher
marginal tax rates. In these cases and others the statutory tax rate is not a reliable
measure of how the tax system affects the opportunities of individuals and firms,
and the true budget set reflects not only the apparent relative prices that would

prevail in the absence of avoidance, but also how real behavior facilitates
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avoidance and vice versa. A first step toward a generalized model of behavioral
response, in which individuals choose both their real consumption activity and
avoidance expenditures, is taken in Slemrod (1995b).

What policy difference does it make how (as opposed to how much) the
rich respond to taxation? If, for example, the hypothetical revenue gain from a
tax increase assuming no behavioral response were reduced by $1 billion due to
such a response, does it matter whether the response is in the form of reduced
labor supply, intensified use of accountants, or increased evasion?

Feldstein (1996) has argued that, for the purpose of calculating the
marginal efficiency cost of taxation—a critical parameter for optimal
progressivity as well as the size of government—all one needs to know is the
elasticity of taxable income, and the origin of that elasticity is irrelevant.
However, because Feldstein derives this conclusion in a model which allows real
substitution response but neither avoidance nor evasion, the question remains
whether knowing taxable income elasticity is sufficient.

Slemrod and Yitzhaki (1996, 1997) demonstrate that Feldstein’s assertion
does generalize to a world with avoidance and evasion, but only subject to several
provisos. One is that taxable income needs to be defined comprehensively, so as
to take account of shifts across tax bases and time periods. For example when
TRAB86 lowered the top personal rate below the top corporation income tax rate,

there is evidence that this induced many small corporations to reorganize as “S”



40

corporations, which are not subject to the entity-level corporation income tax, and
instead subjects the shareholders’ income to personal tax as accrued, in the same
way as a partnership would. To the extent this occurred, some of the post-TRA86
increase in individual taxable income and revenue was offset by a decline in
corporate income tax revenue. Furthermore, the tax base must be defined in
present value terms. If a tax change changes the timing of when taxable income
will be realized, the revenue of other periods cannot be disregarded. For example,
the taxable income response to an anticipated future decrease in tax rates must
consider the lost revenue in the period before the tax rate change. Similarly, if a
tax change causes an increase in deferred compensation, the increased future tax
liability (discounted) must be netted against any decline in current tax payments.

Second, this conclusion applies only when the cost born by taxpayers in
the process of reducing tax liability is also a social cost. This is a reasonable
presumption in many situations, such as when the private cost takes the form of a
distorted consumption basket. But in some cases the private cost is not identical
to the social cost. A straightforward example is when the taxpayer hires an
accountant to search for legal reductions in taxable income, and the accountant’s
fees are deductible from taxable income. In this case the social cost is 1/(1 - t)
higher than the private cost, where t is the taxpayer’s marginal tax rate.

Fines (but not imprisonment) for tax evasion bring up a more subtle

example of divergence between the private and social costs of tax-reducing



41

activities. The possibility of a fine for detected tax evasion is certainly viewed as
a cost by the taxpayer, but from society’s point of view it is merely a transfer;
thus the leak of revenue resulting from evasion has a lower social value than the
private value.

Third, the conclusion presumes that the rich and poor are linked only
through the collection and redistribution of tax revenue. The salience of positive
externality arguments will certainly depend on the nature of the behavioral
response. If, for example, the rich supply entrepreneurial services which have
spillover effects, a tax increase which increases avoidance but not effort will be
better than one which inhibits effort.

Finally, although labor supply or savings elasticities are presumably
ineluctable aspects of people’s preferences, avoidance and evasion elasticities
depend critically on the institutional details of tax law enforcement. If, for
example, enforcement instruments are set suboptimally, so that the marginal cost
of raising revenue is higher than it need be, the optimal tax rate will appear lower

than if the enforcement parameters are set optimally: the optimal progressivity
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can be properly assessed only simultaneously with the instruments the

government uses to control avoidance and evasion.?

4. Does Atlas Shrug?

How much and how to tax high-income individuals is at the core of many
recent proposals for incremental as well as fundamental tax reform. The right
answer to these questions depends in part on value judgments to which economic
analysis has little to contribute, but it also depends on standard economic
concerns such as the process generating income, and whether these individuals’
efforts generate positive externalities. How much and how to tax the rich also
depends critically on how they will respond to attempts to tax them, because other
things equal it is wise to limit the extent to which they are induced to pursue less
socially productive activities in order to avoid taxes. We can be sure that most of
the rich, like most everyone else, will entertain ways to rearrange their affairs to
reduce their taxes. Some Atlases do shrug, depending on the burden they are
asked to bear. The real questions are, alas, less literary than the one Ayn Rand
considered forty years ago: how much does Atlas shrug, under what

circumstances and how much is too much to ask?

21 slemrod (1994) constructs an example in which, at given suboptimal settings of
the enforcement parameter, it is optimal to reduce that progressivity, while the

true global optimum features more enforcement and more progressivity.
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The remaining chapters of this book address these questions. The core of
the book, in Section 2, consists of original research on how the rich react to
alternative tax systems, and Section 3 offers some new perspectives on how to
think about that issue. Section 1 provides some context for these studies. First,
W. Elliot Brownlee paints a vivid historical study of how U.S. tax policy toward
the rich has unfolded since the founding of the republic. His chapter is devoted
largely to understanding the ideals of the American architects of tax policy, and
how those architects have acted upon their ideals, balancing expectations of
republican virtue with a desire to achieve a wide range of social goals, only one of
which was the advancement of capitalism. Brownlee's paper also reflects upon
the reactions of the rich to progressive policies that singled them out for heavy
taxation. He argues that in the inter-war period, when progressive assaults were
most ambitious and threatening, the rich generally reacted not by shrugging and
going “on strike," as Ayn Rand proposed, but rather by staying in both the
economic and political marketplaces and struggling to turn back the assaults. By
the late 1940s, concludes Brownlee, they had largely succeeded in removing the
redistributional fangs from the movement for progressive taxation.

Brownlee’s account brings us right up to the present. The rate structure of
the federal personal income tax is graduated, with a top rate now of 39.6 percent.
The top rate was 70 percent as recently as 1980, had fallen to 28 percent by 1988,

and has since crept back up. But the nominal rate structure is only one aspect of
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the tax structure. Equally important is how the tax base is defined. For example,
capital gains are taxed at a preferential rate, are taxed only upon realization
(usually the sale of the asset), and are excused at upon the death of the owner. In
his chapter, Douglas A Shackelford characterizes the complicated tax
environment facing the wealthy, and the reality of substantial avoidance
opportunities. He notes that the tax environment is a complex composite of
income and transfer incentives that vary with the source and use of wealth.
Without tax planning, many wealthy individuals would face very heavy tax
burdens; in the most tax-disadvantaged conditions he analyzes, someone who
bequeaths the wealth derived from labor income to their children would be
indifferent between a single wage tax of 91 percent (!) and the current tax system.
However, tax planners have responded to this situation with a variety of products
that successfully mitigate income and transfer tax payments. These plans include
a diverse set of transactions (e.g., shorting against the box and like-kind
exchanges), products (e.g., derivatives and life insurance) and organizational
structures (e.g., family partnerships and investment companies). Customized to
individual needs and circumstances, the plans are capable of lowering the actual
marginal tax rates faced by wealthy individuals enough that marginal rates
approaching zero are not implausible. In this way, wealthy individuals exchange

large tax levies for smaller avoidance fees. Clearly, any serious student of the tax
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system needs to go beyond the statutory provisions and carefully consider the
avoidance opportunities that are available.

The principal motivation for levying particularly high rates of tax on the
affluent--achieving a just sharing of the tax burden--cannot be evaluated
independently of the pattern of distribution of pre-tax income and wealth. In his
chapter, Edward N. Wolff offers a demographic portrait of the rich in 1983 and

1992, focusing on the changes in the portrait over that decade. He first notes that

late 20th century United States is marked by an extreme concentration of wealth:
in 1992 the richest one percent of households owned 35.9 percent of total wealth,
up from 32.6 percent in 1983. In 1992 the top 20 percent owned 84 percent of
wealth. Moreover, the inequality of income rose even more substantially than
wealth over this period. The share of total income received by the top one percent
of income earners increased from 12.8 percent in 1983 to 15.7 percent in 1992, a
truly remarkable rise. More recent data suggests that the concentration has
continued to increase in the mid 1990°s. Clearly the rich are getting richer, not
only in absolute terms but also compared to everyone else. They are not a static
bunch, though. One would expect a certain amount of movement into and out of
the ranks of the rich, defined for example by those in the top one percent of the
wealth distribution. But Wolff shows that there are systematic differences in

demographic makeup in 1992 compared to 1983. There was, for instance, a
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notable increase in the number of young families—the fraction of household
heads under 45 rose from 10 to 15 percent. Strikingly, the labor earnings
(including both wages, salary and self-employment income) of the top wealth
percentile jumped from 51 to 69 percent over this period. There was also a huge
increase in the number of self-employed people among the rich, and a
corresponding decline in the number of salaried managers and professionals.
Property income of all forms declined sharply, from 46 to 27 percent of the total
income of the top wealth percentile and from 36 to 30 percent of the top income
percentile.

This, then, is the context. But it is only context, because the critical
tradeoffs in tax policy are about the consequences of attempting to tax the rich,
and the consequences hinge on how the rich respond to the attempt. The chapters
of Section 2 all represent state-of-the-art economic research about various aspects
of this question. No one study can draw conclusions about the entire range of
effects that the tax system has, but each study can shed light on some important
aspects of the question.

Of all the potential margins of behavioral response, labor supply is
perhaps the most important. If high taxes encourage people to work less hours,
devote less effort to work, or invest less in themselves, this is worrisome. If the
tax system has this effect on the most talented members of society (not

necessarily, as noted earlier, the same as the most affluent), it is particularly
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worrisome. In their chapter, Robert A. Moffitt and Mark Wilhelm investigate the
impact of taxation on the labor supply of the affluent. To do so, they focus on the
Tax Reform Act of 1986, which reduced marginal tax rates for the affluent more
than for other taxpayers. If labor supply is responsive to tax rates, one would
expect that labor supply of the affluent would increase more for the affluent than
for others. To examine this, they study data from the 1983 and 1989 Survey of
Consumer Finances, which bracket the 1986 tax reform. Using instrumental-
variables methods with a variety of identifying variables, Moffitt and Wilhelm
find essentially no responsiveness of the hours of work of high-income men to the
tax reduction. However, they do find that hourly wage rates of such men
increased over this period, and that the total reported income of these households
increased at a much higher rate

The Moffitt-Wilhelm findings are consistent with a scenario in which,
although the responsiveness of male labor supply to tax rates is small, the
response of other behaviors which are reflected in taxable income is not small.
This is consistent with an influential literature, discussed earlier, that claims that
the elasticity of taxable income with respect to the net-of-tax share is very high,
possibly exceeding one. To quantify this elasticity, the studies of this genre have
conducted “natural experiments” comparing the behavior of the rich to that of
other income groups, assuming that they are the same except for changes in their

tax rates. (The Moffitt-Wilhelm study is an example of this genre, although its



48

econometric specification is the sine qua non of the field.) The chapter by Austan
Goolsbee tests the natural experiment assumption using data on the compensation
of several thousand corporate executives, and concludes that it is clearly false, for
three reasons. First, the very rich have incomes which recently have been
trending upwards at a faster rate than others’ incomes, so natural experiments
conducted over periods in which the relative tax rates of the rich are declining
will confound the secular trend with the effect of taxes themselves. Second, the
rich are much more sensitive to demand conditions than are others, so that surging
income in good times that also feature tax cuts may be misinterpreted as an
indication of behavioral response, when it is not. Finally, the compensation of the
rich is much more likely to be in a form whose timing can be shifted in the short
run. This means that observed changes in taxable income that occur around
anticipated tax changes may reflect re-timing of taxable income, rather than a
behavioral response that will persist. Goolsbee estimates that taking account of
these three facts may reduce previously estimated elasticities by 75 percent or
more.

Although Goolsbee's paper suggests caution in making conclusions about
behavioral response elasticities from time-series data, other chapters in the book
investigate margins of response which do seem to be responsive to tax rates. The
chapter by Gerald E. Auten, Charles T. Clotfelter and Richard L. Schmalbeck

investigates the tax effect on charitable giving by the wealthy. They conclude
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that the current tax system does stimulate some charitable giving, compared to a
system where contributions were not deductible from either the income or estate
tax. However, their analysis suggests that the sensitivity of giving to tax changes
perceived to be permanent is somewhat smaller than previous researchers had
concluded. They also argue that as a result of high tax rates and serpentine
provisions, the wealthy engage in much more elaborate arrangements associated
with their charitable donations, at the cost of valuable human resources.

The chapter by Alan J. Auerbach, Leonard E. Burman, and Jonathan M.
Siegel provides new evidence on the effect of capital gains taxation on the
financial behavior of the wealthy. They focus on the question of whether high-
income people can shelter all or most of their capital gains with the judicious
realization of capital losses. They conclude that such avoidance is not prevalent,
although it increased after 1986, so that most high-income people realize gains
that are not sheltered by losses. Their findings dispel two contentions about the
fairness of capital gains taxation: (i) that high-income people can avoid the tax at
will, subverting the slight progressivity designed into long-term capital gains tax
rates, and (ii) that the loss limitation is especially unfair to lower-income
taxpayers with only a single asset who therefore never are able to fully deduct a
catastrophic loss against other gains or income.

The chapter by Roger H. Gordon and Joel Slemrod investigates whether

the large recent increase in reported individual income by the most affluent
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taxpayers is partly due to a tax-induced shifting from the corporate tax base to the
individual base caused by the narrowing of the differential in the corporate and
individual rates. Under this hypothesis, a decrease in personal tax rates should
result in a decrease in reported corporate income as well as a rise in reported
personal income. The Gordon-Slemrod paper focuses on one particular avenue of
income shifting--where compensation of labor is reported and therefore taxed.
Their analysis leads them to conclude that substantial shifting of this kind in fact
occurred, and that this phenomenon is a part of the story of increased reported
personal income and declining taxable reported corporate profits over the last
decade or two.

The chapter by James Poterba explores the effect of estate and gift taxes
on the rate of return earned by savers. He argues that the estate tax can be viewed
as a tax on capital income, with the effective tax rate depending on the statutory
tax rate as well as the potential taxpayer's mortality risk. Because mortality rates
rise with age, the effective estate tax burden is therefore greater for older than for
younger individuals. Poterba calculates that the estate tax adds approximately 0.3
percentage points to the average burden on capital income for households headed
by individuals between the ages of 50 and 59. However, for households headed
by someone between the ages of 70 and 79, the estate tax increases the tax burden
on capital income by approximately three percentage points. The paper also

concludes that actual levels of inter vivos giving are much lower than one would
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expect if households were taking full advantage of this estate tax avoidance
technique.

The chapter by Andrew A. Samwick looks at another aspect of behavior
potentially distorted by the tax system--portfolio choice. Samwick makes use of
comprehensive wealth data from recent Surveys of Consumer Finances to analyze
the effects of tax changes on the portfolio holdings of households, particularly
those at the top of the wealth distribution. He concludes that although marginal
tax rates do explain some of the cross-sectional differences in portfolio
allocations, the role of tax changes is more limited in determining observed
changes over time in household portfolios relative to the market portfolio.
Evidence on the changes in portfolio allocations by marginal tax rate also fails to
support an important time-series role for marginal tax rates. Samwick concludes
that the responsiveness of the portfolios of the rich to taxation appears to be
limited, perhaps because of systematic risk which makes it worthwhile for the rich
to hold a portfolio that is not optimal based on tax considerations alone.

Rather than focusing on one aspect of behavior, the chapter by James Alm
and Sally Wallace examines a wide range of taxpayer reporting decisions over the
past decade by households in the top percentile of the distribution of income.
They conclude that not only do the rich respond to tax changes, but that they
differ from the average population in how they respond. They suggest that that

these differential responses are due largely to the greater control and flexibility of
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the rich in overall financial matters and, especially, in the form of their
compensation. This finding is consistent with the Gordon-Slemrod conclusion
that the affluent exploit via income shifting differences in how a given stream of
income is taxed.

The critical role of the entrepreneur in economic growth is widely
accepted. To what extent does the tax system discourage and divert individuals
away from entrepreneurial activities? The chapter by Robert Carroll, Douglas
Holtz-Eakin, Mark Rider, and Harvey S. Rosen studies one aspect of this
question: how the income tax influences entrepreneurs' capital investment
decisions. Their research examines the income tax returns of a sample of sole
proprietors before and after the Tax Reform Act of 1986 in order to determine
how the substantial reductions in marginal tax rates for the relatively affluent
associated with that law affected their decisions to invest in physical capital.
They find that individual income taxes had a large negative effect, implying that a
5 percentage point increase in marginal tax rates would reduce the proportion of
entrepreneurs who make capital investment and mean investment expenditures by
approximately 10 percent. In their words, these particular Atlases do indeed
shrug.

But, taken as a whole, the evidence of Chapter 2 is more mixed on the
question of how, and how much, today's Atlases shrug. In the face of substantial

(ignoring, for the moment, avoidance opportunities) tax rates, they appear not to



53

significantly alter either their supply of labor or their portfolios. They do seem to
be induced to be more charitable than they otherwise would be, and the
investment decisions of the sole proprietors among them seem to be sensitive to
tax rates. In terms of financial or accounting responses, the evidence is also
somewhat mixed. Techniques to avoid capital gains taxes do not seem to be fully
utilized and inter vivos gifts to minimize estate taxes are not widely used,
although differential taxes levied on individuals and corporations do appear to
generate of taxable income between those tax bases. The timing of certain
taxable activities such as the receipt of executive compensation is highly sensitive
to anticipated tax changes, corroborating a large literature on this topic. All in all,
these studies do not suggest anything like the complete withdrawal of productive
energies that Ayn Rand warned of. Nevertheless, the tax system clearly induces
people to rearrange their affairs and change their behavior, and these changes are
evidence of an unseen but real cost of levying taxes.

For the most part, modern economics is predicated on the belief that
economic data can be made sense of only in the context of a model. The
empirical research presented in Section 2 all rest on the standard economic model
of individuals that value consumption of goods and services over their lifetime
and perhaps also the consumption and happiness of their families and favored
charities. The two chapters of section 3 challenge the standard model, and offer

two alternatives.
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The chapter by Christopher Carroll argues that the saving behavior of the
richest households, in particular the fact that households with higher levels of
lifetime income have higher lifetime savings rates, cannot be explained by models
in which the only purpose of wealth accumulation is to finance future
consumption, either their own or that of their heirs. He proposes that the simplest
model that explains the relevant facts is one in which consumers regard the
accumulation of wealth as an end in itself, or one in which unspent wealth yields
a flow of services, such as power or social status.

The book closes with a plea for an even more radical recasting of the
underlying model of economic decision-making. Robert H. Frank argues that
individuals’ well-being depends not only on their (and possibly their heirs’)
leisure and level of consumption, but also on their consumption relative to that of
others. This gives rise to “positional externalities,” under which an increase in
one’s own consumption reduces the satisfaction of others whose consumption
ranking declines. In this context, the effect of a tax on wages is, as in
conventional models, to lower the reward for selling leisure. But whereas in
conventional models this introduces a distortion, in Frank’s model it mitigates an
existing distortion. Moreover, he argues that virtually all top-decile earners in the
U.S. are participants in labor markets in which rewards are heavily based on
relative performance. In such markets, income taxation can improve efficiency

because it reduces overcrowding in the market in which reward depends on rank.



One implication of these models is that there may not be a tradeoff between
equity and efficiency, and the same tax policies that promote equity may also
promote efficiency.

Frank's argument is intriguing, but has yet to displace the predominant
view among economists that there is indeed a tradeoff between the equity and
economic cost of a tax system. To make that tradeoff wisely, one should be
informed about its terms. This requires more of the kind of careful research that

follows.
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