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A. The Coming Tax Rate Increases

Earlier this year, the Sunday business section of The
New York Times included an interesting feature article by
N. Gregory Mankiw, Harvard professor of economics
and former chair of the Council of Economic Advisers
under the second President Bush. Warning of the danger
of future inflation in view of the current budget deficit,
Mankiw remarked in passing:

In light of the large fiscal imbalance over which
Obama is presiding, it’s a good bet he will end up
raising taxes for most Americans in coming years.
Higher tax rates mean reduced work and lower potential
output.1 [Emphasis added.]

Mankiw’s statement has an ‘‘of course’’ quality, but as
far as we (noneconomists) can tell, having spent some
time trying to follow that very subject to its statistically

verifiable conclusion, the matter is anything but ‘‘of
course,’’ either as a matter of theory or as a matter of
empirical data. Regarding empirical data, however, we
must admit to one important exception. President Rea-
gan, a stout opponent of progressive income taxation,
some years ago reported that during World War II, he,
being the only leading man in Hollywood left undrafted,
was offered many a juicy movie role but beyond a point
refused them all because of high wartime tax rates. ‘‘You
could only make four pictures and then you were in the
top bracket’’ 90 percent, Reagan recalled. ‘‘So we all quit
working after four pictures and went off to the country.’’2

It remains to be seen whether, as Mankiw predicts,
Congress will raise taxes for most Americans in the next
few years. It is likely, however, that federal tax rates on
the highest-earning Americans will increase. If the 2001
reduction in the top income tax rate from 39.6 percent to
35 percent is allowed to expire on schedule at the end of
this year3 — an outcome urged by President Obama4 —
tax rates will indeed increase at the top of the income
distribution. Moreover, the recently enacted healthcare
legislation prospectively increases (beginning in 2013)
the rate of the Medicare-financing wage tax on high
earners from 2.9 percent to 3.8 percent.5

Given the prospect of increased federal tax rates on
high-end labor income, an examination of the standard
objections to these increases is timely. In this article we
examine two major objections: (1) that these increases
would be self-defeating in revenue terms, because the
revenue loss from the shrinking of the tax base (in
response to the higher rates) would exceed the revenue
gain from the application of higher rates to the remaining
tax base; and (2) that even if the rate hikes would increase
revenues, the societal detriment from the deadweight
loss caused by higher rates would exceed any social
benefit from the added revenue. After considering (and
rejecting) both of these claims, we endorse an intriguing
proposal to index the federal income tax for changes in
pretax income inequality.

B. Income/Substitution Effects, and Optimal Tax
The customary formulation is that a tax on income

from labor has or should have two potentially offsetting
effects. ‘‘First of all, an income tax . . . motivates the
individual to change his pattern of behavior. . . . It can

1N. Gregory Mankiw, ‘‘Bernanke and the Beast,’’ The New
York Times, Jan. 17, 2010, at BU4. Mankiw is more cautious in his
widely adopted Econ 101 Principles of Microeconomics 166-167
(5th ed. 2008):

Although the size of the labor tax is easy to determine, the
deadweight loss of this tax is less straightforward. Econo-
mists disagree. . . .
Economists who argue that labor taxes do not greatly
distort market outcomes believe that the labor supply is
fairly inelastic. . . .
Economists who argue that labor taxes are highly distort-
ing believe that labor supply is more elastic. . . .
These two views of labor taxation persist to this day.
Indeed, whenever you see two political candidates debat-
ing whether the government should provide more ser-
vices or reduce the tax burden, keep in mind that part of
the disagreement may rest on different views about the
elasticity of labor supply and the deadweight loss of
taxation.

2Id. at 171.
3Economic Growth and Tax Reconciliation Act of 2001,

section 901.
4Treasury Department, ‘‘General Explanations of the Admin-

istration’s Fiscal Year 2010 Revenue Proposals,’’ 73 (May 2009),
Doc 2009-10664, 2009 TNT 89-44.

5Patient Protection and Affordable Care Act (P.L. 111-148),
sections 9015 and 10906.
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In this article, the authors examine — and dismiss
— the major objections to the looming income tax rate
increases on upper-income taxpayers. They also de-
scribe and endorse a proposal to index the income tax
for changes in pretax income inequality.
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lead him to work either harder [an income effect] or less
hard [a substitution effect] than he would have if no tax
had been imposed on his earnings.’’6

As to the substitution effect, the argument is that if
Congress raises the marginal tax rate on an individual’s
earnings, it becomes cheaper for the individual to choose
leisure instead of work. What he gives up by doing
nothing is obviously less in value when tax rates are
higher than when they are lower. At some point (it is
argued) the value of untaxed leisure exceeds the after-tax
value of work, and everybody, government included,
suffers a so-called deadweight loss. Simple illustration: X
can work an additional 10 hours at $50 an hour. Society
apparently values these services at $500. Congress now
enacts a 40 percent income tax, in effect reducing X’s
disposable income to $300. Assuming that the 10 hours in
question are worth $350 to X when devoted to leisure
time activities — reading Moby Dick or War and Peace, for
example — X will choose not to work those 10 hours and
there will be a deadweight loss of $150 (that is, $500 -
$350), and no tax revenue whatever (leisure being tax
free).

As to the income effect, the argument is that a higher
average tax rate means that the taxpayer’s after-tax
resources will be further constrained and his everyday
consumption of goods and services reduced, unless he
takes compensatory action. If X wants, above all, to
maintain his standard of living, he will have to put in a
grueling 16.67 hours of labor instead of only 10, thus
generating before-tax income of $833.33, $500 after tax,
and $333.33 in tax revenue.

It is necessary to pause at this point and ask exactly
why we care about the effect of higher tax rates on labor
supply. There are two possibilities. First, we may be
concerned that higher tax rates will be counterproductive
in revenue terms — that the decrease in the tax base will
overwhelm the increase in tax rates, and the government
will collect less tax than if the rates had not been raised.
In that case, we should be interested in the net impact on
labor supply of the substitution and income effects
working in opposite directions (this is what economists
call the uncompensated elasticity of labor supply). Alter-
natively, we might be interested in the overall effect of a
tax increase on societal well-being, taking into account
both the deadweight loss from the substitution effect and
the social benefits produced by the government’s use of
the increased tax revenues. The extent of the deadweight
loss depends on the stand-alone impact of the substitu-
tion effect (what economists call the compensated elasticity
of labor supply), without regard to the income effect.7
Both of these questions — the effect on revenue and the
overall effect on societal well-being — are considered
below.

1. The Laffer curve and the revenue to be gained (or not)
from higher rates. What we need, then, to answer the

revenue effect question is not inconclusive theory —
substitution effect versus income effect — but data. Aware
of this, economists have had to turn to painful, painstak-
ing, empirical research to determine the microeconomic
effects of higher (or lower) taxes. What do the numbers
show?

In the quotation with which we began this article,
Mankiw does not claim that higher rates would result in
reduced revenues. In the past few decades in this country,
however, many have made exactly that claim. The idea
that increased tax rates might decrease tax revenues was
popularized — with the public in general and with
Ronald Reagan in particular — by the economist Arthur
Laffer.8 While it is certainly true that taxes have Laffer
curves and that it is possible for a tax system to be on the
wrong side of its Laffer curve (that is, to impose tax at a
rate higher than the revenue-maximizing rate), there is
little reason to fear that the United States is in imminent
danger of finding itself in that unfortunate position. A
recent study — released under the auspices of the pre-
sumably not-left-leaning Milton Friedman Institute —
concludes that the U.S. revenue-maximizing tax rate for
labor income is in the neighborhood of 60 percent.9 This
result is typical of the Laffer curve literature.10

A very different conclusion is suggested, however, by
an influential 1995 paper by Martin Feldstein,11 based on
tax return data published annually by Treasury. Feld-
stein’s paper focuses on the large Reagan tax rate reduc-
tions of 1986 and uses a difference-in-differences method
to identify the elasticity of taxable incomes for various
income groups. The fundamental assumption is that
people in different tax brackets, higher and lower, would
have had the same income growth and hence the same
relationship to each other had marginal rates been un-
changed. Rates having been sharply reduced in 1986,
Feldstein found that the taxable income of the rich rose
the most relative to other income groups; in effect, the
percentage difference between the very rich and others
grew wider in 1987-1988. The rich were also the group
that enjoyed the largest tax cuts (from 50 percent down to
28 percent). Feldstein’s conclusion was that the elasticity
of taxable income for the rich is substantially in excess of
one,12 and that lowering marginal rates for the very rich
meant more tax revenue, not less.

By obvious contrast, raising marginal rates on the rich
would be futile from Treasury’s standpoint, because the
effect would be to reduce tax revenues. That, in Feldstein’s

6William J. Baumol, Economic Theory and Operations Analysis
(2d ed. 1965).

7Joel Slemrod and Jon Bakija, Taxing Ourselves, 322 n.31 (4th
ed. 2008).

8Jude Wanniski, ‘‘Taxes, Revenues, and the ‘Laffer Curve,’’’
50 The Public Interest 3 (1978).

9Harold Uhlig and Mathias Trabant, ‘‘How Far Are We From
the Slippery Slope? The Laffer Curve Revisited,’’ Milton Fried-
man Institute for Research in Economics Working Paper Series
No. 2009-005, at 32 (Aug. 2009), available at http://www.
ssrn.com.

10See, e.g., Edward C. Prescott, ‘‘Why Do Americans Work So
Much More Than Europeans?’’ 28 Fed. Res. Bank of Minn. Q. R.
2, at 9, n.3 (July 2004) (suggesting a revenue-maximizing tax rate
on labor income of ‘‘slightly above 50 percent’’).

11Martin Feldstein, ‘‘The Effect of Marginal Tax Rates on
Taxable Income,’’ 103 J. Pol. Econ. 551 (1995).

12Id. at 565, tbl. 2.

COMMENTARY / VIEWPOINTS

198 TAX NOTES, July 12, 2010

(C
) T

ax A
nalysts 2010. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



view, was the likely result of the Clinton tax rate increase
of 1993, which (he believed) was unlikely to raise any,
certainly not as much, additional tax revenue as the
administration expected.13

Feldstein states, or concedes, that ‘‘the estimated re-
sponse of taxable income is not the same as an estimate of
the response of labor supply to changes in tax rates,’’
although the latter may be present also.14 ‘‘Taxable in-
come can be changed by varying not only labor supply
but also the forms of compensation, the investment of
assets, and the extent of spending on tax-deductible
activities.’’15 What is important for revenue purposes is
that higher rates prompt the very rich to take steps —
chiefly legal, but legal or otherwise — to reduce their
taxable income, at least as reported.

Feldstein estimates the elasticity of taxable income to
be between 2 and 3 but is prepared to prove his point
with a much lower elasticity measure: 1.04. The 1993 tax
legislation (Clinton) raised the top marginal rate from 31
percent to 39.6 percent on taxable income exceeding
$250,000 and removed the ceiling on the Medicare payroll
tax (it had been $135,000) with the result that the tax rate
applicable to highest income taxpayers climbed to 42
percent. Assuming no behavioral response to the rate
increase, a taxpayer with $500,000 of taxable income
would pay $37,585 more in taxes under the 1993 rates,
resulting in a reduction in after-tax income of about 16.5
percent.16 Assuming a minimum elasticity of 1.04, there
would be a decline in taxable income from $500,000 to
$415,000 and a net revenue gain to Treasury of only
$1,460.17 Any elasticity measure greater than 1.04 would
mean a net revenue loss!

The Feldstein paper fairly speedily produced a small
torrent of critical responses, of which the following were
(are) the main grounds for challenge.18 First, in recent
years the cash compensation of very-high-income people
compared with low-income groups has grown dispropor-
tionately. Taxes aside, the very rich have made a lot more
money than anybody else, so that correlating the Reagan
tax cuts of 1986 with the relative income growth of the
very rich is spurious. Second, demand conditions during
the past few business cycles, including that covered by
the Reagan tax cuts in 1986, have been extremely favor-
able to highly compensated individuals, which suggests
that elasticities have been biased sharply upward. Not
just cash compensation, but stock options and other types
of noncash rewards have made this bias even more
pronounced, so that tax return data are unreliable. And
third, high-income individuals are capable of timing their
income — anticipating income before a tax increase or

deferring income before a tax cut. These timing responses
are merely temporary changes, frequently short-term, in
tax return reporting.

The latest statistical research on the tax elasticity of
labor that we have been able to find is a paper published
by the Congressional Budget Office in 2007.19 The CBO
report considers what the consequences will be for earn-
ings from labor if the Bush tax cuts of 2001 and 2003 are
allowed to expire in 2011, as they will do under present
law. For the highest decile of income earners, the finding
is that the substitution effect will be 0.35, the income
effect 0.14, and hence a total elasticity effect of 0.21.20 The
resulting loss in income from labor is found to be $6
billion.21 As to the top 1 percent of earners, the substitu-
tion effect is found to be 0.58, the income effect 0.19, the
total elasticity about 0.40, and the resulting loss in taxable
earnings $4.2 billion — more than twice the loss in
earnings attributed to the remaining 90 percent of the
individuals in the highest decile.22

The CBO report does not carry out the revenue
consequences of the foregoing, but we suppose one can
assume (ignoring the current recession but looking for-
ward from 2007, the year of the report) that the revenue
consequence of raising the top marginal rate on the top 1
percent can be determined by using a simple formulation
described by Terry Shevlin.23 Assume (for simplicity) that
the marginal rate is increased from the current 35 percent
to 39.6 percent on income above $250,000, and that the
taxpayer has $1,250,000 of taxable income. With no be-
havioral response, we would expect an increase in rev-
enues of $46,000. Using Feldstein’s suggested elasticity
measure of 1.04, the result remains a revenue gain, but of

13Id. at 567-570.
14Id. at 570.
15Id.
16Id. at 568.
17Id.
18E.g., Austan Goolsbee, ‘‘It’s Not About the Money: Why

Natural Experiments Don’t Work on the Rich,’’ in Does Atlas
Shrug? 141 (Joel Slemrod, ed., 2000).

19CBO, ‘‘The Effect of Tax Changes on Labor Supply in
CBO’s Microsimulation Tax Model’’ (Apr. 2007), Doc 2007-9504,
2007 TNT 72-18.

20Id. at 18, tbl. 5.
21Id.
22Id.
23For those not familiar with the literature . . . an example

might illustrate the issue. Suppose the elasticity [of
labor response] for the rich is 1.25 and Congress enacts
an increase in the top marginal rate from 31 to 39.6
percent on incomes over $250,000. . . . For a taxpayer
with $300,000 taxable income, if we assume no behav-
ioral response, then we predict the tax rate increase will
increase tax receipts to the Treasury by $4,300 (calcu-
lated as .086 x $50,000 = $4,300).
Contrast this predicted tax revenue increase with the
increase we can expect if we assume a behavioral
response by the taxpayer. In this literature, the elasticity
is with respect to the net of tax share. The tax rate
increase represents a 14 percent decrease in the net tax
share = [(1 - .31)/(1 - .396) = 1.142]. With an elasticity of
1.25, this implies a decrease in taxable income of 1.25 x
.14 = .175, or $52,500. The predicted post-tax-rate-
change taxable income is $247,500, and tax revenue is
predicted to decline by more than $16,000 (.31 x
$52,500). Thus, the elasticity estimate is important.

Terry Shevlin, ‘‘Commentary,’’ in Does Atlas Shrug? 159, at
159-160 (Joel Slemrod, ed., 2000).
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less than $7,000.24 To be sure, Feldstein treats 1.04 as an
artificial and unrealistic minimum to prove his point. He
apparently believes that the true measure of taxable
income elasticity would be much higher — as noted,
somewhere between 2 and 3. Hence, in his view, there
would be a substantial loss of revenue, and certainly no
meaningful gain, if tax rates are increased. The result is
very different, however, using the CBO’s total elasticity
estimate of 0.40. In that case, raising the marginal tax rate
on incomes exceeding $250,000 would increase tax rev-
enue from our hypothetical taxpayer by almost $31,000.25

As explained above, the Feldstein paper does not
isolate the effect of tax changes on labor supply alone.
Rather, it focuses on changes in reported taxable income,
whatever its source and whatever the legal rules (for
example, one-time inclusion of exercised options) that
govern the reported amount. Labor supply is of course an
important component of reported income, and Feldstein
is aware that the statistical evidence shows that tax
changes do not appear to have had significant effect on
hours worked at any level of compensation, with the
possible exception of ‘‘second earners.’’ But this evidence,
he insists, ‘‘understates the effect of tax rates on labor
supply.’’ The published studies make the mistake of
focusing ‘‘on labor force participation and hours because
those are the aspects of labor supply that are easily
measured. In actual practice, individuals can vary their
labor supply in the short run by changing how hard they
work.’’26 This may be especially important for high-
income individuals ‘‘who have substantial discretion
about the intensity with which they work . . . even if the
number of hours is unchanged.’’27

No evidence is offered for the statement last quoted,
and it is unclear whose ‘‘actual practice’’ Feldstein has in
mind. The question has particular relevance now, be-
cause Obama has indicated that he favors allowing the
Bush tax cuts of 2001 to expire for high-income taxpayers
in 2011. The two top marginal rates this year (2010) are 33
percent and 35 percent. They will go up to 36 percent and
39.6 percent next year (along with an increase in the
capital gain rate and the tax on qualified dividends). A
full-time professor of economics at a top university with,
say, $500,000 of taxable income might pay an additional

$15,000-$20,000 of federal income tax in 2011. The ques-
tion of how tax changes affect labor supply is thus
directly put in question. Will the good professor, having
‘‘substantial discretion about the intensity with which
[he] works,’’ opt for more leisure because marginal tax
rates are higher, or will he choose to put in additional
hours of labor to maintain his consumption level? We
may never know.

Finally, we must admit that we have no anecdote to
compare with Reagan’s. The older of us can say, however,
that in a long life he has never met anyone, certainly no
lawyer or businessperson, who chose to quit work and
head for the beach because of an increase in his marginal
tax rate. Just the contrary in that author’s experience
(which, he admits, may prove nothing, because his circle
of acquaintances has mostly been limited to the hungry
and unsatisfied).

2. Higher tax rates and the optimal tax question. Almost
four decades ago, James Mirrlees invented the field of
optimal income tax analysis (for which he eventually was
awarded the Nobel Prize).28 His first crucial insight was
that income taxation for the purpose of financing redis-
tributive spending programs has countervailing effects
on societal well-being — the deadweight loss from the
substitution effect imposes a welfare cost, while the
transfer of resources from richer to poorer persons im-
proves societal well-being (as a result, of course, of the
declining marginal utility of money). His second crucial
insight was that if one was willing to make (1) a few
assumptions about the state of the world (concerning the
distribution of wage-earning ability in society, the rate at
which the marginal utility of money declines, and the
compensated elasticity of labor supply), and (2) a value
judgment about how individual utilities should be aggre-
gated in determining societal well-being (with the possi-
bilities ranging from a simple utilitarian summing of
individual utilities to a Rawlsian ‘‘maximin’’ concerned
only with the well-being of the least-advantaged persons
in the society), one could run simulations to determine
the combination of tax rate schedule and transfer pay-
ments that maximized societal well-being. With the aid of
optimal tax analysis, it would be possible — at least in
theory — to pursue redistributive taxation up to the point
at which the welfare gains from any additional redistri-
bution would be outweighed by the welfare losses from
the labor disincentive effect of taxation. In the decades
following Mirrlees’s pioneering work, running optimal
tax simulations based on various factual assumptions
and social welfare functions has become a cottage indus-
try.29

Because of uncertainty on the crucial factual questions
and disagreement on the crucial value judgment, there is

24The tax rate increase produces a 7.6 percent decrease in the
taxpayer’s net-of-tax share: (1 - 0.35)/(1 - 0.396) = 1.076. The
taxpayer’s taxable earnings would be decreased by 1.04 x 0.076
x $1,250,000 = $98,800. The taxpayer would have $901,200 of
income above $250,000; at the rate of 39.6 percent the tax on that
income would be $356,875. This is only $6,675 more than the
$350,000 tax on income above $250,000 (35 percent x $1 million)
with a 35 percent top rate.

25The tax rate increase produces a 7.6 percent decrease in the
taxpayer’s net-of-tax share: (1 - 0.35)/(1 - 0.396) = 1.076. The
taxpayer’s taxable earnings would be decreased by 0.40 x 0.076
x $1,250,000 = $38,000. The taxpayer would have $962,000 of
income above $250,000; at the rate of 39.6 percent the tax on that
income would be $380,952. This is $30,952 more than the
$350,000 tax on income above $250,000 (35 percent x $1 million)
with a 35 percent top rate.

26Feldstein, supra note 11, at 553.
27Id.

28James Mirrlees, ‘‘An Exploration in the Theory of Opti-
mum Income Taxation,’’ 38 Rev. Econ. Stud. 175 (1971).

29Matti Tuomala, Optimal Income Tax and Redistribution (1990)
(reporting the results of a large number of simulations based on
varying factual assumptions and social welfare functions);
Louis Kaplow, The Theory of Taxation and Public Economics 53-79
(2008) (describing the major results in the optimal tax literature).
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no uniquely optimal tax-and-transfer system. For ex-
ample, optimal tax rates will be higher (all else being
equal) in a simulation based on a low compensated
elasticity of labor supply and a ‘‘maximin’’ social welfare
function, than in a simulation based on a high compen-
sated elasticity of labor supply and a simple utilitarian
(that is, sum of individuals’ utilities) social welfare func-
tion.

Would a top tax rate in the neighborhood of 40 percent
be too high, from the perspective of an optimal tax
analyst? In a classic 1976 study, Nicholas H. Stern deter-
mined the optimal tax-and-transfer system, under the
constraint that the tax was to be imposed at a single (flat)
rate.30 Using what he considered to be the most reason-
able estimate of labor supply elasticity, and a utilitarian
social welfare function, Stern determined that the opti-
mal tax rate was 54 percent and that the resulting tax
would be sufficient both to fund the government’s non-
redistributive spending (assumed to equal 20 percent of
national income) and a universal per-person cash grant
equal to 34 percent of average income. Stern also ex-
plored the sensitivity of these results to differing elastic-
ity assumptions.31 The lowest elasticity assumption he
considered produced a tax rate of 79 percent, while the
highest produced a tax rate of 35 percent.32 Optimal tax
simulations of nonflat tax systems also conclude that the
rates should be quite high. In a 1994 study permitting
two tax rate brackets, using assumptions similar to
Stern’s, the authors (Slemrod, Yitzhaki, Mayshar, and
Lundholm) found that the optimal marginal rate in the
first bracket (applicable at lower income levels) was 58
percent and that the optimal marginal rate in the second
bracket was 52 percent.33

In short, optimal income tax analysis supports high
marginal tax rates; if anything, a top rate of 39.6 percent
is probably too low from an optimal tax perspective.
There are two caveats, however. First, optimal tax studies
assume there is only one tax; they are designed to find the
optimal total tax burden, taking all taxes into account. If
the optimal overall tax rate is in the vicinity of 50 to 60
percent, and high-income taxpayers are subject to a
marginal tax rate of, say, 10 percent for taxes other than
the federal income tax, then their optimal federal income
tax marginal rate is in the vicinity of 40 to 50 percent —
suggesting that 39.6 percent is in the right ballpark.
Second, optimal income tax studies that permit multiple
tax rates generally find that marginal tax rates should
decline somewhat as income increases (as in the 58
percent/52 percent result in the study by Slemrod et al.).
Does this mean that a 39.6 percent marginal rate on the
rich is justified only if a 45 percent marginal rate is
simultaneously imposed on the lower-middle class? It
does not, because optimal tax simulations also indicate
that much of the tax revenue should be used to fund cash

transfer payments far larger than any transfer payments
that would be politically realistic in the United States.
Because of these large cash transfers, optimal tax-and-
transfer systems tend to be highly progressive in their
overall effects, despite their regressive marginal tax rate
structures. If an optimal tax simulation rules out large
universal cash transfer payments (on the grounds that
they are politically out of the question) and considers the
optimal marginal tax rate structure if taxes are to be used
only to finance nonredistributive public spending, pro-
gressive marginal tax rates turn out to be optimal.34

C. Taxes and Tithing: The Bible Tells Us So

A reader familiar with political debates about tax
policy will expect to encounter, at this point in the
discussion, some familiar questions: What about progres-
sive taxation, in which marginal tax rates rise as taxable
income increases? Is it fair? And, fair or unfair, do we
have it? Because these questions are central to real-world
tax debates, we will address them in a moment. First,
however, we want to register our disagreement with the
standard assumption behind those questions — that is,
the assumption that fairness in taxation is a matter of the
distribution of tax burdens relative to pretax income. To
the philosophers Liam Murphy and Thomas Nagel, pre-
tax income is a myth. It is a myth because without taxes,
there would be no government; without government,
there would be anarchy; and in anarchy, there would be
no income (pretax or otherwise).35 Under this view, the
distribution of what is commonly thought of as pretax
income has no moral significance; no presumption of
fairness attaches to the distribution of pretax income. If
Murphy and Nagel are right, the usual approach to issues
of tax fairness — asking what considerations might
justify tax-created disruptions of the presumptively just
pretax baseline — is fundamentally mistaken. For Mur-
phy and Nagel, justice in taxation (more accurately,
justice in taxation-plus-government-spending) depends
on the distribution of after-tax (and after-transfer) in-
comes, not on the distribution of tax burdens. They offer
their slogan: ‘‘Outcomes, Not Burdens.’’36

The astute reader will have noticed the close connec-
tion between the arguments of Murphy and Nagel and
the previously described foundations of optimal tax
analysis. The philosophical underpinnings of the Mirr-
leesian enterprise are consistent with the views of Mur-
phy and Nagel. The goal of the optimal tax analyst is to
find the social-welfare-maximizing distribution of after-
tax-and-transfer incomes. En route to that destination, an
optimal tax simulation will prescribe a tax rate structure,
but the rate structure is only a means to the end of
achieving the best possible distribution of outcomes; the
distribution of tax burdens has no independent moral
significance.

30Nicholas H. Stern, ‘‘On the Specification of Models of
Optimum Income Taxation,’’ 6 J. Pub. Econ. 123 (1976).

31Id. at 151-152.
32Id. at 142, tbl. 3(b).
33Joel Slemrod et al., ‘‘The Optimal Two-Bracket Linear

Income Tax,’’ 53 J. Pub. Econ. 269 (1994).

34Lawrence Zelenak and Kemper Moreland, ‘‘Can the
Graduated Income Tax Survive Optimal Tax Analysis?’’ 53 Tax L.
Rev. 51 (1999).

35Liam Murphy and Thomas Nagel, The Myth of Ownership,
32 (2002).

36Id. at 98.
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We share with Murphy and Nagel, and with Mirrlees
and his followers, their basic outlook. To ask about the
fair distribution of tax burdens, rather than about the fair
distribution of after-tax-and-transfer incomes, is to ask
the wrong question. Or so we believe. However, because
we recognize that ours is a minority view and is likely to
remain so, we will now engage the adherents of tax
burden analysis on their own terms. To repeat: Are
progressive marginal tax rates fair? And does the current
federal tax system feature them?

We turn once more to Reagan. Concerned with the
merits of taxation throughout his political career, Reagan
rightly assumed that we do, or did, have progressive
taxation and, on that assumption, had a clear answer to
the ‘‘is it fair’’ question:

Proportionate taxation we would gladly accept on
the theory that those better able to pay should
remove some of the burden from those less able to
pay. The Bible explains this in its instruction on
tithing. We are told that we should give the Lord
one tenth and if the Lord prospers us ten times as
much, we should give ten times as much. But,
under our progressive income tax, computing Cae-
sar’s share is a little different.37

Taking the quoted passage literally, it appears that
Reagan believed in a strict rule of entitlement, perhaps
inspired by an early reading of Adam Smith and John
Locke. Individuals are entitled to keep what they earn,
subject to the need for a 10 percent tithe to meet the cost
of police protection, national defense, and contract en-
forcement. This leads to a flat rate tax with no exemption
for low-income earners and, of course, no rate gradua-
tion. Actually, Reagan got as close as this country has
ever come to that ‘‘ideal’’ in 1986, although even the 1986
act preserved three marginal rate brackets: 0 percent up
to the standard deduction plus personal exemptions, 15
percent up to $30,000 of taxable income, and a flat 28
percent for all income above that level. What may be
notable, however, is that the trend toward restoration of
progression began almost immediately, first in the ad-
ministration of Bush the elder, who added a 31 percent
top rate, and then in Clinton’s 1993 budget act, which
moved the top rates up to 36 and 39.6 percent. Bush the
younger reduced rates across the board in 2001 but left in
place a seven-step rate structure (zero bracket included),
with the top rate dropped back to 35 percent.

The fairness question has, of course, been debated for
generations and is pretty well summarized in the old
Walter Blum and Harry Kalven essay, The Uneasy Case for
Progressive Taxation.38 The principal arguments for pro-
gressive taxation, both of which Blum and Kalven chal-
lenge, are ‘‘ability to pay’’ and ‘‘equal sacrifice’’ or, in a
further refinement, ‘‘least total sacrifice.’’ The ability
standard obviously fails to distinguish on its face be-
tween proportionate taxation and progressive taxation
unless it is transmuted into a sacrifice criterion — an

intellectual process that obligates us to adopt a marginal-
utility-of-wealth formula and, in effect, accept the propo-
sition that the next dollar of income means less to a rich
man than to a poor man. Most people, we think, would
accept that proposition without difficulty — on moral, if
not empirical grounds — but it necessarily leaves open
the appropriate structure of the marginal rate schedule.

From an economist’s standpoint (we are guessing), the
‘‘least total sacrifice’’ concept would seem to have more
theoretical appeal than ‘‘equal sacrifice.’’ Once again, the
declining marginal utility of wealth is a necessary as-
sumption. If assumed, then rate progression would have
the effect of minimizing total sacrifice, although dead-
weight loss presumably still has to be taken into account.
Stipulating declining marginal utility and infinite risk
aversion, John Rawls argues that people behind the veil
would contract and agree to an equal division of income
once the veil is lifted — except that if we allow for a
behavioral response to taxation (Feldstein, Mankiw),
then to overcome or minimize deadweight loss, some
degree of inequality would have to be accepted, which
imposes a limit on how steeply progressive the rate
structure should be. The smaller the tax wedge, the
steeper the rate of progression; the larger the tax wedge,
the flatter the rates. In any case, Reagan’s notion of strict
entitlement is rejected under the least total sacrifice
standard, at least in theory.

In the end, as always, the issue becomes one of ethical
preference, and hence inarguable. For some good Ameri-
cans, perceived income inequality would have some
moral influence. The general picture is well known.
Pretax income inequality has risen dramatically in the
United States over the last four decades. In 1970 the top
decile of the income distribution had about 33 percent of
total pretax income; by 2007 the top decile’s share had
risen to 49.7 percent.39 Over the same period, the share of
total pretax income of the top 1 percent of the income
distribution rose from about 9 percent to 23.5 percent,
and the share of the top 0.01 percent rose from 1 percent
to 6 percent.40 Income concentration typically decreases
during recessions, so income concentration today is prob-
ably somewhat less dramatic than it was in 2007.41

However, as Emmanuel Saez has noted, any recent
decrease in income inequality will probably prove to be
only a blip in the long-run trends: ‘‘Based on the U.S.
historical record, falls in income concentration due to
recessions are temporary unless drastic policy changes,
such as financial regulation or significantly more progres-
sive taxation, are implemented and prevent income con-
centration from bouncing back.’’42 As to highest/lowest
comparisons, in 2003 the top 1 percent had 68 times the

37Ronald Reagan, ‘‘Encroaching Control: Keep Government
Poor and Remain Free,’’ 27 Vital Speeches of the Day 677 (1961).

3819 U. Chi. L. Rev. 417 (1952).

39Thomas Piketty and Emmanuel Saez, ‘‘Income Inequality
in the United States, 1913-1998,’’ 118 Q. J. Econ. 1 (2003), updated
through 2007 in Emmanuel Saez, ‘‘Striking It Richer: The
Evolution of Top Income in the United States (Update With 2007
Estimates),’’ available at http://www.econ.berkeley.edu/~saez/.

40Id.
41Id.
42Id.
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average income level of the lowest quintile,43 not greatly
different (according to historical report) from the income
relationship between the aristocracy and the sans-
culottes in late 18th-century France. Differences in shares
of wealth, as one would expect, are even more extreme,
with the top 1 percent having a 34.6 percent share of total
wealth — compared with the 0.2 percent share of total
wealth for the bottom 40 percent.44

But so what, right? One conventional answer is that an
outraged public might be led thereby to support anti-
growth measures such as tariffs and other trade restric-
tions. Beyond that, there is an aesthetic reaction, which is
that vast differences in income and wealth are simply
unappetizing, even undemocratic. Perhaps in less idio-
syncratic terms, it can be argued that aggregate welfare
would actually be increased by moving to a point on the
Pareto frontier that is closer to the middle, even if that
entails an uncompensated sacrifice by some and an
unearned benefit for others. Nothing proved, of course,
but once again the premise of a downward sloping
marginal utility of income suggests that a rearrangement
tending toward equality might mean a net welfare gain
for the group, even though some individuals would be
losers. Viewing the question impartially, and admitting
that the proposition has a Rawlsian ring to it (ex post to
be sure, and after the veil has been drawn aside),
redistribution through the medium of progressive taxa-
tion could be justified as ‘‘fair.’’45

But we do have progressive taxation, do we not?
Marginal rates rise from 0 to 35 percent at present, and
will rise even more steeply in 2011 when the Bush tax
cuts are scheduled to expire. As the reader will have
anticipated, however, appearances are deceiving, in large
part because of the low-rate tax on capital gains and
so-called qualified dividends (meaning, generally, divi-

dends paid by U.S. corporations), now 15 percent. As
reported by the IRS, an average household with between
$50,000 and $100,000 of adjusted gross income receives
2.6 percent of income in the form of capital gains and
qualified dividends, while the comparable household
with more than $10 million of AGI receives 56.2 percent
of income in this form.46 As a consequence, under current
law (2010), the median effective tax rate for the top 1
percent of individual taxpayers is 18.8 percent (against a
top marginal rate of 35 percent), and for 1 in 10 of that
group, the effective rate is actually 2.6 percent.47 Adding
one last statistic, the top 1 percent of households received
18.8 percent of total income before tax and 16.3 percent
after tax (in 2006).48 So there is progression under our
income tax system, but we think many would call the
impact modest overall.

D. The Rising Tide

As described above, pretax income inequality has
risen dramatically in the United States over the last four
decades. Even as pretax income inequality has increased,
the progressivity of the federal tax structure has de-
clined.49 Joel Slemrod and Jon Bakija have noted that,
under optimal tax theory, tax rates should increase in
response to growing inequality of pretax income.50 As the
dispersion of income-earning abilities increases, the util-
ity gains from redistribution become greater relative to
the deadweight loss of taxation, with the result that
higher tax rates become optimal. Writing in 2001, Slem-
rod and Bakija highlighted the ‘‘apparent inconsistency
between the theory of optimal income taxation and actual
U.S. tax-and-transfer policy of the past two [now three]
decades: the degree of progressivity has hardly budged,
may have decreased, and certainly has not increased
substantially in the face of apparently massive increases
in the degree of pre-tax income inequality.’’51

If the indicated optimal tax response to greater in-
equality is an increase in the progressivity of the tax (and
transfer) system, perhaps Congress should provide for
automatic tax rate adjustments keyed to changes in pretax
income inequality. A proposal to precisely this effect has
been made by Leonard Burman, Robert Shiller, Gregory
Leiserson, and Jeffrey Rohaly.52 Although the proposal
does not cite Slemrod and Bakija, it is very much in the
spirit of their analysis.

43Martin A. Sullivan, ‘‘Inequality, Populism, and Democratic
Tax Policy,’’ Tax Notes, Jan. 8, 2007, p. 16, Doc 2007-375, 2007 TNT
6-4.

44Edward N. Wolff, ‘‘Recent Trends in Household Wealth in
the United States: Rising Debt and the Middle Class Squeeze —
an Update to 2007,’’ at 44, tbl. 2 (2010), available at http://
www.levyinstitute.org/pub/wp_589.pdf.

45For example:
Atkinson measures the inequality of a distribution of
incomes by the percentage reduction of total income that
can be sustained without reducing social welfare, by
distributing the new reduced total exactly equally. It
requires judgments of the kind: ‘‘A 22 percent smaller
total income, if equally distributed, would be just as good
for the society as the present [higher] income distributed
[as unequally] as it in fact is.’’ The more unequal the
distribution of present incomes, the more of a reduction
of total income is sustainable, without social-welfare loss,
by distributing the new total equally. The level of
‘‘equally distributed equivalent income’’ (in this case 22
percent lower than actual income) is the crucial concept in
Atkinson’s approach, and the difference with the actual
income (in this case 22 percent) gives us Atkinson’s
measure of inequality.
Amartya Sen, Inequality Reexamined 96 (1992), describing

Anthony Barnes Atkinson, ‘‘On the Measurement of Inequality,’’
in Social Justice and Public Policy 15-36 (1983).

46Justin Bryan, ‘‘Individual Income Tax Returns, 2007,’’ 29(2)
SOI Bulletin 11-12, fig. F (Fall 2009).

47Katherine Lim and Jeffrey Rohaly, ‘‘Variation in Effective
Tax Rates,’’ Tax Notes, Feb. 8, 2010, p. 785.

48Congressional Budget Office, Historical Effective Federal
Tax Rates: 1979-2006, tbl. 1 (2009).

49Joel Slemrod and Jon M. Bakija, ‘‘Growing Inequality and
Decreased Tax Progressivity,’’ in Inequality and Tax Policy 192
(2001).

50Id. at 198-199.
51Id. at 195.
52Leonard E. Burman et al., ‘‘The Rising Tide Tax System:

Indexing the Tax System for Changes in Inequality’’ (draft of
Mar. 8, 2007).
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The paper is available on the Internet in draft form
but, we think, was never published. The idea, fundamen-
tally, is to use the rate structure to restrain the disparities
in after-tax income between high- and low-income tax-
payers from widening ‘‘unduly.’’

The procedure is simple. A base year is chosen — 2007,
say — in which the middle quintile of the income
distribution earned 15 percent of after-tax income and the
top quintile earned 30 percent. An adjustment or index-
ation fraction is then selected — let’s make it 25 percent.
In some subsequent year it is found that the middle
quintile’s income share has dropped to 14 percent and the
top quintile’s has risen to 33 percent. The rates would
then be adjusted so that the after-tax income of middle-
quintile taxpayers would equal 25 percent of their base
year share (3.75 percent), plus 75 percent of the current
year’s share (10.5 percent), for a total of 14.25 percent of
national after-tax income. On the same formula, the top
quintile would be left with after-tax income of 32.25
percent.

Result: If the measure of pretax income inequality
increased relative to the base year, the tax rate schedule
would become more progressive; if that dispersion de-
clined, it would be less progressive, assuming the index-
ation formula is applied symmetrically,53 and assuming
in a given year that the percentage of earnings for middle
and lower quintiles has actually increased relative to the
base year. The indexation number could of course be 50
or 10 percent, depending on how you feel about the
problem of inequality — if you see it as a problem.

The relevant adjustments from year to year would be
automatic and would require no legislative action. To be
sure, there may be other administrative problems, of
which the time lag is the most serious. There might be as
much as a two-year lag between the filing date for the
current tax year and Treasury’s release of tax statistics for

that year. We cope with this time lag even now by
adjusting tax brackets, the standard deduction and per-
sonal exemptions, and Social Security payments for the
prior year’s change in the Consumer Price Index. Pre-
sumably the same would be done under the indexation
proposal.

E. Conclusion
The problem this article confronts was neatly summa-

rized years ago by the great tax economist Henry Simons,
when he wrote: ‘‘Both progress and justice are costly
luxuries — costly, above all, in terms of each other.’’54

Unavoidably, there is something unfair from an analytic
point of view about the familiar opposition between
efficiency and equity, to which Simons alludes. The
efficiency side (‘‘progress’’ in his terms) is susceptible to
statistical measurement, as the above discussion shows.
Economists are still struggling with the problem of
quantifying the uncompensated elasticity of labor supply,
but the statistical research apparently goes on and gets
better and better, so that the room for disagreement
among scholars is less and less, or so it seems. By obvious
contrast, the inequality side (‘‘justice’’ in Simons’s terms)
is not measurable and remains a matter of personal
values and intuition, together with the question of whose
personal values and intuition deserve to be regarded as
controlling. The usual answer — which is really an
evasion, not an answer — is ‘‘democracy’’ — voters make
the ultimate judgment about the appropriate relationship
between rich and poor. But — to be candid, if a trifle
condescending — it is by no means clear that voters
understand the issue in general terms and certainly do
not understand the complex role that taxation plays in
supplying an answer.

Nor can we supply the answer. What we have tried to
do is to remind busy tax practitioners that the equity/
efficiency contrast is sometimes, perhaps often, presented
in a lopsided way. Within any politically plausible range
— that expected from the expiration of the Bush tax cuts,
for example — the consequence is likely to entail little if
any loss of labor and output. The effect on inequality, of
course, is likely to be modest as well.

53The ‘‘Rising Tide’’ paper does call for symmetrical index-
ation. We wouldn’t. We assume the indexation proposal is
inspired by the observation that the dispersion of pretax income
between the very rich and others has been increasing steadily. If
the dispersion of pretax income is actually reduced in a given
year, the goal, as we see it, has been met and there is no good
reason to insist on moving back to a time (the base year) when
the degree of dispersion was wider. 54Henry Simons, Personal Income Taxation 24 (1938).
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