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Revenue Options
In fiscal year 2013, the federal government collected 
$2.8 trillion in revenues. Individual income taxes were 
the largest source of revenues, accounting for more than 
47 percent of the total. Social insurance taxes (primarily 
payroll taxes collected to support Social Security and 
Medicare) accounted for 34 percent, about 10 percent 
came from corporate income taxes, and other receipts—
from excise taxes, estate and gift taxes, earnings of the 
Federal Reserve System, customs duties, and miscella-
neous fees and fines—made up the remaining 9 percent. 

Relative to the size of the economy, federal revenues 
increased robustly between 2012 and 2013. In 2013, 
revenues equaled 16.7 percent of gross domestic product 
(GDP), which is 1.5 percentage points above their share 
of GDP in 2012. That strong growth is attributable 
partly to the January 2013 expiration of a 2 percentage-
point reduction in the payroll tax, but receipts of 
individual income taxes also rose because of three other 
factors:

B Beginning in January, tax rates on personal income 
above certain thresholds went up; 

B In anticipation of changes in tax law, some high-
income taxpayers realized more income late in 
calendar year 2012 and therefore paid taxes on that 
income in fiscal year 2013; and

B Personal income rose for reasons that are unrelated to 
changes in tax provisions.

The Congressional Budget Office (CBO) also attributes 
some of the growth in revenues this year to increases in 
the average tax rate on domestic economic profits, which 
boosted receipts from corporate income taxes.1

Revenues would be greater if not for the more than 
200 tax expenditures in the individual and corporate 
income tax system, which will total more than $1 trillion 
in 2013, CBO estimates.2 Those tax expenditures—so 
called because they resemble federal spending to the 
extent that they provide financial assistance for specific 
activities, entities, or groups of people—are exclusions, 
deductions, exemptions, and credits in the individual and 
corporate income tax systems that cause revenues to be 
lower than they would be otherwise for any given sched-
ule of tax rates (see Box 4-1). 

Trends in Revenues
Over the past 40 years, total federal revenues have aver-
aged 17.4 percent of GDP—ranging from a high of 
19.9 percent of GDP in 2000 to a low of 14.6 percent in 
2009 and 2010 (see Figure 4-1 on page 102). The varia-
tion over time in total revenues as a percentage of GDP 
is primarily the result of fluctuations in receipts of indi-
vidual income tax payments and, to a lesser extent, of 
fluctuations in collections of corporate income taxes. 
Revenues from individual income taxes have ranged from 
slightly more than 6 percent of GDP (in 2010) to slightly 
less than 10 percent of GDP (in 2000). Since the 1970s, 
corporate income taxes have ranged from about 1 percent 
to about 3 percent of GDP. 

The variation in revenues generated by individual and 
corporate income taxes has stemmed in part from 
changes in economic conditions and from the way 
those changes interact with the tax code. For example, 
in the absence of legislated tax reductions, receipts from 
individual income taxes tend to grow relative to GDP

1. The average tax rate is the ratio of corporate income taxes to 
domestic economic profits. An increase in that measure typically 
occurs because taxable corporate profits increase faster than 
domestic economic profits. Domestic economic profits do not 
account for certain factors that affect corporate income taxes, such 
as deductions for bad debts, income from capital gains 
realizations, and deductions for accelerated depreciation.

2. The estimates of tax expenditures account for effects both from 
income taxes and from payroll taxes. Because they are based on 
people’s behavior with the tax expenditures in place, the estimates 
do not represent the revenues the government would collect if 
those provisions of the tax code were eliminated and taxpayers 
adjusted their activities in response.
CBO
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Box 4-1.

Types of and Limits on the Cost of Tax Expenditures

All tax expenditures reduce what taxpayers owe but 
their particular structures differ. There are five types 
of tax expenditures in individual and corporate 
income taxes, and eligibility for them and their 
amounts vary as well.

Types of Tax Expenditures
A tax exclusion reduces the amount of income that 
filers must report on tax returns. Taxpayers are 
permitted, for example, to exclude employers’ contri-
butions for health insurance and interest on state and 
local bonds from the income they report. Because 
exclusions reduce taxable income, their net effects 
depend on a taxpayer’s marginal tax rate (the rate that 
applies to the last dollar of income). For instance, 
$10,000 in exclusions reduces tax liability by $1,500 
for someone in the 15 percent tax bracket but by 
$2,800 for someone in the 28 percent tax bracket. 

A tax deduction is an expense that is subtracted from 
reported income in the calculation of taxable income. 
The tax code gives people a choice between itemizing 
deductions for certain types of expenses, such as 
state and local income taxes, mortgage interest, and 
charitable contributions, and claiming the standard 
deduction, a flat amount that is the same for everyone. 
Statutory adjustments, sometimes called above-the-
line deductions, can be claimed by taxpayers whether 
they itemize deductions or choose the standard 
deduction. Contributions to individual retirement 
accounts fall into the category of statutory adjust-
ments. Like exclusions, the tax value of deductions—
whether they are itemized, standard, or above-the-
line—varies with the taxpayer’s marginal tax rate.

Some types of income are taxed at lower, preferential 
rates. Long-term capital gains and most dividends, for 
example, are taxed at lower rates than other types of 
income. 

A tax credit can be a flat amount or it can depend on 
the amount of earnings or how much is spent on a 
particular good or activity. A nonrefundable tax credit 
(such as the foreign tax credit, which offsets some or 
all of the taxes paid to another country by people or 
businesses) reduces a taxpayer’s tax liability, dollar for 
dollar. In contrast, a refundable tax credit (such as the 
earned income tax credit) offsets liabilities, and eligi-
ble individuals and businesses receive the full amount 
of the credit even if their liabilities are less than the 
amount of the credit. In such a case, they receive 
money from the government, rather than owing 
taxes. 

In some instances, taxpayers can defer a portion of 
the taxes owed from one year to another. Some com-
panies, for instance, defer taxes on income earned 
abroad from the operations of their subsidiaries until 
that income is remitted (or “repatriated”) to the U.S. 
parent company, at least temporarily allowing some 
foreign-earned income to escape U.S. taxation. 

Limits on the Costs of Tax Expenditures 
Lawmakers have placed limits on some tax expendi-
tures to lower their costs. Some limits apply broadly 
to a group of tax expenditures; in other cases, limits 
are placed on specific tax expenditures. In many 
cases, those limits also change the incentives faced by 
taxpayers, and their effects vary with the form of the 
limit.
because of a phenomenon known as real bracket creep—
rising real (inflation-adjusted) income tends to push more 
and more income into higher tax brackets. In addition, 
because some parameters of the tax system are not 
indexed for inflation, rising prices also push a greater 
share of income into higher tax brackets.3 During eco-
nomic downturns, corporate profits generally fall as a 
share of GDP, causing corporate tax revenues to shrink, 
and losses in households’ income tend to push a greater 
share of total income into lower tax brackets, resulting in 
lower revenues from individual income taxes. Thus, total 
tax revenues automatically rise relative to GDP when 
the economy is strong and decline relative to GDP 
when the economy is weak. 

3. That effect was more pronounced before 1984, when the 
parameters of the individual income tax began to be indexed for 
inflation.
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Box 4-1. Continued

Types of and Limits on the Cost of Tax Expenditures

Restrictions are placed on certain exclusions and 
deductions—sometimes in the form of a ceiling—
such as the limit on contributions to certain types of 
retirement funds. In 2013, for example, employees 
are not permitted to allocate more than $17,500 of 
their pretax earnings to a conventional 401(k) plan. 
That dollar threshold is adjusted, or indexed, for 
inflation. In other cases, the dollar limits placed on 
certain tax expenditures are not indexed for inflation, 
effectively lowering the amount that can be claimed 
over time. The mortgage interest deduction, for 
example, is limited to interest on qualified debt up to 
$1.1 million, but the inflation-adjusted value of that 
limit declines over time as prices rise. The govern-
ment also offers tax subsidies for expenses above a 
threshold amount—a floor. Thus, taxpayers can claim 
medical and dental expenses that exceed 10 percent 
of their adjusted gross income, or AGI.1 (AGI 
includes income from all sources not specifically 
excluded by the tax code, minus certain deductions.) 

Ceilings and floors reduce the incentive to engage in 
tax-favored activities, although in different ways. The 
ceiling on contributions to retirement plans, for 
example, encourages saving up to the amount of the 
threshold but removes the subsidy for additional 
contributions. The floor on itemized medical deduc-
tions eliminates that subsidy for the first dollar spent 
on health-related expenditures but maintains the 
incentive for spending above the threshold. 

Another approach to limiting costs prevents some 
filers from receiving any benefit from certain tax 
expenditures. For example, taxpayers must pay either 
their regular tax or the alternative minimum tax 
(AMT), whichever is greater. Tax liability is com-
puted differently for the AMT and the regular 
income tax; the AMT allows taxpayers to take fewer 
exemptions, deductions, and tax credits than are 
permitted under the regular tax. Under the AMT, 
taxpayers may not deduct state and local income 
taxes or unreimbursed business expenses, for exam-
ple, which are deductible under the regular income 
tax; all such adjustments are replaced with a single 
exemption.

Some limits do not change the incentive to engage 
in a tax-favored activity that would produce a tax 
expenditure, but they affect other types of incentives. 
One such provision reduces the total a taxpayer 
can claim in itemized deductions. The amount of 
certain deductions—including the deduction for 
charitable contributions—is reduced by 3 percent 
of the amount by which a taxpayer’s AGI exceeds a 
threshold (often called the Pease limitation, after 
Congressman Donald Pease who proposed it), up to 
a maximum reduction of 80 percent of itemized 
deductions (that is, taxpayers retain no less than 
20 percent of their deductions). Because the Pease 
limitation increases tax liabilities as people’s income 
rises, it boosts the marginal tax rate on income and 
reduces the incentive to work, save, and invest for 
people who are subject to it. The Pease limitation, 
however, does not affect the tax subsidy that people 
receive for each additional dollar in itemized 
deductions. 

1. Through 2016, the floor on itemized medical deductions for 
people who are age 65 or older is 7.5 percent of AGI—the 
same threshold that applied to all taxpayers before the 
Affordable Care Act increased that amount, beginning in 
2013.
Social insurance taxes, by contrast, have been a stable 
source of federal revenues. Receipts from those taxes 
increased as a percentage of GDP during the 1970s and 
1980s because of rising tax rates, increases in the number 
of people paying those taxes, and growth in the share of 
wages subject to the taxes. For most of the past two 
decades, legislation has not had a substantial effect on 
social insurance taxes, and the primary base for those 
taxes—wages and salaries—has varied less as a share of 
GDP than have other sources of income. In 2011 and 
2012, however, the temporary reduction in the Social 
Security tax rate caused receipts from social insurance 
taxes to drop; with the expiration of that provision at the 
end of 2012, social insurance receipts as a share of GDP 
are expected to approach their historical level—close to 
6 percent of GDP. 
CBO
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Figure 4-1.

Revenues, 1973 to 2023
(Percentage of gross domestic product)

Source: Congressional Budget Office.
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Revenues from other taxes and fees declined relative to 
the size of the economy over the period from 1971 to 
2013 mainly because receipts from excise taxes—which 
are levied on such goods and services as gasoline, alcohol, 
tobacco, and air travel—have steadily dwindled as a share 
of GDP over time. That decline is chiefly because those 
taxes are usually levied on the quantity of goods sold 
rather than on their cost, and the rates have generally not 
kept up with inflation.

Under current law, revenues are projected to increase fur-
ther, to 17.7 percent of GDP in 2014 and 18.6 percent in 
2015, and then to remain above 18 percent of GDP from 
2016 through 2023. About half of the expected increase 
in the next two years would stem from changes in tax 
rules, such as the scheduled expiration at the end of 
December 2013 of enhanced depreciation deductions 
allowed for certain business investments. Accounting for 
the other half are factors related mainly to the strengthen-
ing economy, including increases relative to GDP in 
some components of taxable income (such as wages and 
salaries, capital gains realizations, proprietors’ income, 
and domestic economic profits) and the continued rise to 
more normal levels in the average tax rate on domestic 
economic profits. CBO projects that revenues will grow 
at close to the same rate as GDP over the 2015–2023 
period. Individual income tax receipts are projected to 
rise relative to GDP as increases in taxpayers’ real income 
push more income into higher tax brackets; in contrast, 
corporate income tax receipts and remittances to the 
U.S. Treasury from the Federal Reserve are projected to 
fall relative to GDP. 

Trends in Tax Expenditures
Unlike discretionary spending programs (and some man-
datory programs), most tax expenditures are not subject 
to periodic reauthorization or annual appropriations. 
And, as is the case for entitlement programs, any person 
or entity that meets program requirements can receive 
benefits. Because of the way tax expenditures are treated 
in the budget, however, they are much less transparent 
than is spending on entitlement programs.

Ten of the largest tax expenditures will account for 
approximately two-thirds of the total budgetary effect 
of all tax expenditures in 2013, CBO estimates. They fall 
in four major categories, as follows:

B Exclusions from taxable income of employment-based 
health insurance, net pension contributions and 
earnings, capital gains on assets transferred at death, 
and a portion of Social Security and Railroad 
Retirement benefits;
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Figure 4-2.

Budgetary Effects of Selected Major Tax Expenditures, Fiscal Years 2014 to 2023
(Percentage of gross domestic product)

Source: Congressional Budget Office.

Notes: Because estimates of tax expenditures are based on people’s behavior with the tax expenditures in place, the estimates do not reflect 
the amount of revenues that would be raised if those provisions of the tax code were eliminated and taxpayers adjusted their activities 
in response to those changes.

The exclusion from taxable income of employment-based health insurance includes employers’ contributions for health care, health 
insurance premiums, and long-term-care insurance premiums.

a. Includes effect on payroll taxes.

b. Includes effect on outlays.
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B Itemized deductions for certain taxes paid to state and 
local governments, mortgage interest payments, and 
charitable contributions;

B Preferential tax rates applied to capital gains and 
dividends; and

B Tax credits, specifically the earned income tax credit 
and the child tax credit.
CBO estimates that in 2013, those 10 tax expenditures 
will total more than $900 billion in income and payroll 
taxes, or 5.6 percent of GDP, and they are projected to 
amount to nearly $12 trillion, or 5.3 percent of GDP, 
between 2014 and 2023 (see Figure 4-2).4 In 2013, the 
combined costs of the 10 tax expenditures will equal 

4. Congressional Budget Office, The Distribution of Major Tax 
Expenditures in the Individual Income Tax System (May 2013), 
www.cbo.gov/publication/43768.
CBO

http://www.cbo.gov/publication/43768
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about one-third of federal revenues, CBO estimates, and 
they will exceed spending on Social Security, defense, or 
Medicare.5 

Beginning in 2014, the tax credits that some people will 
receive to help pay health insurance premiums under the 
Affordable Care Act will represent a new tax expenditure. 
CBO and the staff of the Joint Committee on Taxation 
(JCT) estimate that those tax credits will equal 0.2 per-
cent of GDP in 2015 and 0.5 percent of GDP by 2023.

Corporate tax expenditures reduce revenues by much less 
than individual tax expenditures do. The largest corpo-
rate tax expenditure—estimated by JCT to total about 
$42 billion in fiscal year 2013 and $266 billion from 
2013 through 2017—is for the deferral of taxes on the 
income of controlled foreign corporations (that is, 
income earned by foreign subsidiaries of U.S. multi-
national corporations) from their business activities 
abroad.6 Although the federal government taxes the 
worldwide income of U.S. businesses, the income that 
foreign subsidiaries of U.S. multinational corporations 
earn is not subject to U.S. taxation until it is paid to a 
U.S. parent company—that is, the tax is deferred until 
the income is repatriated. 

The second-largest corporate tax expenditure is the 
deduction for domestic production activities: U.S. busi-
nesses engaged in manufacturing and certain other types 
of domestic production may deduct from their taxable 
income a percentage of what they earn from those activi-
ties. That expenditure will total $14 billion in fiscal year 

5. For calendar year 2013, more than half of the combined benefits 
of those expenditures will accrue to households in the nation’s top 
quintile (or one-fifth) by income, and 17 percent will go to 
households in the top 1 percent, CBO estimates. In contrast, 
13 percent will accrue to households in the middle quintile, and 
just 8 percent will accrue to those in the lowest quintile. Measured 
relative to after-tax income, the benefits are greatest for the lowest 
and highest income quintiles. In calendar year 2013, CBO 
estimates, the combined benefits will equal nearly 12 percent of 
after-tax income for households in the lowest quintile, more than 
9 percent for households in the highest quintile, and less than 
8 percent for households in the middle three quintiles. See 
Congressional Budget Office, The Distribution of Major Tax 
Expenditures in the Individual Income Tax System (May 2013), 
www.cbo.gov/publication/43768. 

6. See Joint Committee on Taxation, Estimates of Federal Tax 
Expenditures for Fiscal Years 2012–2017 (February 2013), 
http://go.usa.gov/W9T3.
2013 and $78 billion from 2013 through 2017, JCT 
estimates.7

Methodology Underlying the 
Revenue Estimates
Nearly all of the revenue estimates in this chapter were 
prepared by JCT. The budgetary savings were estimated 
relative to CBO’s baseline projections for receipts, under 
the general assumption that current laws remain in effect 
and specifically that scheduled changes in provisions of 
the tax code take effect and no additional changes are 
enacted to those provisions.8 If combined, the options 
might interact with one another in ways that could alter 
their revenue effects and their impact on households and 
the economy.

CBO’s and JCT’s budget estimates generally reflect 
changes in the behavior of people and firms, except for 
those that would affect total output in the economy—
such as any changes in labor supply or private investment 
resulting from changes in fiscal policy. The convention of 
not incorporating macroeconomic effects in cost esti-
mates has been followed in the Congressional budget 
process since it was established in 1974. CBO and JCT 
separately produce estimates of the effects of some major 
proposals on overall output and, in turn, the effects of 
those changes in output on the federal budget.

However, cost estimates incorporate other changes in 
people’s behavior that would have budgetary effects. An 
impending increase in the tax rate applicable to capital 
gains, for example, would spur some investors to sell 
assets before the rate increase took effect. Or, when faced 
with paying higher Social Security taxes for their employ-
ees, employers would pay less in salaries and benefits to 
offset the higher payroll taxes. Revenue estimates for 
those options would incorporate such behavioral 
responses: The acceleration of capital gains realizations in 
the first example would cause a temporary hike in taxable 
realizations in the year before implementation of the 

7. The estimates for the deduction include revenues from both the 
corporate income tax and the individual income tax (attributable 
to activities of noncorporate businesses).

8. As specified in the Balanced Budget and Emergency Deficit 
Control Act of 1985, CBO’s baseline reflects the assumption that 
expiring excise taxes dedicated to trust funds will be extended 
(unlike other expiring tax provisions, which are assumed to follow 
the schedules set forth in current law).

http://www.cbo.gov/publication/43768
http://go.usa.gov/W9T3
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increase, and the change in compensation in the second 
example would cause individual income tax receipts to 
fall at the same time that payroll tax revenues rise.

Some revenue options would affect outlays as well as 
receipts. For example, options that would change eligibil-
ity for, or the amount of, refundable tax credits would 
generally cause a change in outlays because the amount of 
such credits that exceeds someone’s income tax liability 
(before the tax credit) is usually paid to the person and is 
recorded in the budget as an outlay. In addition, changes 
in other tax provisions could affect the allocation of 
refundable credits between outlays and receipts. For 
instance, when tax rates are increased (with no changes 
in the amounts of refundable tax credits or eligibility for 
them), the portion of the refundable credits that offsets 
tax liabilities increases (because the tax liabilities that 
can be offset are greater) and the outlay portion of the 
credits falls correspondingly; the total cost of the credit 
remains the same. For simplicity in presentation, the 
revenue estimates for options that affect refundable tax 
credits represent the net effects on revenues and outlays 
combined. 

Options that would expand the base for Social Security 
taxes would affect outlays as well. When options would 
require some or all workers to contribute more to the 
Social Security system, those workers would receive larger 
benefits when they retired or became disabled. For nearly 
all such options in this report, CBO anticipates that a 
change in Social Security benefit payments would be 
small over the period from 2014 through 2023, and thus 
the estimates for those options do not include those out-
lay effects. One exception, however, is Option 18, which 
would increase the amount of earnings subject to Social 
Security tax. In that case, the effects on Social Security 
outlays over the 10-year projection period would be more 
sizable; they are shown separately in the table for that 
option.

Options in This Chapter
This chapter presents 36 options grouped into several 
categories according to the part of the tax system they 
would target: individual income tax rates, the individual 
income tax base, individual income tax credits, payroll 
taxes, taxation of income from businesses and other enti-
ties, taxation of income from worldwide business activity, 
excise taxes, and other taxes and fees.

Several comprehensive approaches to changing tax 
policy—each with the potential to increase revenues 
substantially—that have received much attention lately 
are not included in this report. One would eliminate or 
reduce the value of all or most tax expenditures. Another 
would fundamentally change the tax treatment of multi-
national corporations. Yet another would impose a tax on 
most goods and activities, possibly through a value-added 
tax.

Each would have significant consequences for the 
economy and for the federal budget:

B Limiting or eliminating a broad array of tax 
expenditures would influence many taxpayers’ 
decisions to engage in certain activities or to purchase 
favored goods.

B Changing the tax treatment of multinationals would, 
to some extent, affect businesses’ choices about how 
and where to invest. Those changes also would affect 
incentives for engaging in various strategies that allow 
a business to avoid paying U.S. taxes on some income.

B Creating a value-added tax would favor saving more 
than consumption because it would tax businesses’ 
receipts from the sales of their goods and services 
instead of taxing people’s income.

Although this chapter includes options that contain 
elements of those approaches, none of the options is as 
comprehensive as those approaches. One reason that the 
report does not contain options that entail comprehen-
sive changes to the tax code is that such proposals often 
are combined with those that would reduce individual 
and corporate income tax rates or—in the case of a value-
added tax—replace an existing tax, and therefore their 
effects may be best assessed in the context of such broader 
packages. Moreover, the estimates would vary greatly 
depending on the particular proposals’ specifications. 
Hence, the amount—and even the direction—of the 
budgetary impact of broad approaches to changing tax 
policy is uncertain. 
CBO
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Revenues—Option 1

Increase Individual Income Tax Rates

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. The estimates include the effects on outlays resulting from changes in refundable 
tax credits. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues

 
Raise all tax rates on ordinary 
income by 1 percentage point 37 56 60 65 69 73 77 81 86 90 287 694

 

Raise ordinary income tax rates 
in the following brackets by 
1 percentage point: 28 percent 
and over 7 11 12 14 15 16 17 19 20 21 59 152

 

Raise ordinary income tax rates 
in the following brackets by 
1 percentage point: 35 percent 
and over 5 7 8 9 10 10 11 12 13 13 38 98
Under current law, ordinary income earned by most 
individuals is taxed at the following seven statutory rates: 
10 percent, 15 percent, 25 percent, 28 percent, 33 per-
cent, 35 percent, and 39.6 percent. (Ordinary income is 
all income subject to the income tax except long-term 
capital gains and dividends.) 

As specified by the tax code, different statutory tax rates 
apply to different portions of people’s taxable ordinary 
income. (Taxable income generally equals gross income 
minus allowable adjustments, exemptions, and deduc-
tions.) Tax brackets—the income ranges to which the dif-
ferent rates apply—vary depending on taxpayers’ filing 
status (see the table on the next page). In 2013, for exam-
ple, a person filing singly with taxable income of $40,000 
would pay a tax rate of 10 percent on the first $8,925 of 
taxable income, 15 percent on the next $27,325, and 
25 percent on the remaining $3,750 of taxable income. 
The starting points for those income ranges are adjusted, 
or indexed, to increase with inflation each year. 
Income in the form of long-term capital gains and 
dividends is taxed under a separate rate schedule, with a 
maximum statutory rate of 20 percent. Income from 
both short-term and long-term capital gains and divi-
dends, along with other investment income received by 
higher-income taxpayers, is also subject to an additional 
tax of 3.8 percent as a result of the Affordable Care Act.

Taxpayers who are subject to the alternative minimum 
tax (AMT) face statutory rates of 26 percent and 28 per-
cent. (The AMT is a parallel income tax system with 
fewer exemptions, deductions, credits, and rates than the 
regular income tax. Households must calculate the 
amount they owe under both the AMT and the regular 
income tax and pay the larger of the two amounts.) How-
ever, the AMT does not affect most of the highest-
income taxpayers because the highest statutory rate under 
the AMT is only 28 percent, and many deductions 
allowed under the regular income tax are still allowed 
under the AMT.
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Starting Points for Tax Brackets (2013 dollars)  Statutory Tax Rate on Ordinary Taxable Income (Percent)

Single Filers Joint Filers  2013

0 0 10

8,925 17,850 15

36,250 72,500 25

87,850 146,400 28

183,250 223,050 33

398,350 398,850 35

400,000 450,000 39.6
This option includes three alternative approaches for 
increasing statutory rates under the individual income 
tax. Those approaches are as follows: 

B Raise all tax rates on ordinary income (income subject 
to the regular rate schedule) by 1 percentage point. 

B Raise all tax rates on ordinary income in the top four 
brackets—28 percent and over—by 1 percentage 
point. 

B Raise all tax rates on ordinary income in the top two 
brackets—35 percent and over—by 1 percentage 
point. 

Raising all statutory tax rates on ordinary income by 
1 percentage point would increase revenues by a total of 
$694 billion from 2014 through 2023, according to esti-
mates by the staff of the Joint Committee on Taxation 
(JCT). If this alternative was implemented, for example, 
the top rate of 39.6 percent would increase to 40.6 per-
cent. Because the AMT would remain the same as under 
current law, some taxpayers would not face higher taxes 
under the option.

Alternatively, lawmakers could target specific individual 
income tax rates. For example, boosting rates only on 
ordinary income in the top four brackets—28 percent and 
over—by 1 percentage point would raise revenues by 
$152 billion over the 10-year period, according to JCT. 
By targeting a smaller group of taxpayers than the first 
approach, this alternative would raise significantly less 
revenue. As another example, boosting rates only on ordi-
nary income in the top two brackets—35 percent and over—
by 1 percentage point would raise revenues by $98 billion 
over the 10-year period, according to JCT. Because most 
people who are subject to the top rate in the regular 
income tax are not subject to the alternative minimum 
tax, the AMT would not significantly limit the effect of 
that increase in regular tax rates. By targeting a smaller 
group of taxpayers than the first or second alternative, 
this alternative would raise even less revenue.

As a way to boost revenues, an increase in tax rates would 
offer some administrative advantages over other types of 
tax increases because it would require only minor changes 
to the current tax system. Rate hikes also would have 
drawbacks, however. Higher tax rates would reduce peo-
ple’s incentive to work and save. In addition, they would 
encourage taxpayers to shift income from taxable to non-
taxable forms (for example, by substituting tax-exempt 
bonds for other investments or opting for more tax-
exempt fringe benefits instead of cash compensation) and 
to increase spending on tax-deductible items relative to 
other items (for example, by paying more in home mort-
gage interest and less for other things). In those ways, 
higher tax rates would cause economic resources to be 
allocated less efficiently than they would be under current 
law. 
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The estimates shown here incorporate the effect of tax-
payers shifting income from taxable forms to nontaxable 
or tax-deferred forms. However, the estimates do not 
incorporate changes in how much people would work or 
save in response to higher tax rates. Such changes would 
depend in part on whether the federal government used 
the added tax revenues to reduce deficits or to finance 
increases in spending or cuts in other taxes. 
RELATED OPTIONS: Revenues, Options 2 and 3

RELATED CBO PUBLICATIONS: The Distribution of Household Income and Federal Taxes, 2008 and 2009 (July 2012), www.cbo.gov/publication/
43373; testimony of Douglas W. Elmendorf, Director, before the Senate Committee on Finance, Trends in Federal Tax Revenues and Rates 
(December 2, 2010), www.cbo.gov/publication/21938; testimony of Douglas W. Elmendorf, Director, before the Senate Committee on the 
Budget, The Economic Outlook and Fiscal Policy Choices (September 28, 2010), www.cbo.gov/publication/21836; Average Federal Taxes by 
Income Group (June 2010), www.cbo.gov/publication/42870; The Individual Alternative Minimum Tax (January 2010), www.cbo.gov/
publication/41810; and Analyzing the Economic and Budgetary Effects of a 10 Percent Cut in Income Tax Rates (December 2005), 
www.cbo.gov/publication/17507

http://www.cbo.gov/publication/43373
http://www.cbo.gov/publication/43373
http://www.cbo.gov/publication/21938
http://www.cbo.gov/publication/21836
http://www.cbo.gov/publication/42870
http://www.cbo.gov/publication/41810
http://www.cbo.gov/publication/41810
http://www.cbo.gov/publication/17507
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Revenues—Option 2

Implement a New Minimum Tax on Adjusted Gross Income

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 14.7 -0.5 6.9 6.8 6.9 7.4 7.8 8.1 8.5 8.9 34.8 75.5
Under current law, individual taxpayers are subject to 
statutory tax rates on ordinary income (income other 
than capital gains and dividends) that rise from 0 percent 
to 39.6 percent. The Affordable Care Act imposed an 
additional tax of 3.8 percent on investment earnings 
realized by high-income taxpayers. However, people in 
the highest tax brackets generally may pay a smaller share 
of their income in income taxes than those brackets 
might suggest, for at least two reasons. First, income 
realized from capital gains and dividends—which repre-
sents a substantial share of income for many people in 
the highest brackets—is generally subject to income tax 
rates of 20 percent or less (before the application of the 
3.8 percent additional tax). Second, taxpayers can claim 
exemptions and deductions (both subject to limits) to 
reduce their taxable income, and they can further lower 
their tax liability using credits. 

Taxpayers may also be liable for an alternative minimum 
tax (AMT), which was intended to impose taxes on high-
income individuals who use tax preferences to greatly 
reduce or even eliminate their liability under the regular 
income tax. The AMT allows fewer exemptions, deduc-
tions, and tax credits than are allowed under the regular 
income tax, and taxpayers are required to pay the higher 
of their regular tax liability or their AMT liability. How-
ever, the AMT does not affect most of the highest-
income taxpayers because the highest statutory rate under 
the AMT is only 28 percent, and many deductions 
allowed under the regular income tax are still allowed 
under the AMT.

In addition to the individual income tax, taxpayers are 
subject to payroll tax rates of up to 7.65 percent on their 
earnings: 6.2 percent for Social Security (Old-Age and 
Survivors Insurance and Disability Insurance) and 
1.45 percent for Medicare Part A (Hospital Insurance). 
Employers also pay 7.65 percent of their employees’ earn-
ings to help finance those benefits. Beginning in 2013, 
the Affordable Care Act imposed an additional tax of 
0.9 percent on all earnings above $200,000 for single tax-
payers and $250,000 for joint filers. However, the major-
ity of those payroll taxes—specifically, those that fund 
Social Security benefits—are levied only on the first 
$113,700 of earned income. Therefore, as a share of 
income, payroll taxes have a smaller effect on higher-
income taxpayers than on many lower-income taxpayers.

This option would impose a new minimum tax equal to 
30 percent of adjusted gross income, or AGI. (AGI 
includes income from all sources not specifically excluded 
by the tax code, minus certain deductions.) To reduce the 
liability associated with the new minimum tax, taxpayers 
could use just one credit equal to 28 percent of their char-
itable contributions. Taxpayers would pay whichever was 
higher: the new minimum tax or the sum of individual 
income taxes owed by the taxpayer and the portion of 
payroll taxes he or she paid as an employee. (When calcu-
lating individual income taxes, the taxpayer would 
include the 3.8 percent surtax on investment income and 
any liability under the current AMT.) The new minimum 
tax would be phased in for taxpayers with AGI between 
$1 million and $2 million beginning in 2014; those 
thresholds would be adjusted, or indexed, for inflation 
thereafter. The option would raise $76 billion from 2014 
through 2023, according to estimates by the staff of the 
Joint Committee on Taxation.

One argument in favor of this option is that it would 
enhance the progressivity of the tax system. The various 
exclusions, deductions, credits, and preferential tax rates 
on certain investment income under the individual 
income tax—combined with the cap on earnings that are 
taxable for Social Security—allow some higher-income 
taxpayers, especially those whose income is primarily in 
the form of capital gains and dividends, to pay a smaller 
share of their income in taxes than many lower-income 
taxpayers, especially those whose income is primarily in 
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the form of wages or salaries. By creating a new minimum 
tax with no deductions and just one tax credit, the option 
would increase the share of income paid in taxes by some 
higher-income taxpayers.

One argument against this option is that, by effectively 
imposing a second AMT, it would increase the complex-
ity of the tax code—reducing the transparency of the tax 
system and making tax planning more difficult. Raising 
taxes on higher-income people through the existing tax 
system—for example, by increasing the top statutory 
rates or eliminating or limiting certain tax deductions or 
exclusions—would be simpler to implement.

Further, by eliminating or limiting tax preferences, the 
option would alter the affected taxpayers’ incentives to 
undertake certain activities. Under current law, for 
example, the tax subsidy rate for charitable contributions 
can be as high as 39.6 percent. For taxpayers subject to 
the minimum tax, this option would cap the subsidy 
rate at 28 percent of contributions. That reduction in the 
tax subsidy for charitable contributions would reduce 
donations to charities. 

The option would also raise marginal tax rates faced by 
some taxpayers. (The marginal tax rate is the percentage 
of an additional dollar of income from labor or capital 
that is paid in taxes.) For example, the option would 
impose a minimum tax rate of 30 percent on most capital 
gains and dividends received by affected taxpayers. In 
contrast, the highest tax rate on most capital gains and 
dividends is 23.8 percent under current law. Raising the 
marginal tax rate on capital gains and dividends would 
reduce taxpayers’ incentives to save. In addition, the 
higher marginal tax rates on earnings faced by some 
higher-income taxpayers would lessen their incentive to 
work.
RELATED OPTIONS: Revenues, Options 1 and 3

RELATED CBO PUBLICATION: The Individual Alternative Minimum Tax (January 2010), www.cbo.gov/publication/41810

http://www.cbo.gov/publication/41810
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Revenues—Option 3

Raise the Tax Rates on Long-Term Capital Gains and Dividends by 2 Percentage Points

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 1.2 4.6 5.0 5.3 5.6 5.9 6.1 6.4 6.6 6.8 21.7 53.4
When individuals sell an asset for more than the price at 
which they obtained it, they generally realize a capital 
gain that is subject to taxation. Most taxable capital gains 
are realized from the sale of corporate stocks, other finan-
cial assets, real estate, and unincorporated businesses. 
Since the adoption of the individual income tax in 1913, 
long-term gains (those realized on assets held for more 
than a year) have usually been taxed at lower rates than 
other sources of income, such as wages, interest, and divi-
dends. However, starting in 2003, the tax rates on quali-
fied dividends were lowered to match those of long-term 
capital gains. Qualified dividends are generally paid by 
domestic corporations or certain foreign corporations 
(including, for example, corporations whose stock is 
traded in one of the major securities markets in the 
United States). 

The current tax rates on long-term capital gains and qual-
ified dividends depend on several features of the tax code:

B The basic tax rates on those forms of income depend 
on the statutory tax rates that would be applicable to 
taxpayers’ ordinary income—that is, income from 
sources other than long-term capital gains and quali-
fied dividends. A taxpayer in the 10 percent or 15 per-
cent tax bracket for ordinary income does not pay any 
taxes on long-term capital gains and qualified divi-
dends. A taxpayer in the brackets for ordinary income 
that range from 25 percent through 35 percent faces a 
basic tax rate on long-term capital gains and dividends 
of 15 percent. For a taxpayer in the top bracket for 
ordinary income—39.6 percent—that rate increases 
to 20 percent.

B Beginning in 2013, certain income from long-term 
capital gains and dividends, along with certain other 
types of investment income, is also subject to an addi-
tional tax of 3.8 percent under provisions of the 
Affordable Care Act. Married taxpayers who file joint 
returns are subject to that additional tax if their modi-
fied adjusted gross income is greater than $250,000; 
that threshold drops to $200,000 for taxpayers who 
are not married. (Adjusted gross income, or AGI, 
includes income from all sources not specifically 
excluded by the tax code, minus certain deductions. 
Modified AGI includes foreign income that is nor-
mally excluded from AGI.) The additional tax is 
applied to the smaller of two amounts: net investment 
income or the amount by which modified AGI 
exceeds the thresholds. 

B Other provisions of the tax code—including those 
that limit or phase out other tax preferences—effec-
tively increase taxes on long-term capital gains and 
dividends. For example, the total value of certain 
itemized deductions is reduced if a taxpayer’s AGI 
is above a specified threshold.1 As a result, most tax-
payers in the 39.6 percent tax bracket for ordinary 
income lose 3 cents of itemized deductions for each 
dollar of additional long-term gains, causing their tax 
rate to increase by more than a percentage point. 

Taking all of those provisions together, the tax rate on 
long-term capital gains and dividends is nearly 25 percent 
for most people in the top income tax bracket. Although 
that bracket applies to less than 1 percent of all taxpayers, 
the income of those taxpayers accounts for roughly two-
thirds of income from dividends and realized long-term 
capital gains.

1. Under the American Taxpayer Relief Act of 2012, those thresholds 
were set, beginning in 2013, at $250,000 for taxpayers filing as 
single, $275,000 for taxpayers filing as a head of household, 
$300,000 for married taxpayers filing jointly, and $150,000 for 
married taxpayers filing separately. The thresholds are adjusted, or 
indexed, for inflation. A similar provision, with lower thresholds, 
was in effect before 2010.
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This option would raise the basic tax rates on long-term 
capital gains and dividends by 2 percentage points. Those 
basic rates would then be 2 percent for taxpayers in the 
10 percent and 15 percent brackets for ordinary income, 
17 percent for taxpayers in the brackets ranging from 
25 percent through 35 percent, and 22 percent for tax-
payers in the top bracket. The option would not change 
the other provisions of the tax code that also affect taxes 
on capital gains and dividends. The staff of the Joint 
Committee on Taxation estimates that this option would 
raise federal revenues by $53 billion over the 2014–2023 
period. 

One advantage of raising tax rates on long-term capital 
gains and dividends, rather than raising tax rates on 
ordinary income, is that it would reduce the incentive 
for taxpayers to try to mischaracterize labor compensa-
tion and profits as capital gains. Such strategizing occurs 
under current law even though the tax code and regula-
tions governing taxes contain numerous provisions 
that attempt to limit it. Reducing the incentive to mis-
characterize compensation and profits as capital gains 
would reduce the resources devoted to circumventing the 
rules.

Another rationale for raising revenue through this option 
is that it would be progressive with respect to people’s 
wealth and income. Most taxable dividends and capital 
gains are received by people with significant wealth and 
income, although some are received by retirees who have 
greater wealth but less income than some younger people 
who are still in the labor force. Therefore, raising tax rates 
on long-term capital gains and dividends would impose, 
on average, a larger burden on people with significant 
financial resources than on people with fewer resources.

A disadvantage of the option is that raising tax rates on 
long-term capital gains and dividends would influence 
investment decisions by increasing the tax burden on 
investment income. By lowering the after-tax return on 
investments, the increased tax rates would reduce the 
incentive to invest in businesses. Another disadvantage is 
that the proposal would exacerbate an existing bias that 
favors debt-financed investment by businesses over 
equity-financed investment. That bias is greatest for 
investors in firms that pay the corporate income tax 
because corporate profits are taxed once under the corp-
orate income tax and a second time when those profits 
are paid out as dividends or reinvested and taxed later as 
capital gains on the sale of corporate stock. In contrast, 
profits of unincorporated businesses, rents, and interest 
are taxed only once. That difference distorts investment 
decisions by discouraging investment funded through 
new issues of corporate stock and encouraging, instead, 
either borrowing to fund corporate investments or the 
formation and expansion of noncorporate businesses. 
The bias against equity funding of corporate investments 
would not expand if the option exempted dividends 
and capital gains on corporate stock—limiting the tax 
increase to capital gains on those assets that are not taxed 
under both the corporate and the individual income 
taxes. That modification, however, would also reduce the 
revenue gains from the option. 

Another argument against implementing the option is 
that, by taxing long-term capital gains and dividends at 
higher rates, certain undertakings—such as starting a new 
business or investing in a new technology—might be less 
profitable, and investors might therefore undervalue their 
benefits to the economy. The option could also encour-
age people to hold on to investments longer than they 
would prefer so as to postpone the capital gains tax, 
although taxpayer responses would vary over time and 
depend on the type of investment. If assets are held until 
death, the tax is avoided entirely. Postponing the sale of 
assets, however, means that people could not modify their 
holdings to suit their current needs. 
RELATED OPTIONS: Revenues, Options 1, 2, 11, and 34

RELATED CBO PUBLICATIONS: The Distribution of Major Tax Expenditures in the Individual Income Tax System (May 2013), 
www.cbo.gov/publication/43768; The Distribution of Household Income and Federal Taxes, 2008 and 2009 (July 2012), 
www.cbo.gov/publication/43373; and Tim Dowd, Robert McClelland, and Athiphat Muthitacharoen, New Evidence on the Tax Elasticity of 
Capital Gains, Working Paper 2012-09 (June 2012), www.cbo.gov/publication/43334

http://www.cbo.gov/publication/43768
http://www.cbo.gov/publication/43373
http://www.cbo.gov/publication/43334
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Revenues—Option 4

Use an Alternative Measure of Inflation to Index Some Parameters of the Tax Code

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014. The estimates include the effects on outlays resulting from changes in refundable 
tax credits. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 1 3 6 9 11 15 18 22 25 29 30 140
Some parameters of the tax code are adjusted each year 
on the basis of changes in the prices of goods and services, 
as measured by the consumer price index for all urban 
consumers (CPI-U). Adjusting those tax parameters every 
year by the percentage change in the CPI-U is intended 
to keep their values relatively stable in real (inflation-
adjusted) terms. Among the tax parameters that are 
adjusted, or indexed, for inflation are the amounts of the 
personal and dependent exemptions; the size of the stan-
dard deductions; the income thresholds that divide the 
rate brackets for the individual income tax; the amount of 
annual gifts exempt from the gift tax; and the income 
thresholds and phaseout boundaries for the earned 
income tax credit and several other credits. In addition, 
starting in 2013, the exemption amounts for the individ-
ual alternative minimum tax (AMT), the income thresh-
olds at which those exemptions phase out, and the 
income threshold at which the second AMT rate bracket 
begins are all indexed for inflation.

Indexing is accomplished by adjusting a parameter’s value 
in a base year by the percentage change in the CPI-U 
between that base year and the most recent year for which 
the CPI-U is available. The annual period used for the 
calculation is not a calendar year but the 12 months 
that elapse from September to August. The value of the 
CPI-U in August becomes available in September, which 
allows enough time to index the tax parameters and pre-
pare the necessary forms for the coming tax year. Adjust-
ments in parameters of the tax code are calculated as fol-
lows: In the base year of 1987, for example, the standard 
deduction for a single tax filer was $3,000. Between 1987 
and 2011, the CPI-U increased by 98.6 percent; corre-
spondingly, the standard deduction (rounded to the low-
est $50 increment) increased to $5,950 for 2012. 

The standard CPI-U, however, overstates changes in the 
cost of living by not fully taking into account the extent 
to which households substitute one product for another 
when the relative prices of products change. To address 
that “substitution bias,” the Bureau of Labor Statistics 
(BLS) created the chained CPI-U. Whereas the standard 
CPI-U uses a basket of products reflecting consumption 
patterns that are as much as two years old, the chained 
CPI-U incorporates adjustments that people make in the 
types of products they buy from one month to the next. 
Although the chained CPI-U corrects for the substitution 
bias in the standard CPI-U, neither the chained nor the 
standard CPI-U perfectly captures changes in the cost of 
living because neither fully accounts for increases in the 
quality of existing products or the value of new products. 
The CPI-U also overstates increases in the cost of living 
because of a statistical bias related to the limited amount 
of price data that BLS can collect. The chained CPI-U 
does not have the same statistical bias.

Under this option, the chained CPI-U would be used 
instead of the standard CPI-U to adjust various parame-
ters of the tax code. The Congressional Budget Office 
estimates that the chained CPI-U is likely to grow at an 
average annual rate that is 0.25 percentage points less 
than the standard CPI-U over the next decade. Therefore, 
using the chained CPI-U to index tax parameters would 
increase the amount of income subject to taxation and 
result in higher tax revenues. Furthermore, the effects of 
instituting such a policy would grow over time. The net 
revenue increase would be about $1 billion in 2014 but 
would reach $29 billion in 2023, the staff of the Joint 
Committee on Taxation estimates. Net additional reve-
nues would total about $140 billion from 2014 through 
2023. 

An argument in favor of using the chained CPI-U to 
adjust tax parameters is that this approach would more 
accurately reflect changes in the cost of living and modify 
each taxpayer’s liability accordingly. The chained CPI-U 
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provides a better measure of changes in the cost of living 
in two ways: by more quickly capturing the extent to 
which households adjust their consumption in response 
to changes in relative prices and by using a formula that 
essentially eliminates the statistical bias that can occur 
when estimates of aggregate price changes are calculated 
on the basis of relatively small samples of prices. 

An argument against implementing this option is 
that only an initial estimate of the chained CPI-U 
is available on a monthly basis; a final and more accurate 
estimate is delayed because it is more complicated and 
time-consuming to compute than the standard CPI-U. 
(Details of that approach are available in a web-only 
technical appendix that CBO released with its February 
2010 issue brief Using a Different Measure of Inflation for 
Indexing Federal Programs and the Tax Code.) At the start 
of every year, all of the initial estimates for the prior year 
are revised, and one year later those interim estimates are 
further revised and made final. Because of those delays, 
the initial and interim estimates of the chained CPI-U, 
which typically contain errors, would need to be used to 
index the parameters in the tax code. Since the chained 
CPI-U was first published in 2002, however, the changes 
between the initial and final values have been relatively 
small. If the adjustment for each year was based on the 
index value from an earlier base year, those small errors 
would not accumulate beyond the current year. Further-
more, because the initial and interim estimates of the 
chained CPI-U have been closer to the final version of the 
chained CPI-U than the standard CPI-U has been, those 
estimates still reflect the basic improvement attributable 
to the chained CPI-U.
RELATED OPTION: Mandatory Spending, Option 23

RELATED CBO PUBLICATIONS: Testimony of Jeffrey Kling, Associate Director for Economic Analysis, before the Subcommittee on Social Security of 
the House Committee on Ways and Means, Using the Chained CPI to Index Social Security, Other Federal Programs, and the Tax Code for 
Inflation (April 18, 2013), www.cbo.gov/publication/44083; and Using a Different Measure of Inflation for Indexing Federal Programs 
and the Tax Code (February 2010), www.cbo.gov/publication/21228 

http://www.cbo.gov/publication/44083
http://www.cbo.gov/publication/21228
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Revenues—Option 5

Convert the Mortgage Interest Deduction to a 15 Percent Tax Credit

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014. The estimates include the effects on outlays resulting from changes in refundable 
tax credits. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 0.2 0.9 1.4 2.2 3.4 5.5 8.4 9.1 9.9 10.8 8.1 51.7
The tax code treats investments in owner-occupied 
housing more favorably than it does other types of 
investments. For example, landlords can deduct certain 
expenses—such as mortgage interest, property taxes, 
depreciation, and maintenance—from their income, 
but they have to pay taxes on rental income, net of those 
expenses, and on any capital gain realized when their 
property is sold. In contrast, homeowners can deduct 
mortgage interest and property taxes if they itemize 
deductions, even though they do not pay tax on the 
net rental value of their home. (Other housing-related 
expenses, however, cannot be deducted from home-
owners’ income.) In addition, in most circumstances, 
homeowners can exclude from taxation capital gains of 
up to $250,000 ($500,000 for married couples filing 
joint tax returns) when they sell their primary residence.

Under current law, the deduction for mortgage interest 
is restricted in two ways. First, the tax code limits the 
amount of mortgage debt that can be included in calcu-
lating the interest deduction to $1.1 million: $1 million 
for debt that a homeowner incurs to buy, build, or 
improve a first or second home; and $100,000 for other 
debt (such as a home-equity loan) for which the owner 
uses the personal residence as security, regardless of the 
purpose of that loan. Second, beginning in 2013, the 
total value of certain itemized deductions—including the 
deduction for mortgage interest—is reduced if the tax-
payer’s adjusted gross income is above a specified thresh-
old.1 (Adjusted gross income includes income from all 

1. Under the American Taxpayer Relief Act of 2012, thresholds for 
reducing the value of certain itemized deductions were set, begin-
ning in 2013, at $250,000 for taxpayers filing as single, $275,000 
for taxpayers filing as head of household, $300,000 for married 
taxpayers filing jointly, and $150,000 for married taxpayers filing 
separately. The thresholds are adjusted, or indexed, for inflation. A 
similar provision, with lower thresholds, was in effect before 2010.
sources not specifically excluded by the tax code, minus 
certain deductions.)

This option would gradually convert the tax deduction 
for mortgage interest to a 15 percent nonrefundable tax 
credit. The option would be phased in over six years, 
beginning in 2014. From 2014 through 2018, the deduc-
tion would still be available, but the maximum amount 
of the mortgage deduction would be reduced by 
$100,000 each year—to $1 million in 2014, $900,000 in 
2015, and so on, until it reached $600,000 in 2018. In 
2019 and later years, the deduction would be replaced by 
a 15 percent credit, the maximum amount of mortgage 
debt that could be included in the credit calculation 
would be $500,000, and the credit could be applied only 
to interest on debt incurred to buy, build, or improve a 
first home. (Other types of loans, such as those incurred 
to buy second homes and those using homes as security, 
would be excluded.) Because the credit would be non-
refundable, people with no income tax liability before the 
credit was taken into account would not receive any 
credit, and people whose precredit income tax liability 
was less than the full amount of the credit would receive 
only the portion of the credit that offset the amount of 
taxes they otherwise would owe. The option would raise 
$52 billion from 2014 through 2023, according to esti-
mates by the staff of the Joint Committee on Taxation.

Relative to other taxpayers, lower-income people receive 
the least benefit from the current itemized deduction, for 
three reasons. First, lower-income people are less likely 
than higher-income people to have sufficient deductions 
to make itemizing worthwhile; for taxpayers with only 
small amounts of deductions that can be itemized, the 
standard deduction—which is a flat dollar amount—
provides a larger tax benefit. Second, the value of item-
ized deductions is greater for people in higher income 
tax brackets. And third, the value of the mortgage interest 
CBO
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deduction is greater for people who have larger 
mortgages. 

Unlike the current mortgage interest deduction, a credit 
would be available to taxpayers who do not itemize and 
would provide the same subsidy rate to all recipients, 
regardless of income; however, taxpayers with larger 
mortgages—up to the $500,000 limit specified in this 
option—would still receive a greater benefit from the 
credit than would households with smaller mortgages. 
Altogether, many higher-income people would receive a 
smaller tax benefit for housing than under current law, 
and many lower- and middle-income people would 
receive a larger tax benefit. (The credit could be made 
available to more households by making it refundable, 
although doing so would significantly reduce the revenue 
gain.)

One argument, then, in favor of the option is that it 
would distribute the mortgage interest tax subsidy more 
evenly across households with different amounts of 
income. Another argument in favor of the option is that 
it would increase the tax incentive for homeownership for 
lower- and middle-income taxpayers who might other-
wise rent. Research indicates that when people own their 
homes rather than rent, they maintain their properties 
better and participate more in civic affairs. However, 
because individuals are unlikely to consider those benefits 
to the community when deciding whether to buy or rent 
a personal residence, a subsidy that encourages home-
ownership can help align individuals’ choices with the 
community’s interest. 

Another argument for such a change is that it probably 
would improve the overall allocation of resources in the 
economy. With its higher subsidy rates for taxpayers in 
higher tax brackets and its high $1.1 million limit on 
loans, the current mortgage interest deduction encour-
ages people who would buy houses anyway to purchase 
more expensive dwellings than they otherwise might. 
That reduces the savings available for productive invest-
ment in businesses. Reducing the tax subsidy for owner-
occupied housing would moderate that effect. And 
because investment in owner-occupied housing is 
boosted by the tax subsidy, and investment in many 
businesses is held down by taxes on their profits, the 
before-tax return on the additional business investment 
that would occur under this option would generally be 
higher than the forgone return from housing.

One disadvantage of the option is that, by providing a 
larger tax benefit to lower- and middle-income people 
than they receive under current law and thereby encour-
aging more of them to buy houses and to buy more 
expensive houses than they otherwise would, the option 
would increase the risk that some people take on. Princi-
pal residences tend to be the largest asset that people own 
and the source of their largest debt. When home prices 
rise, homeowners’ wealth can rise significantly. However, 
when prices drop, people can lose their homes and much 
of their wealth, especially if their incomes fall at the same 
time and they cannot keep up with their mortgage pay-
ments. The experience of the past half-dozen years dem-
onstrates that risk vividly. 

Another disadvantage of the option is that it would 
adversely affect the housing industry and people who 
currently own their own homes—especially in the short 
term. Many homeowners have taken out long-term 
mortgages under the presumption that they would be 
able to deduct the interest on their loans. Many financial 
institutions have been willing to lend homebuyers higher 
amounts than they otherwise might have under the 
presumption that the mortgage interest deduction would 
help those buyers repay their loans. Reducing the tax 
subsidy for housing would make it more difficult for 
some homeowners to meet their mortgage obligations. 
Such a change would also reduce the amount new home-
buyers would be willing to pay, which would lower the 
prices of homes, on average. Lower housing prices would 
create further stress on the finances of existing owners 
and lead to reduced housing construction. Over time, as 
the supply of housing declined, housing prices would rise 
again, but probably not to the levels they would reach
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under current law. Most of those hardships could be 
eased by phasing in restrictions on the mortgage interest 
deduction. Because of the lengthy terms of mortgages, 
however, and the slowness with which the stock of hous-
ing changes, substantial adjustment costs would still 
occur even with a six-year phase-in period.
RELATED OPTIONS: Revenues, Options 6 and 8; and Mandatory Spending, Option 5

RELATED CBO PUBLICATIONS: The Distribution of Major Tax Expenditures in the Individual Income Tax System (May 2013), www.cbo.gov/
publication/43768; Larry Ozanne, Taxation of Owner-Occupied and Rental Housing, Working Paper 2012-14 (November 5, 2012), 
www.cbo.gov/publication/43691; An Overview of Federal Support for Housing (November 2009), www.cbo.gov/publication/41219; and 
Taxing Capital Income: Effective Rates and Approaches to Reform (October 2005), www.cbo.gov/publication/17393
CBO
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Revenues—Option 6

Eliminate the Deduction for State and Local Taxes 

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 20 87 86 92 98 103 108 114 120 126 383 954
In determining their taxable income, taxpayers may 
choose the standard deduction when they file their tax 
returns, or they may itemize and deduct certain expenses 
(including state and local taxes on income, real estate, 
and personal property) from their adjusted gross income, 
or AGI. (AGI includes income from all sources not 
specifically excluded by the tax code, minus certain 
deductions.) Under the American Jobs Creation Act of 
2004, taxpayers who itemized could opt to deduct state 
and local sales taxes, which previously had not been 
deductible, instead of state and local income taxes. The 
American Taxpayer Relief Act of 2012 extended that 
provision but only through 2013. Beginning in 2013, the 
total value of certain itemized deductions—including 
the deduction for state and local taxes—is reduced if the 
taxpayer’s AGI is above a specified threshold.1 

This option would eliminate the deductibility of state 
and local tax payments, a change that would increase fed-
eral revenues by $954 billion from 2014 through 2023, 
the staff of the Joint Committee on Taxation estimates.

The deduction for state and local taxes is effectively a fed-
eral subsidy to state and local governments; that means 
the federal government essentially pays a share of people’s 
state and local taxes. Therefore, the deduction indirectly 
finances spending by those governments at the expense of 
other uses of federal revenues. This option would take 

1. Under the American Taxpayer Relief Act of 2012, those thresholds 
were set at $250,000 for taxpayers filing as single, $275,000 for 
taxpayers filing as a head of household, $300,000 for married 
taxpayers filing jointly, and $150,000 for married taxpayers filing 
separately. The thresholds are adjusted, or indexed, for inflation. 
A similar provision, with lower thresholds, was in effect before 
2010.
away the incentive that the current subsidy provides for 
state and local government spending, although some 
research indicates that total state and local spending is not 
sensitive to that incentive.

An argument in favor of removing the deduction is that 
the federal government should not subsidize state and 
local governments through the tax deduction because 
state and local taxes are largely paid in return for services 
provided to the public. If that is the case, such taxes are 
analogous to spending on other types of consumption, 
which are nondeductible. Another argument is that the 
deduction largely benefits wealthier localities, where 
many taxpayers itemize, are in the upper income tax 
brackets, and enjoy more abundant state and local 
government services. Because the value of an additional 
dollar of itemized deductions increases with the marginal 
tax rate (the percentage of an additional dollar of income 
from labor or capital that is paid in federal taxes), the 
deductions are worth more to taxpayers in higher income 
tax brackets than they are to those in lower income brack-
ets. Additionally, the deductibility of taxes could deter 
states and localities from financing services with non-
deductible fees, which could be more efficient.

An argument against eliminating the current deduction 
involves the equity of the tax system as a whole. A person 
who must pay relatively high state and local taxes has less 
money with which to pay federal taxes than does some-
one with the same total income and smaller state and 
local tax bills. The validity of that argument, however, 
depends at least in part on whether people who pay 
higher state and local taxes also benefit more from goods 
and services provided by states and localities. 
RELATED OPTIONS: Revenues, Options 5 and 8

RELATED CBO PUBLICATIONS: Federal Support for State and Local Governments Through the Tax Code (April 2012), www.cbo.gov/publication/
43047; and The Deductibility of State and Local Taxes (February 2008), www.cbo.gov/publication/41647

http://www.cbo.gov/publication/43047
http://www.cbo.gov/publication/43047
http://www.cbo.gov/publication/41647
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Revenues—Option 7

Curtail the Deduction for Charitable Giving

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 4 18 19 21 22 23 25 26 27 28 84 212
Current law allows taxpayers who itemize to deduct the 
value of their contributions to qualifying charitable orga-
nizations. By lowering the after-tax cost of donating to 
charities, the deduction provides an added incentive to 
donate. In calendar year 2011 (the most recent year for 
which data are available), taxpayers claimed $174 billion 
in charitable contributions on 38 million tax returns.

The deduction is restricted in two ways. First, charitable 
contributions may not exceed 50 percent of a taxpayer’s 
adjusted gross income (AGI) in any one year. (AGI 
includes income from all sources not specifically excluded 
by the tax code, minus certain deductions.) Second, 
beginning in 2013, the total value of certain itemized 
deductions—including the deduction for charitable 
donations—is reduced if the taxpayer’s AGI is above a 
specified threshold.1

This option would further curtail the deduction for char-
itable donations while preserving a tax incentive for 
donating. Only contributions in excess of 2 percent of 
AGI would be deductible for a taxpayer who itemizes. 
That amount would still be subject to the additional 
reduction described above for higher-income taxpayers in 
2013 and thereafter. Limiting the deduction to contribu-
tions in excess of 2 percent of AGI would match the 
treatment that now applies to unreimbursed employee 

1. Under the American Taxpayer Relief Act of 2012, those thresholds 
were set at $250,000 for taxpayers filing as single, $275,000 for 
taxpayers filing as a head of household, $300,000 for married 
taxpayers filing jointly, and $150,000 for married taxpayers filing 
separately. The thresholds are adjusted, or indexed, for inflation. 
A similar provision, with lower thresholds, was in effect before 
2010.
expenses, such as job-related travel costs and union dues. 
Such a policy change would increase revenues by 
$212 billion from 2014 through 2023, the staff of
the Joint Committee on Taxation estimates. 

An argument in favor of this option is that, even without 
a deduction, a significant share of charitable donations 
would probably still be made. Therefore, allowing tax-
payers to deduct contributions is economically inefficient 
because it results in a large loss of federal revenue for a 
very small increase in charitable giving. For taxpayers who 
contribute more than 2 percent of their AGI to charity, 
this option would maintain the current incentive to 
donate but at much less cost to the federal government. 
People who make large donations often are more respon-
sive to that tax incentive than people who make small 
contributions. Moreover, deductions of smaller contribu-
tions are more likely to be fraudulent because donations 
that are less than $250 do not require the same degree of 
documentation as those that are larger.

A potential disadvantage of this option is that total chari-
table giving would decline, albeit by only a small amount, 
the Congressional Budget Office estimates. People who 
contribute less than 2 percent of their AGI would no 
longer have a tax incentive to donate, and many of them 
could reduce their contributions. Although larger donors 
would still have an incentive to give, they would have 
slightly lower after-tax income because of the smaller 
deduction and thus might reduce their contributions as 
well (although by a lesser percentage than smaller 
donors). Another effect of creating the 2 percent floor is 
that it would encourage taxpayers who had planned to
CBO
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CBO
make gifts over several years to combine donations into a 
single tax year to qualify for the deduction. As a result, 
some taxpayers would devote more resources to tax 
planning than they otherwise would have in an effort to 
best time their contributions and thereby minimize the 
amount of taxes they owe over a multiyear period.
RELATED OPTION: Revenues, Option 8

RELATED CBO PUBLICATIONS: Options for Changing the Tax Treatment of Charitable Giving (May 2011), www.cbo.gov/publication/41452; 
The Estate Tax and Charitable Giving (July 2004), www.cbo.gov/publication/15823; and Effects of Allowing Nonitemizers to Deduct 
Charitable Contributions (December 2002), www.cbo.gov/publication/14230 

http://www.cbo.gov/publication/41452
http://www.cbo.gov/publication/15823
http://www.cbo.gov/publication/14230
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Revenues—Option 8

Limit the Value of Itemized Deductions

Source: Staff of the Joint Committee on Taxation.

Notes: This option would take effect in January 2014.

AGI = adjusted gross income.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues

Limit the tax benefits 
of itemized deductions 
to 28 percent of their 
total value 6 12 13 13 14 14 15 15 16 17 58 135

 

Limit the tax value of 
itemized deductions to 
6 percent of AGI 6 11 9 8 7 7 6 6 6 6 40 71

 

Limit itemized 
deductions to 
$500,000 for joint 
filers ($250,000 for 
all others) 9 17 16 15 15 15 15 15 15 15 72 146
When preparing their income tax returns, taxpayers may 
either choose the standard deduction—which is a flat 
dollar amount—or choose to itemize and deduct certain 
expenses, such as state and local taxes, mortgage interest, 
charitable contributions, and some medical expenses. 
Taxpayers benefit from itemizing when the value of their 
deductions exceeds the amount of the standard deduc-
tion. The fact that those expenses are deductible reduces 
the cost of incurring them; so, in effect, the itemized 
deductions serve as subsidies for undertaking deductible 
activities. The tax savings from itemized deductions, and 
thus the amount of the subsidies, generally depend on a 
taxpayer’s marginal tax rate (the percentage of an addi-
tional dollar of income from labor or capital that is paid 
in taxes). For instance, $10,000 in deductions reduces tax 
liability by $1,500 for someone in the 15 percent tax 
bracket and by $2,800 for someone in the 28 percent tax 
bracket. Those tax savings constitute a “tax expenditure” 
by the federal government. (Tax expenditures resemble 
federal spending by providing financial assistance for 
specific activities, entities, or groups of people.) 

The tax code imposes some limits on the amount of 
itemized deductions that taxpayers can claim. For some 
types of expenses (such as medical expenses), only the 
amount that exceeds a certain percentage of the taxpayer’s 
adjusted gross income (AGI) can be deducted. (AGI 
includes income from all sources not specifically excluded 
by the tax code, minus certain deductions.) Moreover, 
taxpayers cannot deduct home mortgage interest on loans 
above $1.1 million. In addition, the total value of certain 
itemized deductions is reduced by 3 percent of the 
amount by which a taxpayer’s AGI exceeds a specified 
threshold. The maximum limit is equal to 80 percent of 
itemized deductions (that is, taxpayers retain no less than 
20 percent of their deductions). That limit, originally 
proposed by Congressman Donald Pease, is often called 
the Pease limitation.

This option considers three alternative approaches that 
would replace the Pease limitation with broader restric-
tions on the total amount of itemized deductions that 
taxpayers are allowed to take: 

B The first alternative would limit the tax benefits of 
itemized deductions to 28 percent of the deductions’ 
total value. As a result, taxpayers in tax brackets with 
statutory rates above 28 percent would receive less 
benefit from itemized deductions than under current 
law, whereas taxpayers in tax brackets with statutory 
rates that are equal to or less than 28 percent would be 
unaffected by the change. The staff of the Joint Com-
mittee on Taxation (JCT) estimates that this approach 
CBO
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would increase revenues by $135 billion from 2014 
through 2023.

B The second alternative would limit the tax benefits of 
itemized deductions to 6 percent of a taxpayer’s AGI. 
As a result, taxpayers whose savings from itemized 
deductions exceeded 6 percent of their AGI would 
receive less benefit from itemized deductions than 
under current law, whereas taxpayers whose savings 
from itemized deductions was 6 percent or less of their 
AGI would be unaffected by the change. This 
approach would raise revenues by $71 billion from 
2014 through 2023, according to JCT’s estimates.

B The third alternative would limit itemized deductions 
to $500,000 for married taxpayers who file joint 
returns and $250,000 for other taxpayers, with those 
thresholds adjusted, or indexed, for inflation. As a 
result, taxpayers whose itemized deductions exceeded 
$500,000 or $250,000, depending on their filing sta-
tus, would receive less benefit from itemized deduc-
tions than under current law, whereas taxpayers whose 
itemized deductions were equal to or less than those 
thresholds would be unaffected by the change. JCT 
estimates that this approach would raise revenues by 
$146 billion from 2014 through 2023.

The primary argument for the option is that the availabil-
ity of itemized deductions encourages taxpayers to spend 
more on deductible activities in order to receive the tax 
benefits those activities provide, and that tendency can 
lead to an inefficient allocation of economic resources. 
For example, the mortgage interest deduction prompts 
people to take out larger mortgages and buy more expen-
sive houses, and therefore to invest less in other assets, 
than they would if all investments were treated equally. 
Reducing the tax benefits of itemized deductions would 
reduce taxpayers’ incentive to spend more on goods or 
activities than they ordinarily would just because those 
activities receive favored treatment in the tax code. Doing 
less of certain activities for which expenses can be 
deducted under current law—in particular, activities that 
primarily benefit the taxpayers undertaking the activi-
ties—would improve the allocation of resources. How-
ever, doing less of other activities for which expenses can 
be deducted—in particular, those activities that offer 
widespread benefits—could worsen the allocation of 
resources. An oft-cited example in the latter category is 
the work of charitable organizations.
If policymakers wanted to maintain the current tax sub-
sidy for certain activities while reducing the tax subsidy 
for others, they could adopt one of the approaches 
described in this option but exempt certain deductions 
entirely from the restrictions or limit certain deductions 
in a less constraining way. For example, policymakers 
could limit most itemized deductions in one of the ways 
offered above but allow taxpayers to fully deduct at their 
marginal tax rates any charitable contributions that are 
greater than some specified percentage of AGI (see  
Option 7). Imposing a floor on the amount of charitable 
contributions that could be deducted would reduce the 
tax expenditure for such contributions while continuing 
to encourage additional contributions by taxpayers who 
would give charities the threshold amount anyway.

Each of the three alternatives in this option would reduce 
the incentives for taxpayers to spend more on goods or 
activities that can be deducted, but in different ways and 
to different degrees. Limiting the tax benefit of deduc-
tions to 28 percent of their total value would reduce the 
incentives created by the existing system only for tax-
payers in rate brackets above 28 percent, who would see 
their subsidy rate fall to 28 percent from as high as 
39.6 percent. Those taxpayers would continue to receive 
a tax benefit for each additional dollar they spent on tax-
preferred items, but the amount of that benefit would be 
less than under current law. Other taxpayers would not 
experience any change in their incentives to spend money 
on tax-preferred items. In contrast, limiting the tax value 
of itemized deductions to 6 percent of AGI or capping 
deductions at fixed-dollar amounts would eliminate the 
tax incentives for some taxpayers to spend more on tax-
preferred items because taxpayers would not receive any 
tax benefit for each additional dollar spent above those 
thresholds. Among all itemizers, limiting the tax subsidy 
to 28 percent would have the smallest effect on incentives 
to spend on tax-preferred items, the Congressional 
Budget Office estimates.1 Limiting the tax benefits of 
itemized deductions to 6 percent of a taxpayer’s AGI 
would have the largest effect on incentives.

Each variant would increase the tax burden more for 
higher-income taxpayers than for those with lower 
incomes because people with higher incomes typically 
have more deductions and because the per-dollar tax 

1. Those estimates take into account the number of people who 
would be affected as well as the amount of deductions that they 
currently claim.
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benefit of those deductions rises with income. Under cur-
rent law, the tax benefit of the three largest itemized 
deductions—for state and local taxes, mortgage interest, 
and charitable contributions—equals 0.1 percent of after-
tax income for households in the lowest income quintile, 
0.4 percent for the middle quintile, 2.5 percent for the 
highest quintile, and 3.9 percent for the top percentile. 
Capping the tax value of deductions at 28 percent would 
increase taxes primarily on taxpayers in the top 10 per-
cent of the pretax household income distribution. Limit-
ing the amount of deductions to a fixed dollar amount 
would chiefly increase taxes on taxpayers in top percentile 
of the income distribution because only the highest-
income taxpayers tend to have deductions over $250,000 
(or $125,000 for taxpayers who do not file jointly). In 
contrast, limiting the tax value of deductions to 6 percent 
of AGI would, to some extent, increase taxes on taxpayers 
throughout the top half of the income distribution 
because even some taxpayers in the middle quintile have 
deductions that are a large share of their income. 

An argument against any of the alternatives described 
in this option is that some deductions are intended to 
yield a measure of taxable income that more accurately 
reflects a person’s ability to pay taxes. For example, the 
deductions for payments of investment interest and 
unreimbursed employee business expenses allow people 
to subtract the costs of earning the income that is being 
taxed. And taxpayers with high medical expenses or casu-
alty and theft losses have fewer resources than taxpayers 
with the same amount of income and smaller expenses or 
losses (all else being equal). Under this option, taxpayers 
subject to the limitations on deductions would not be 
able to fully subtract those expenses from their taxable 
income.

Another argument for not adopting any of the three alter-
natives is that they would increase the complexity of the 
tax code to some extent. Of the three approaches, the 
simplest would be to cap total itemized deductions at a 
flat dollar amount. In contrast, capping the tax benefit of 
itemized deductions—either at 28 percent of itemized 
deductions or at 6 percent of AGI—would require tax-
payers to do more complicated calculations to determine 
their tax liability: They would have to compute their 
taxes using two different methods and then pay the 
higher of the two amounts. 

Each of these approaches could be expanded by subject-
ing more tax provisions to the limits or by tightening 
the limits on itemized deductions described above. For 
example, the President’s budget for 2014 proposed that 
a 28 percent limit be applied not only to itemized deduc-
tions but also to a broader set of tax provisions, including 
the exclusion for interest earned on tax-exempt state and 
local bonds, employment-based health insurance paid for 
by employers or with before-tax employee dollars, and 
employee contributions to defined contribution retire-
ment plans and individual retirement plans. Applying a 
28 percent limit to all of the provisions specified in the 
President’s budget would increase revenues by more than 
$400 billion over the 2014–2023 period. Alternatively, 
adopting the third approach above but reducing the 
income thresholds to $100,000 for joint filers and 
$50,000 for other taxpayers would also raise more 
than $400 billion over that period. 
RELATED OPTIONS: Revenues, Options 5, 6, and 7

RELATED CBO PUBLICATIONS: The Distribution of Major Tax Expenditures in the Individual Income Tax System (May 2013), www.cbo.gov/
publication/43768; Larry Ozanne, Taxation of Owner-Occupied and Rental Housing, Working Paper 2012-14 (November 2012), 
www.cbo.gov/publication/43691; Options for Changing the Tax Treatment of Charitable Giving (May 2011), www.cbo.gov/publication/
41452; and The Deductibility of State and Local Taxes (February 2008), www.cbo.gov/publication/41647 www.cbo.gov/publication/
41647 
CBO
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CBO
Revenues—Option 9

Include Employer-Paid Premiums for Income Replacement Insurance in 
Employees’ Taxable Income

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. To the extent that the option would affect Social Security payroll taxes, a portion of 
the revenues would be off-budget. In addition, the option would increase outlays for Social Security by a small amount. The estimates 
do not include those effects on outlays. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 18 33 33 34 33 34 35 35 36 37 150 326
Benefits that replace income for the unemployed, injured, 
or disabled are currently subject to different tax treat-
ments. Whereas unemployment benefits are fully taxable, 
benefits paid under workers’ compensation programs (for 
work-related injuries or illnesses) are tax-exempt. Disabil-
ity benefits (for non-work-related injuries) may be tax-
able, depending on who paid the premiums for the dis-
ability insurance. If the employer paid the premiums, the 
benefits are taxable (although the recipient’s tax liability 
can be offset partly by special income tax credits for the 
elderly or disabled). If the employee paid the premiums 
out of after-tax income, the benefits are not taxed.

This option would gradually eliminate any tax on income 
replacement benefits over a five-year period but would 
immediately include in employees’ taxable income the 
value of several taxes, insurance premiums, and other 
contributions paid by employers. Specifically, all of the 
following would be subject to the individual income tax 
and the payroll taxes for Social Security and Medicare: 
the taxes that employers pay under the Federal Unem-
ployment Tax Act and to various state unemployment 
programs; 50 percent of the premiums that employers 
pay for workers’ compensation (that is, excluding the 
portion covering medical expenses); and the portion of 
insurance premiums or contributions to pension plans 
that employers pay to fund disability benefits. Together, 
those changes would increase revenues by $326 billion 
over the 2014–2023 period, the staff of the Joint 
Committee on Taxation estimates. Over the long term, 
the gain in revenues would result almost entirely from 
adding workers’ compensation premiums to taxable 
income. Including those various items in employees’ 
taxable earnings, and thus in the wage base from which 
Social Security benefits are calculated, also would increase 
federal spending for Social Security. Between 2014 and 
2023, the option would increase federal spending very 
slightly, but the effect on spending would continue to 
increase after 2023 as more people whose premiums 
were taxed retired and began collecting Social Security 
benefits. The estimates shown above do not include any 
such effects on outlays. 

An advantage of this option is that it would treat different 
kinds of income replacement insurance similarly and 
thereby eliminate many of the somewhat arbitrary dispar-
ities that currently exist. For example, people who are 
unable to work because of an injury would not be taxed 
differently on the basis of whether their injury was related 
to a previous job. Another advantage of the option is that 
it would spread the tax burden among all workers covered 
by such insurance rather than placing the burden solely 
on beneficiaries, as is presently the case with unemploy-
ment insurance and employer-paid disability insurance. 
The effect on covered workers would be relatively small: 
Their after-tax earnings would fall, on average, by less 
than one-half of one percent. However, the effect would 
be greatest among low-wage workers, some of whom 
would be less likely to seek work as a result.

A disadvantage of the option is that it would discourage 
unemployed individuals from accepting available work 
because, with unemployment benefits no longer taxable, 
their disposable income would be higher while they were 
unemployed than is the case under current law. Research 
shows that higher after-tax unemployment benefits tend 
to lengthen periods of unemployment, particularly 
among those who have no savings and cannot obtain 
loans after they lose their job. (However, in a tight labor 
market, the increase in disposable income would also 
allow unemployed people more time to find a job that 
best matches their skill set.) 
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Another argument against the option is that it would not 
eliminate all disparities in the way income replacement 
benefits are treated. For example, the income replacement 
portion of adjudicated awards and out-of-court settle-
ments for injuries not related to work and not covered by 
insurance would remain entirely exempt from taxation. 
Likewise, extended unemployment benefits that the 
federal government sometimes provides during economic 
downturns would never be taxed because no amount 
corresponding to an employer’s contribution would ever 
have been included in the recipients’ taxable income.
RELATED OPTION: Revenues, Option 22

RELATED CBO PUBLICATION: Unemployment Insurance in the Wake of the Recent Recession (November 2012), 
www.cbo.gov/publication/43734
CBO
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CBO
Revenues—Option 10

Include Investment Income From Life Insurance and Annuities in Taxable Income

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 13 24 21 20 21 21 22 22 23 23 99 210
Certain types of life insurance policies and annuities 
combine features of insurance and tax-favored savings 
accounts. (An annuity is a contract with an insurance 
company under which, in exchange for premiums, the 
company agrees to make fixed or variable payments to a 
person at a future time, usually during retirement.) Por-
tions of the premiums paid for certain types of insurance 
policies, such as whole-life polices, and for annuities are 
invested and earn interest, dividends, and other types of 
investment income. (A whole-life policy is a contract 
with an insurance company that provides life insurance 
coverage throughout the policyholder’s lifetime—not just 
for a specified period, as is the case with term life insur-
ance.) That investment income, sometimes called inside 
buildup, is generally not included in taxable income until 
it is paid out to the policyholder as a return of cash value 
or as a recurring payment. If the inside buildup is used to 
reduce premiums in later years (as occurs with whole-life 
policies) or is paid out because of the death of the 
insured, it can escape taxation under the income tax. 

Under this option, life insurance companies would 
inform policyholders annually of the investment income 
their accounts have realized, just as mutual funds do now, 
and policyholders would include those amounts in their 
taxable income for that year. In turn, the cash value from 
life insurance policies and recurring payments from 
annuities would be taxable only to the extent that accrued 
capital gains had not already been taxed. This approach 
would make the tax treatment of investment income 
from life insurance and annuities match the treatment of 
income from bank accounts, taxable bonds, or mutual 
funds. (Taxes on investment income from annuities pur-
chased as part of a qualified pension plan or qualified 
individual retirement account would still be deferred 
until benefits were paid.) Such changes in tax treatment 
would increase revenues by $210 billion from 2014 
through 2023, the staff of the Joint Committee on 
Taxation estimates. Those revenue gains would diminish 
over time, however, relative to the size of the economy, 
because taxes paid on the inside buildup would lower 
taxes paid on future payouts.

An advantage of the option is that people would be less 
likely to base decisions about the purchase of whole life 
insurance and annuities on tax considerations. Invest-
ment income from whole life insurance and annuities 
would be taxed as it was realized, just as income from 
bank accounts, mutual funds, and many other types of 
financial instruments is taxed. The option would tax 
whole life insurance and term life insurance in the same 
way. Because term insurance provides coverage for a 
specified period and pays benefits only if the policyholder 
dies during the term, it generates no inside buildup and, 
hence, does not offer the tax advantage that whole-life 
insurance does under current law. By eliminating the tax 
advantages associated with whole life insurance and 
annuities, when compared with those provided by other 
forms of investment, the option would encourage people 
to focus on how much life insurance and annuity income 
they need—rather than on the expected tax savings—
when purchasing those products. 

As a result, the change would reduce people’s incentive 
to purchase life insurance and annuities. Without that 
incentive, however, people might buy too little insurance 
if they underestimate the financial hardship that their 
death would impose on their families. They might also 
underestimate their retirement spending or life span and, 
thus, buy too little annuity insurance to protect against 
outliving their assets. However, little evidence exists 
about how successful the current tax treatment is in 
encouraging people to obtain adequate amounts of 
insurance.
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If providing an incentive to purchase life insurance is, 
indeed, considered a useful part of the tax system, an 
alternative approach would be to encourage such 
purchases directly by giving people a tax credit for their 
life insurance premiums or by allowing them to deduct 
part of those premiums from their taxable income. Either 
approach would encourage people to purchase term 
insurance as well as whole-life policies. 
Another disadvantage of taxing inside buildup is that the 
people who would be affected by the change would not 
have access to the buildup to pay the tax. People who had 
accumulated considerable savings from contributions to 
whole-life policies or annuities could owe substantial 
amounts of taxes relative to the cash income from which 
they would have to pay the taxes. 
RELATED OPTIONS: Revenues, Options 13 and 14
CBO
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Revenues—Option 11

Tax Carried Interest as Ordinary Income

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. To the extent that the option would affect Social Security payroll taxes, a portion of 
the revenues would be off-budget. In addition, the option would increase outlays for Social Security by a small amount. The estimates 
do not include those effects on outlays. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 1.2 1.5 1.8 2.2 2.2 2.0 1.8 1.7 1.5 1.4 8.9 17.4
Investment funds—such as private equity, real estate, and 
hedge funds—are typically organized as partnerships with 
one or more general partners managing the fund. The 
general partners determine investment strategy; solicit 
capital contributions; acquire, manage, and sell assets; 
arrange loans; and provide administrative support for all 
of those activities. Such partnerships also typically 
include limited partners, who contribute capital to the 
partnership but do not participate in the fund’s manage-
ment. General partners can invest their own financial 
capital in the partnership, but such investments usually 
represent a small share of the total funds invested. 

General partners typically receive two types of compensa-
tion for managing a fund: a fee tied to some percentage of 
the fund’s assets under management; and a profit share, 
or “carried interest,” tied to some percentage of the prof-
its generated by the fund. A common compensation 
agreement gives general partners a 2 percent fee and 
20 percent in carried interest. The fee, less the fund’s 
expenses, is subject to ordinary income tax rates and the 
self-employment tax. In contrast, the carried interest that 
general partners receive is taxed in the same way as the 
investment income passed through to the limited part-
ners. For example, if that investment income consists 
solely of capital gains, the carried interest is taxed only 
when those gains are realized and at the lower capital 
gains rate. The general partners’ share of dividends is also 
taxed at the lower rate.

This option would treat the carried interest that partners 
receive for performing investment management services 
as labor income, taxable at ordinary income tax rates and 
subject to the self-employment tax. Income those part-
ners received as a return on their own capital contribu-
tion would not be affected. If implemented, the change 
would produce an estimated $17 billion in revenues from 
2014 through 2023. Almost all of the additional labor 
income would be above the maximum amount subject to 
the Social Security portion of the self-employment tax; 
however, the small amount of such income below the cap 
would affect the wage base from which Social Security 
benefits are calculated and thus increase federal spending 
in future years. The estimates shown here do not include 
any effects on such outlays.

Arguments in favor of this option reflect the view that 
carried interest should be considered performance-based 
compensation for management services rather than a 
return on the financial capital invested by the general 
partner. In accordance with that viewpoint, the option 
would eliminate two notable differences in the way car-
ried interest and comparable forms of income are cur-
rently taxed. First, taxing carried interest as ordinary 
income would make its treatment consistent with that 
applied to many other forms of performance-based com-
pensation, such as bonuses and most stock options. Sec-
ond, the option would equalize the tax treatment of 
income that partners receive for performing investment 
management services and the treatment of income earned 
by corporate executives who do similar work. (The man-
agers of publicly traded mutual funds, for example, also 
invest in a variety of assets. And the executives of many 
corporations direct investment, arrange financing, pur-
chase other companies, or spin off components of their 
enterprises.) 

Arguments against the option reflect the view that general 
partners’ investment decisions are more analogous to 
those of an entrepreneur than those of a corporate execu-
tive. From that perspective, this option would treat the 
income of partners who manage investment funds 
differently from that earned by entrepreneurs when 
they sell their businesses. Profits from such sales generally 
are taxed as capital gains, even though some of those 
profits represent a direct return on specific labor services 
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provided by the entrepreneur. Another argument against 
such a policy change is that to the extent that carried 
interest is a reward for taking successful risks, the policy 
change would reduce the incentive for general partners to 
undertake such risks. That reduced incentive, in turn, 
would probably deter innovation, new products, and 
more efficient markets and businesses. It is not clear, 
however, to what extent a lower rate on capital gains con-
tributes to such outcomes, or even whether promoting 
risky investment offers more economic advantages than 
disadvantages. 

Some firms would probably respond to such a change by 
restructuring their compensation arrangements so that as 
much compensation as possible could continue to be 
treated as capital gains. (The revenue estimates shown 
above reflect the likelihood of such restructuring.) That 
could be accomplished if the limited partners made an 
interest-free nonrecourse loan to the general partner, who 
would then invest the proceeds of that loan in the fund. 
(A borrower is not personally liable for a nonrecourse 
loan beyond the pledged collateral, which in this case 
would be the general partner’s claim on future profits.) At 
the time the partnership sold its assets, any difference 
between the proceeds allocated to the general partner and 
the loan principal, plus the implicit interest costs attribut-
able to that loan, would be treated as a capital gain or 
loss. An alternative (but complex) policy approach would 
be to treat all carried interest as if a nonrecourse loan had 
actually been made. Under that approach, the general 
partner would typically pay more in taxes than under 
current law but less than if all carried interest was treated 
as ordinary income.
RELATED OPTION: Revenues, Option 3

RELATED CBO PUBLICATION: Testimony of Peter R. Orszag, Director, before the House Committee on Ways and Means, The Taxation of 
Carried Interest (September 6, 2007), www.cbo.gov/publication/19113
CBO

http://www.cbo.gov/publication/19113
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Revenues—Option 12

Include All Income That U.S. Citizens Earn Abroad in Taxable Income

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. The estimates include the effects on outlays resulting from changes in refundable 
tax credits. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 2.8 6.2 7.2 8.2 8.9 9.5 10.3 11.0 11.7 12.7 33.3 88.5
U.S. citizens who live in other countries must file an 
individual U.S. tax return each year, but several provi-
sions of the tax code reduce their U.S. tax liability. First, 
those citizens may exclude from taxation some of the 
income they earn abroad: up to $97,600 for single filers 
and up to $195,200 for joint filers in calendar year 2013. 
(Those amounts are adjusted, or indexed, for inflation.) 
Second, under certain circumstances, U.S. citizens living 
abroad can also claim an exclusion or deduction for any 
allowance their employers provide for housing in a for-
eign country. Those two tax provisions—combined with 
the personal exemptions and deductions available to 
taxpayers living in either the United States or other 
countries—mean that U.S. citizens who reside abroad 
and earn over $100,000 (or, in the case of married 
U.S. citizens living abroad, over $200,000) may not incur 
any U.S. income tax liability, even if they pay no taxes 
to the country in which they live. Third, if those citizens 
pay taxes to the country in which they live, they can 
receive a credit on their U.S. taxes for foreign taxes paid 
on any income above the U.S. exclusion amount. As a 
result, most U.S. tax filers who live abroad do not have 
any U.S. tax liability.1 

This option would retain the credit for taxes paid to for-
eign governments but would require U.S. citizens living 
overseas to include all of the income they earned abroad, 
including housing allowances, in their adjusted gross 
income. (Adjusted gross income includes income from all 
sources not specifically excluded by the tax code, minus 
certain deductions.) As a result, U.S. citizens living in 

1.  Internal Revenue Service, National Taxpayer Advocate 2012 
Annual Report to Congress, vol. 1 (December 2012), p. 271, 
www.taxpayeradvocate.irs.gov/userfiles/file/Full-Report/
Volume-1.pdf.
countries with lower tax rates than those in the United 
States would tend to owe more—and, in some cases, 
potentially much more—in U.S. taxes than under current 
law, while U.S. citizens residing in countries with higher 
tax rates would generally continue not to owe U.S. taxes 
on their earned income. The staff of the Joint Committee 
on Taxation estimates that implementing such a change 
would increase revenues by $89 billion over the 
2014–2023 period. 

One rationale for eliminating the partial exclusion for 
foreign earnings is related to a certain concept of 
equity—that U.S. citizens with comparable income 
should incur similar tax liabilities, regardless of where 
they live. Under the option, people could not move to 
low-tax foreign countries to escape U.S. tax liability while 
retaining the benefits of U.S. citizenship. (To discourage 
U.S. citizens from moving abroad to avoid taxes, the 
Heroes Earnings Assistance and Relief Tax Act of 2008 
instituted a significant “expatriation tax” on the net 
worth of wealthy taxpayers who renounce their U.S. citi-
zenship for any reason.)

However, the United States is the only member of the 
Organisation for Economic Co-operation and Develop-
ment that taxes the income of its citizens on a worldwide 
basis; therefore, eliminating the exemption for income 
earned abroad would move the United States further out 
of alignment with the rest of the world in terms of the tax 
treatment of foreign-earned income. Another argument 
for not making this change is that U.S. citizens who live 
in other countries do not receive all of the same services 
from the U.S. government that are available domestically, 
and they may receive fewer services from the low-tax 
countries in which they reside.
RELATED OPTION: Revenues, Option 30

http://www.taxpayeradvocate.irs.gov/userfiles/file/Full-Report/Volume-1.pdf
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Revenues—Option 13

Tax Social Security and Railroad Retirement Benefits in the Same Way That 
Distributions From Defined Benefit Pensions Are Taxed

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 17 35 37 38 40 41 43 44 46 48 166 388
Under current law, less than 30 percent of the benefits 
paid by the Social Security and Railroad Retirement 
programs are subject to the federal income tax. Recipients 
with income below a specified threshold pay no taxes on 
those benefits. Most recipients fall into that category, 
which constitutes the first tier of a three-tiered tax struc-
ture. If the sum of their adjusted gross income, their non-
taxable interest income, and one-half of their Social Secu-
rity and Tier I Railroad Retirement benefits exceeds 
$25,000 (for single taxpayers) or $32,000 (for couples fil-
ing jointly), up to 50 percent of the benefits are taxed. 
Above a higher threshold—$34,000 for single filers and 
$44,000 for joint filers—as much as 85 percent of the 
benefits are taxed. 

By contrast, distributions from defined benefit plans are 
taxable except for the portion that represents the recovery 
of an employee’s “basis”—that is, his or her after-tax 
contributions to the plan. In the year that distributions 
begin, the recipient determines the percentage of each 
year’s payment that is considered to be the nontaxable 
recovery of previous after-tax contributions, based on the 
cumulative amount of those contributions and projec-
tions of his or her life expectancy. Once the recipient has 
recovered his or her entire basis tax-free, all subsequent 
pension distributions are fully taxed. (Distributions from 
traditional defined contribution plans and from individ-
ual retirement accounts, to the extent that they are 
funded by after-tax contributions, are also taxed on 
amounts exceeding the basis.)1 

1. Distributions from Roth plans, which allow after-tax contribu-
tions only, are entirely tax-exempt—a more favorable treatment 
than the tax-free recovery of basis only. If Social Security benefits 
were treated like distributions from Roth plans, half the benefits 
would be exempt from taxation, reflecting the share financed by 
employees’ contributions, which are after-tax (or, in the case of the 
self-employed, the share of their contributions that is not 
deducted from their taxable income).
This option would treat the Social Security and Railroad 
Retirement programs in the same way that defined bene-
fit pensions are treated—by defining a basis and taxing 
only those benefits that exceed that amount. For 
employed individuals, the basis would be the payroll 
taxes they paid out of after-tax income to support those 
programs (but not the equal amount that employers paid 
on their workers’ behalf ). For self-employed people, the 
basis would be the portion (50 percent) of their self-
employment taxes that is not deductible from their tax-
able income. Revenues would increase by $388 billion 
from 2014 through 2023, the staff of the Joint Commit-
tee on Taxation estimates. 

An argument in favor of this option concerns equity. Tax-
ing benefits from the Social Security and Railroad Retire-
ment programs in the same way as those from defined 
benefit pensions would make the tax system more equita-
ble in at least two ways. First, it would eliminate the 
preferential treatment given to Social Security benefits 
but not to pension benefits—a preference that is minimal 
for higher-income taxpayers but much larger for low- and 
middle-income taxpayers. Second, it would treat elderly 
and nonelderly taxpayers with comparable income the 
same way. For people who pay taxes on Social Security 
benefits under current law, the option could also simplify 
the preparation of tax returns. Instead of taxpayers calcu-
lating the taxable portion themselves, the Social Security 
Administration—which would have information on their 
lifetime contributions and life expectancy—could com-
pute the taxable amount of benefits and provide that 
information to beneficiaries each year. 

This option also has drawbacks. It would have the great-
est impact on people with the lowest income: People with 
income below $44,000, including some who depend 
solely on Social Security or Railroad Retirement for their 
support, would see their taxes increase by the greatest 
CBO
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percentage. In addition, raising taxes on Social Security 
and Railroad Retirement benefits would be equivalent to 
reducing those benefits and could be construed as violat-
ing the implicit promises of those programs, especially 
because the option would provide little or no opportunity 
for current retirees and people nearing retirement to 
adjust their saving or retirement strategies to mitigate 
the impact. Finally, more elderly people would have 
to file tax returns than do so now, and calculating the 
percentage of each recipient’s benefits that would be 
excluded from taxation would impose an additional 
burden on the Social Security Administration. 
RELATED OPTIONS: Revenues, Options 10 and 14

RELATED CBO PUBLICATION: Social Security Policy Options (July 2010), www.cbo.gov/publication/21547

http://www.cbo.gov/publication/21547
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Revenues—Option 14

Further Limit Annual Contributions to Retirement Plans

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. To the extent that the option would affect Social Security payroll taxes, a portion of 
the revenues would be off-budget. In addition, the option would increase outlays for Social Security by a small amount. The estimates 
do not include those effects on outlays. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 4.5 6.7 7.3 8.1 8.7 9.4 10.0 10.8 11.3 12.0 35.3 88.7
Current law allows taxpayers to make contributions to 
certain types of tax-preferred retirement plans up to a 
maximum annual amount that varies depending on the 
type of plan and the age of the taxpayer. The most com-
mon such vehicles are defined contribution plans (any 
plan that does not guarantee a particular benefit amount 
upon retirement) and individual retirement accounts 
(IRAs). Defined contribution plans are sponsored by 
employers. Some—most commonly, 401(k) plans—
accept contributions by employees; others are funded 
entirely by the employer. IRAs are maintained by the 
participants themselves.

Most of the tax savings associated with retirement plans 
arise because the investment income that accrues in the 
account is either explicitly or effectively exempt from 
taxation. That is clearest in the case of Roth retirement 
plans—both IRAs and 401(k)s—which do not allow 
contributions to be excluded from taxable income. 
Instead, the taxpayer benefits by not paying tax on the 
investment income, either as it accrues or when it is with-
drawn. More traditional types of tax-preferred retirement 
plans allow taxpayers to exclude contributions from their 
taxable income and defer the payment of taxes until they 
withdraw funds. If the taxpayer is subject to the same tax 
rate that applied when the contribution was made, the 
value of the deduction is offset by the tax on withdrawals. 
The actual tax benefit is equivalent to that provided by 
Roth plans—effectively exempting investment income 
from taxation. (In the traditional structure, however, the 
tax benefits can be higher or lower than under a Roth 
plan depending on the tax bracket participants are in 
when they retire.) 

The value of the tax exemption for investment earnings 
increases with the participant’s income tax rate. Thus, a 
worker in the 15 percent tax bracket saves 15 cents on 
each dollar of investment income accrued in his or her 
retirement plan; however, an employee in the 35 percent 
tax bracket avoids taxes equal to 35 cents per dollar of 
investment income. (If the investment income is in the 
form of capital gains, lower tax rates apply, but they are 
still graduated by income.)

Individuals under the age of 50 may contribute up to 
$17,500 to 401(k) and similar employment-based plans 
in 2013; participants ages 50 and above are also allowed 
to make “catch-up” contributions of up to $5,500, 
enabling them to make as much as $23,000 in total 
contributions in 2013. In general, the limits on an indi-
vidual’s contributions apply to all defined contribution 
plans combined. However, contributions to 457(b) plans, 
available primarily to employees of state and local govern-
ments, are subject to a separate limit. As a result, employ-
ees who are enrolled in both 401(k) and 457(b) plans can 
contribute the maximum amount to both plans, thereby 
allowing some people to make tax-preferred contribu-
tions of as much as $46,000 in a single year. Employers 
may also contribute to their workers’ defined contribu-
tion plans, up to a maximum of $51,000 per person in 
2013, less any contributions made by the employee.

In 2013, contributions to IRAs are limited to $5,500 for 
taxpayers under the age of 50 and $6,500 for those ages 
50 and above. The amount of such contributions that is 
tax deductible is phased out above certain income thresh-
olds if either the taxpayer or the taxpayer’s spouse is cov-
ered by an employment-based plan. Annual contribution 
limits for all types of plans are adjusted, or indexed, for 
inflation but increase only in $500 increments.

Under this option, individuals’ maximum allowable con-
tributions would be reduced to $15,500 per year for 
401(k)–type plans and $5,000 per year for IRAs, regard-
less of a taxpayer’s age. The option would also require 
that all contributions to employment-based plans—
CBO
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including 457(b) plans—be subject to a single combined 
limit. Total allowable employer and employee contribu-
tions to a defined contribution plan would be reduced 
from $51,000 per year to $46,000. If implemented, the 
option would increase revenues by $89 billion from 
2014 through 2023, the staff of the Joint Committee on 
Taxation estimates. The option would also affect federal 
outlays, but by much smaller sums. Reducing the amount 
that employers are allowed to contribute would increase 
taxable wages, the base from which Social Security bene-
fits are calculated, and thus would increase federal spend-
ing for Social Security by a small amount. Contributions 
by employees are already included in the wage base for 
Social Security. (The estimates shown here do not include 
any effects on such outlays.) 

One argument in favor of this option centers on fairness. 
The option would reduce the disparity in tax benefits 
that exists between higher- and lower-income taxpayers 
in two ways. First, those directly affected by the option 
would make fewer contributions and accrue less tax-
preferred investment income, so the greater benefit of 
the exemption to those in higher tax brackets would be 
reduced. Second, the option would affect more higher-
income taxpayers than lower-income taxpayers. The 
limits on 401(k) contributions affect few taxpayers—only 
5 percent of participants in calendar year 2006 (the most 
recent year for which such data are available)—but of 
those affected, 69 percent had income in excess of 
$160,000 that year. The option also would level the 
playing field between those who currently benefit from 
higher contribution limits (people ages 50 and over and 
employees of state and local governments) and those 
subject to lower limits. 

In addition to enhancing fairness, the option would 
improve economic efficiency. A goal of tax-preferred 
retirement plans is to increase private saving (although at 
the cost of some public saving). However, the higher-
income individuals who are constrained by the current 
limits on contributions are most likely to be those who 
can fund the tax-preferred accounts using money they 
have already saved or would save anyway; in that case, the 
tax preference provides benefits to the individuals 
involved without boosting aggregate saving. Thus, the 
option would increase public saving—by reducing the 
deficit—at the cost of very little private saving. 

The main argument against this option is that it would 
reduce the retirement saving of some people, particularly 
those who find it difficult to save because of income con-
straints or family responsibilities. Although only 5 per-
cent of workers with income under $80,000 contributed 
to IRAs in 2006, more than one-third contributed the 
maximum amount permitted. Those workers generally 
have relatively little in accumulated savings and are more 
likely to respond to the incentive to save than are people 
in higher-income groups. Eliminating the extra allowance 
for catch-up contributions would adversely affect those 
ages 50 and over who might have failed to save enough 
for a comfortable retirement while raising their families. 
The amount that they could contribute to tax-preferred 
retirement accounts would be cut at precisely the time 
when reduced family obligations and impending retire-
ment make them more likely to respond to tax incentives 
to save more. 

Finally, further limiting total contributions to a defined 
contribution plan would create an incentive for some 
small businesses to terminate their plans if the tax bene-
fits of the plan to the owners were outweighed by the cost 
of administering it. To the extent that plans were termi-
nated, employees would then have to rely on IRAs, which 
would lead some to save less because of the lower contri-
bution limits.
RELATED OPTIONS: Revenues, Options 10 and 13

RELATED CBO PUBLICATION: Use of Tax Incentives for Retirement Saving in 2006 (October 2011), www.cbo.gov/publication/42731

http://www.cbo.gov/publication/42731
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Revenues—Option 15

Eliminate the Tax Exemption for New Qualified Private Activity Bonds

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 0.1 0.5 1.0 1.7 2.4 3.2 4.1 5.0 5.9 6.6 5.7 30.5
The U.S. tax code permits state and local governments to 
finance certain projects by issuing bonds whose interest 
payments are exempt from federal income taxes. As a 
result, those bonds pay lower rates of interest than they 
would if the interest payments were taxable. For the most 
part, proceeds from tax-exempt bonds finance public 
projects, such as the construction of schools and high-
ways. In some cases, however, state and local governments 
issue tax-exempt bonds to finance private-sector projects. 
The issuance of such bonds—which are known as quali-
fied private activity bonds—is authorized by the tax code 
to fund private projects that provide at least some public 
benefits. Eligible projects include the construction or 
repair of infrastructure and certain activities, such as 
building schools and hospitals, undertaken by nonprofit 
organizations. (Those organizations are sometimes called 
501(c)(3)s after the section of the tax code that authorizes 
them.)

This option would eliminate the tax exemption for new 
qualified private activity bonds beginning in 2014. The 
option would increase revenues by $31 billion through 
2023, according to estimates by the staff of the Joint 
Committee on Taxation. 

One rationale for this option is that eliminating the tax 
exemption for new qualified private activity bonds would 
improve economic efficiency in some cases. For example, 
the owners of some of the infrastructure facilities that 
benefit from the tax exemption can capture—through 
fees and other charges—much of the value of the services 
they provide. Therefore, such investments probably 
would take place without a subsidy. In those instances, 
providing a tax exemption for such investments would be 
inefficient because the tax exemption would shift 
resources from taxpayers to private investors without gen-
erating any additional public benefits. As another exam-
ple, in cases in which the public benefit from a private-
sector facility would be small relative to the existing tax 
exemption, the subsidy sometimes would lead to invest-
ment in projects whose total value (counting private as 
well as public benefits) was less than their costs.

Another argument in favor of this option is that it would 
encourage nonprofit organizations to be more selective 
when choosing projects and, in general, to operate more 
efficiently. Nonprofit organizations do not pay federal 
income tax on their investment income. Many nonprofit 
universities, hospitals, and other institutions use tax-
exempt debt to finance projects that they could fund by 
selling their own assets. By holding onto those assets, they 
can earn an untaxed return that is higher than the interest 
they pay on their tax-exempt debt. Eliminating the tax 
exemption for the debt-financed projects of nonprofit 
organizations would put those projects on an even foot-
ing with the projects financed by selling assets. Further, 
the tightening of nonprofit organizations’ financial 
constraints that would result from eliminating the tax 
exemption would encourage those organizations to oper-
ate more cost-effectively, although some nonprofits with 
small asset bases, or endowments, could be forced to cut 
back or even cease operations.

A disadvantage of this option is that some projects that 
would not be undertaken without a tax exemption would 
provide sufficient public benefits to warrant a subsidy. 
For example, some roads can have broad social benefits 
(because they are part of a larger transportation network) 
and, at the same time, be appealing to private owners 
(because those owners and operators could collect tolls 
from users). State and local governments are increasingly 
looking to the private sector to undertake projects of that 
sort, and supporters of qualified private activity bonds 
argue that eliminating the tax exemption would remove 
an important source of funding for them. (This concern 
may be especially acute now because the finances of 
state and local governments have been weakened by the 
economic downturn and slow recovery; if that were the 
CBO
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principal concern about this option, however, then its 
implementation could be delayed a few years until the 
economy is expanding more strongly.) 

If lawmakers wished to continue to support infrastructure 
investment and other projects undertaken by the private 
sector, they could do so more efficiently by subsidizing 
them directly rather than by subsidizing them through 
the tax system. Tax-exempt financing is inefficient for 
two reasons: First, the reduction in borrowing costs for 
issuers of those bonds is less than the federal revenues for-
gone through the tax exemption. (The interest rate on 
tax-exempt debt is determined by the market-clearing 
tax-exempt bond buyer, who will typically be in a lower 
marginal income tax bracket—and hence be willing to 
accept a lower tax-free rate of return—than the average 
tax-exempt bond buyer, who determines the amount of 
federal revenue forgone as a result of the tax exemption.) 
Second, the amount of subsidy delivered is determined by 
the tax code and so does not vary across projects accord-
ing to federal priorities. Lawmakers could, instead, pro-
vide a direct subsidy for certain projects by guaranteeing 
loans or making loans available to the private sector at 
below-market rates of interest. By offering a direct sub-
sidy, the federal government would be better able than it 
is through the tax system both to select the types of proj-
ects receiving support and to determine the amount of 
the subsidy. 
RELATED OPTION: Revenues, Option 6

RELATED CBO PUBLICATIONS: Testimony of Frank Sammartino, Assistant Director for Tax Analysis, before the Senate Committee on Finance, Federal 
Support for State and Local Governments Through the Tax Code (April 25, 2012), www.cbo.gov/publication/43047; Using Public-Private 
Partnerships to Carry Out Highway Projects (January 2012), www.cbo.gov/publication/42685; Testimony of Joseph Kile, Assistant Director for 
Microeconomic Studies, before the Senate Committee on Finance, The Highway Trust Fund and Paying for Highways (May 17, 2011), 
www.cbo.gov/publication/41455; Tax Arbitrage by Colleges and Universities (April 2010), www.cbo.gov/publication/21198; Subsidizing 
Infrastructure Investment With Tax-Preferred Bonds (October 2009), www.cbo.gov/publication/41359; and Nonprofit Hospitals and 
Tax Arbitrage (attachment to a letter to the Honorable William “Bill” M. Thomas, December 6, 2006), www.cbo.gov/publication/18257

http://www.cbo.gov/publication/43047
http://www.cbo.gov/publication/21198
http://www.cbo.gov/publication/41359
http://www.cbo.gov/publication/18257
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Revenues—Option 16

Eliminate Certain Tax Preferences for Education Expenses

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. The estimates include the effects on outlays resulting from changes in refundable 
tax credits. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 5 23 23 23 21 11 12 12 12 13 95 155
Federal support for higher education takes many forms, 
including grants, subsidized loans, and tax preferences. 
Those tax preferences include several types of tax-
advantaged accounts that allow families to save for their 
child’s postsecondary education as well as education-
related credits and deductions. The major credits and 
deductions in effect in 2013 or scheduled to be reinstated 
under current law are the following: 

B The American Opportunity Tax Credit (AOTC) 
replaced and expanded the Hope tax credit starting in 
2009. Although it was scheduled to expire at the end 
of 2012, the AOTC was extended through 2017 by 
the American Taxpayer Relief Act of 2012. Unlike the 
Hope tax credit, which was nonrefundable, the AOTC 
is partially refundable—that is, families whose income 
tax liability (before the credit is applied) is less than 
the total amount of the credit may receive all or a por-
tion of the credit as a payment. The AOTC is available 
to cover qualifying educational expenses for up to four 
years of postsecondary education. In 2013, the AOTC 
can total as much as $2,500 (100 percent of the first 
$2,000 in qualifying expenses and then 25 percent of 
the next $2,000). Up to 40 percent of the credit (or 
$1,000) is refundable. The amount of the AOTC 
gradually declines (is “phased out”) for higher-income 
tax filers. In 2013, the AOTC is reduced for married 
couples who file jointly and have modified adjusted 
gross income (MAGI) between $160,000 and 
$180,000 and for single filers with MAGI between 
$80,000 and $90,000.1 Neither the credit amount nor 
the income thresholds are adjusted, or indexed, for 

1. Certain foreign income and foreign housing allowances that are 
excluded from taxable income are added to adjusted gross income 
(AGI) to calculate the modified AGI measure used to determine 
eligibility for education-related tax credits. (AGI includes income 
from all sources not specifically excluded by the tax code, minus 
certain deductions.)
inflation over the 2009–2017 period in which the 
AOTC is in effect.

B The nonrefundable Lifetime Learning tax credit pro-
vides up to $2,000 for qualifying tuition and fees. 
(The credit equals 20 percent of each dollar of qualify-
ing expenses up to a maximum of $10,000.) Only one 
Lifetime Learning credit may be claimed per tax 
return per year, but the expenses of more than one 
family member (a taxpayer, spouse, or dependent) 
may be included in the calculation. The Lifetime 
Learning credit can be used after the first two years of 
postsecondary education and by students who attend 
school less than half-time. Taxpayers may not claim 
the Lifetime Learning credit and the AOTC for the 
same student in the same year. In 2013, the Lifetime 
Learning tax credit is gradually reduced for joint filers 
whose MAGI is between $107,000 and $127,000 and 
for single filers whose MAGI is between $53,000 and 
$63,000. Those income thresholds are adjusted for 
inflation over time. 

B Tax filers may deduct from their taxable income up to 
$2,500 per year for interest payments on student 
loans. This deduction is available regardless of whether 
a tax filer itemizes deductions. In 2013, the interest 
deduction for student loans phases out for joint filers 
with MAGI between $125,000 and $155,000 and for 
single filers with MAGI between $60,000 and 
$75,000. Although the maximum deduction amount 
is not indexed for inflation, the income thresholds for 
the phaseout ranges are adjusted for inflation.

B Taxpayers (regardless of whether they claim the stan-
dard deduction or itemize their deductions) can 
deduct up to $4,000 from their taxable income for 
qualifying tuition and fees instead of taking a credit. 
That deduction is scheduled to expire at the end 
of 2013.
CBO
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B Although not currently available, the Hope tax credit 
is scheduled to be reinstated in 2018 when the AOTC 
expires. The Hope credit is nonrefundable (the credit 
may not exceed the filer’s income tax liability) and can 
be claimed only for expenses incurred in the first two 
years of a postsecondary degree or certificate program; 
during that period, the student must be enrolled at 
least half-time. Fewer types of expenses qualify for the 
Hope credit than for the AOTC. In 2008, the last year 
it was available, the Hope credit was equal to 100 per-
cent of the first $1,200 of qualifying tuition and fees 
and 50 percent of the next $1,200 for a maximum 
credit of $1,800 per year. As was the case before the 
Hope credit expired, the parameters used to calculate 
the credit amount will be indexed for inflation when 
the credit is reinstated. On the basis of that adjust-
ment for inflation, CBO estimates that in 2018, the 
maximum credit will be $2,100. As was previously the 
case, the reinstated Hope credit will decline for high-
income tax filers. In 2018, CBO estimates, the credit 
will be reduced for joint filers with MAGI between 
$118,000 and $138,000 and for single filers with 
MAGI between $59,000 and $69,000. 

This option would eliminate the AOTC and the 
Lifetime Learning tax credit beginning in 2014 and 
cancel the reinstatement of the Hope tax credit in 2018. 
(The $4,000 deduction for qualifying tuition and fees 
described above would have already expired by 2014.) 
The option would also gradually eliminate the deduct-
ibility of interest expenses for student loans. Because 
students borrowed money with the expectation that a 
portion of the interest would be deductible over the life 
of the loan, the interest deduction for student loans 
would be phased out in annual increments of $250 over 
a 10-year period. If implemented, the option would raise 
revenues by $155 billion over the 2014–2023 period, the 
staff of the Joint Committee on Taxation estimates.

An argument in favor of the option is that the current tax 
benefits are not targeted to those who need assistance the 
most. Many low-income families do not have sufficient 
income tax liability to claim all—or in some cases, any—
of the education-related tax benefits. However, the cost of 
higher education may impose a greater burden on those 
families as a proportion of their income. Further, some 
research indicates that lower-income individuals and fam-
ilies may be more sensitive to the cost of higher education 
than those with higher income and thus more likely to 
enroll in higher education programs if tuition and fees are 
subsidized. 

A second rationale in favor of the option concerns the 
administration of education benefits through the income 
tax system. Education benefits administered through the 
tax system are poorly timed because families must pay 
tuition and fees before they can claim the benefits on 
their tax returns. In contrast, federal spending programs 
such as the Pell grant program are designed to provide 
assistance when the money is needed—at the time of 
enrollment. Further, providing education assistance 
through various credits and deductions, each with slightly 
different eligibility rules and benefit amounts, makes it 
difficult for families to determine which tax preferences 
provide the most assistance. As a result, some families 
may not choose the most advantageous educational 
benefits for their particular economic circumstances. 

A drawback of this policy option is that some households 
would not receive as much assistance for educational 
expenses unless federal outlays for education assistance 
were increased. The option would increase the financial 
burden on families with postsecondary students—partic-
ularly middle-income families who do not qualify for 
current federal spending programs. Another drawback 
is that despite the current system’s complexity—which 
creates overlapping tax benefits—some families may find 
it easier to claim benefits on their tax returns (on which 
they already provide information about their family 
structure and income) than to fill out additional forms 
for assistance through other federal programs.
RELATED OPTIONS: Mandatory Spending, Options 6 and 7; and Discretionary Spending, Option 20

RELATED CBO PUBLICATIONS: Options to Change Interest Rates and Other Terms on Student Loans (June 2013), www.cbo.gov/publication/
44318; Refundable Tax Credits (January 2013), www.cbo.gov/publication/43767; Costs and Policy Options for Federal Student Loan 
Programs (March 2010), www.cbo.gov/publication/21018; and Private and Public Contributions to Financing College Education 
(January 2004), www.cbo.gov/publication/15178

http://www.cbo.gov/publication/44318
http://www.cbo.gov/publication/44318
http://www.cbo.gov/publication/43767
http://www.cbo.gov/publication/21018
http://www.cbo.gov/publication/15178
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Revenues—Option 17

Lower the Investment Income Limit for the Earned Income Tax Credit and 
Extend That Limit to the Refundable Portion of the Child Tax Credit

Source: Staff of the Joint Committee on Taxation.

Notes: This option would take effect in January 2014. The estimates represent the change in the overall budget balance that would result 
from the sum of changes to revenues and outlays. 

* = between zero and $50 million.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues * 1.2 1.2 1.2 1.3 1.1 1.2 1.2 1.2 1.3 4.9 10.9
Low- and moderate-income people are eligible for certain 
refundable tax credits under the individual income tax if 
they meet the specified criteria. Refundable tax credits 
differ from other tax preferences, such as deductions, in 
that their value may exceed the amount of income taxes 
that the person owes. Refundable tax credits thus can 
result in net payments from the government to a tax-
payer: If the amount of a refundable tax credit exceeds a 
taxpayer’s tax liability before that credit is applied, the 
government pays the excess to that person. Two refund-
able tax credits are available only to workers: the earned 
income tax credit (EITC) and the refundable portion of 
the child tax credit (referred to in the tax code as the 
additional child tax credit). 

To qualify for the EITC and the refundable portion of 
the child tax credit, people must meet several income 
tests. First, they must have income from wages, salaries, 
or self-employment. Second, their adjusted gross income 
cannot exceed thresholds that vary with family character-
istics.1 (Adjusted gross income includes income from all 
sources not specifically excluded by the tax code, minus 
certain deductions.) For the EITC, the income thresholds 
for 2013 range from $14,340 for an unmarried worker 
who does not live with a child to $51,567 for a married 
couple that files jointly and has three or more children. 
For the child tax credit, the income threshold for 2013 is 
$95,000 for an unmarried person with one child and 
$130,000 for joint filers with one child; the income 
thresholds increase with the number of children in the 
family. Finally, eligibility for the EITC is restricted to 

1. A special rule applies to the EITC when a person’s earnings are 
higher than his or her adjusted gross income (because of invest-
ment losses). In that instance, eligibility for the EITC is denied if 
the earnings exceed the specified thresholds. 
filers with investment income that is $3,300 or less in 
2013. Investment income includes interest (counting tax-
exempt interest), dividends, capital gains, royalties and 
rents from personal property, and returns from passive 
activities (business pursuits in which the person is not 
actively involved). The limitations on adjusted gross 
income and investment income are adjusted, or indexed, 
for inflation each year.

This option would lower the threshold for the EITC 
investment income test from $3,300 to $1,650. As under 
current law, that threshold would be indexed for infla-
tion. Moreover, the option would extend that require-
ment to the refundable portion of the child tax credit. 
If implemented, the option would raise $11 billion from 
2014 through 2023, according to estimates by the staff 
of the Joint Committee on Taxation. 

The main rationale for the option is that it would better 
target the credits to people without substantial means by 
denying the credits to people who have low earnings but 
have other resources to draw upon. Asset tests—require-
ments that recipients do not have savings in bank 
accounts, stocks, and other types of investments whose 
value is above a specified threshold—serve a similar role 
in some spending programs that provide benefits to 
lower-income populations. However, asset tests would be 
very difficult for the Internal Revenue Service (IRS) to 
administer because the agency does not collect informa-
tion on the amount of assets held by individuals. By con-
trast, the IRS does have extensive information on the 
income from most of those investments, and much of 
that information is accurate because it is reported inde-
pendently to the agency by financial institutions as well 
as by taxpayers on their returns.
CBO
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An argument against the option is that it would reduce 
the incentive to save, especially among people whose 
income from investments is near the threshold amount 
and who could become (or remain) eligible for the credits 
under the option by making small reductions in their 
assets. However, some people would not respond to the 
lower thresholds by reducing their saving but instead by 
shifting their investments to less liquid forms (such as 
cars) that are not subject to the investment test or by 
changing the timing of the return from their investments 
(for example, by retaining stocks for longer periods in 
order to avoid realizing capital gains). For people with 
very low income, the investment test would probably 
have little effect because they have little means to save 
and invest.
RELATED CBO PUBLICATIONS: Growth in Means-Tested Programs and Tax Credits for Low-Income Households (February 2013), 
www.cbo.gov/publication/43934; and Refundable Tax Credits (January 2013), www.cbo.gov/publication/43767

http://www.cbo.gov/publication/43934
http://www.cbo.gov/publication/43767
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Revenues—Option 18

Increase the Maximum Taxable Earnings for the Social Security Payroll Tax

Sources: Staff of the Joint Committee on Taxation; Congressional Budget Office.

Notes: This option would take effect in January 2014. The change in revenues would consist of an increase in receipts from Social Security 
payroll taxes (which would be off-budget), offset in part by a reduction in individual income tax revenues (which would be on-budget). 
The outlays would be for additional payments of Social Security benefits and would be classified as off-budget. 

* = between zero and $500 million.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Outlays * * * * 1 1 1 2 2 3 2 10

Change in Revenues 8 40 46 49 51 52 53 55 57 59 194 470

 Net Effect on the Deficit -8 -39 -46 -49 -51 -51 -52 -53 -55 -57 -192 -460
Social Security—which consists of Old-Age and Survi-
vors Insurance and Disability Insurance—is financed by 
payroll taxes on employers, employees, and the self-
employed. Only earnings up to a maximum, which is 
$113,700 in 2013, are subject to the tax. That maximum 
usually increases each year at the same rate as average 
wages in the economy. 

When payroll taxes for Social Security were first collected 
in 1937, about 92 percent of earnings from jobs covered 
by the program were below the maximum taxable 
amount. During most of the program’s history, the maxi-
mum was increased only periodically, so the percentage 
varied greatly. It fell to 71 percent in 1965 and by 1977 
had risen to 85 percent. Amendments to the Social Secu-
rity Act in 1977 boosted the amount of covered taxable 
earnings, which reached 90 percent in 1983. That law 
also specified that the taxable maximum be adjusted, or 
indexed, annually to match the growth in average wages. 
Despite those changes, the percentage of earnings that is 
taxable has slipped in the past decade because earnings for 
the highest-paid workers have grown faster than average 
earnings. Thus, in 2011, about 83 percent of earnings 
from employment covered by Social Security fell below 
the maximum taxable amount.

This option would increase the taxable share of earnings 
from jobs covered by Social Security to 90 percent by 
raising the maximum taxable amount to $177,500 in 
calendar year 2014. (In later years, the maximum would 
continue to be indexed as it is now.) Implementing such 
a policy change would increase revenues by an estimated 
$470 billion over the 2014–2023 period, according to 
the staff of the Joint Committee on Taxation. (The 
estimates include the reduction in individual income tax 
revenues that would result from a shift of some labor 
compensation from a taxable to a nontaxable form.)

Because Social Security benefits are tied to the amount 
of earnings on which taxes are paid, however, some of the 
increase in revenues from this option would be offset by 
the additional benefits paid to people with earnings above 
the maximum taxable amount under current law. On net, 
the option would reduce federal budget deficits by an 
estimated $460 billion over the 10-year period. 

An advantage of this option is that it would provide more 
revenue to the Social Security program, which, according 
to the Congressional Budget Office’s projections, will not 
have sufficient income to finance the benefits that are due 
to beneficiaries under current law. If current law 
remained in place, spending for Social Security would rise 
from 4.9 percent of gross domestic product (GDP) in 
2013 to 6.2 percent by 2038, CBO projects. But Social 
Security tax revenues, which already are less than spend-
ing for the program, would grow more slowly. CBO pro-
jects that, in combination, the Old-Age and Survivors 
Insurance and Disability Insurance trust funds will be 
exhausted in 2031. Under this option, exhaustion of the 
combined trust funds would be delayed until 2036.

In addition, this option would make the payroll tax less 
regressive. People with earnings above the ceiling now pay 
a smaller percentage of their total earnings in payroll taxes 
than do people whose total earnings are below the maxi-
mum. Making more earnings taxable would increase 
payroll taxes for those high earners. (That change would 
CBO
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also lead to somewhat higher benefit payments for 
affected workers.) 

A disadvantage of this option is that raising the earnings 
cap would weaken the link between the taxes that workers 
pay into the system and the benefits they receive (because 
the increase in benefits would be modest relative to the 
increase in taxes). That link has been an important aspect 
of Social Security since its inception. Another drawback 
is that people with earnings between the existing taxable 
limits and those under the option would earn less after 
taxes for each additional hour worked, which would 
reduce the incentive to work and encourage taxpayers to 
substitute tax-exempt fringe benefits for taxable wages. 
In contrast, people with earnings well above the limit 
established by this option would not see any reduction in 
the return on their additional work, but they would have 
less income after taxes, which would encourage them to 
work more.
RELATED OPTIONS: Revenues, Options 19 and 21

RELATED CBO PUBLICATIONS: The 2013 Long-Term Budget Outlook (September 2013), www.cbo.gov/publication/44521; The 2012 Long-Term 
Projections for Social Security: Additional Information (October 2012), www.cbo.gov/publication/43648; and Social Security Policy 
Options (July 2010), www.cbo.gov/publication/21547

http://www.cbo.gov/publication/43648
http://www.cbo.gov/publication/21547
http://www.cbo.gov/publication/44521
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Revenues—Option 19

Expand Social Security Coverage to Include Newly Hired State and Local Government Employees

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. The change in revenues would consist of an increase in receipts from Social Security 
payroll taxes (which would be off-budget), offset in part by a reduction in individual tax revenues (which would be on-budget). In 
addition, the option would increase outlays for Social Security by a small amount. The estimates do not include those effects on 
outlays. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 0.7 2.2 3.9 5.5 7.0 8.7 10.4 12.3 14.2 16.3 19.3 81.1
Nearly all private-sector workers and federal employees 
are covered by Social Security, but a quarter of workers 
employed by state and local governments are not covered. 
Under federal law, state and local governments can opt to 
enroll their employees in the Social Security program, or 
they can opt out if they provide a separate retirement plan 
for those workers instead. State and local governments 
may also have their employees participate in Social Secu-
rity and be part of a separate retirement plan. In contrast, 
all federal employees hired after December 31, 1983, are 
covered by Social Security and pay the associated payroll 
taxes. Furthermore, all state and local government 
employees hired after March 31, 1986, and all federal 
government employees are covered by Medicare and pay 
payroll taxes for Hospital Insurance (Medicare Part A). 

Under this option, Social Security coverage would be 
expanded to include all state and local government 
employees hired after December 31, 2013. Consequently, 
all newly hired state and local government employees 
would pay the Social Security payroll tax. That 12.4 per-
cent tax on earnings, half of which is deducted from 
employees’ paychecks and half of which is paid by 
employers, funds the Old-Age, Survivors, and Disability 
Insurance programs. If implemented, this option would 
increase revenues by a total of $81 billion over the 2014–
2023 period, the staff of the Joint Committee on Taxa-
tion estimates. (The estimate includes the reduction in 
individual income tax revenues that would result from 
shifting some labor compensation from a taxable to a 
nontaxable form.)

Paying the Social Security payroll tax for 10 years 
generally qualifies workers (and their dependents) to 
receive Social Security retirement benefits; other work 
requirements must be met for employees to qualify for 
disability benefits or, in the event of their death, for their 
dependents to qualify for survivors’ benefits. Although 
extending such coverage to all newly hired state and local 
employees would eventually increase the number of 
Social Security beneficiaries, that increase would have 
little impact on the federal government’s spending for 
Social Security in the short term. Over the 2014–2023 
period, outlays would increase only by a small amount 
because most people who would be hired by state and 
local governments during that period would not begin 
receiving Social Security benefits for many years. (The 
estimate does not include any effects on outlays.) 

In the long term, the additional benefit payments for the 
expanded pool of beneficiaries would be only about half 
the size of the additional revenues. That is largely because 
most of the newly hired workers would receive Social 
Security benefits anyway under current law for one of 
two possible reasons: They might have held other covered 
jobs in the past, or they were covered by a spouse’s 
employment. As a result, this option would slightly 
enhance the long-term viability of the Social Security 
program, which faces the prospect that income from 
Social Security payroll taxes will not be sufficient to 
finance the benefits that are due to beneficiaries under 
current law.

Another rationale for implementing the option concerns 
fairness. Social Security benefits are intended to replace 
only a percentage of a worker’s preretirement earnings. 
That percentage (referred to as the replacement rate) 
is higher for workers with low career earnings than for 
workers with higher earnings. But the standard formula 
for calculating Social Security benefits does not distin-
guish between people whose career earnings are low and 
those who just appear to have low career earnings because 
they spent a portion of their career working in jobs 
that were not covered by Social Security. To make the 
CBO
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replacement rate more comparable for workers with simi-
lar earnings histories, current law reduces the standard 
benefits for retired government employees who have 
worked a substantial portion of their career in employ-
ment that is not covered by Social Security. However, that 
adjustment is imperfect and can affect various public 
employees differently: Specifically, it can result in higher 
replacement rates for some public employees who were 
not covered by Social Security throughout their career 
and in lower replacement rates for other public employ-
ees. This option would eliminate those inequities.

Implementing this option would also provide better 
retirement and disability benefits for many workers who 
move between government jobs and other types of 
employment. By facilitating job mobility, the option 
would enable some workers—who would otherwise stay 
in state and local jobs solely to maintain their public-
employee retirement benefits—to move to jobs in which 
they could be more productive. Many state and local 
employees are reluctant to leave their jobs because pen-
sions are structured to reward people who spend their 
entire careers in the same pension system. If their govern-
ment service was covered by Social Security, there would 
be fewer disincentives to moving because they would 
remain in the Social Security system. State and local gov-
ernments, however, might respond to greater turnover by 
reducing their investment in workers—by cutting train-
ing programs, for example—causing the productivity of 
state and local employees to decline.

An argument against such a policy change is that it 
might place an added burden on some state and local 
governments, which already face significant budgetary 
challenges. State and local pension plans are generally 
designed to be prefunded so that participants’ contribu-
tions can be invested to pay future benefits. As long as 
the plans are fully funded, transferring new employees to 
the Social Security system would not cause any problems. 
However, many plans are underfunded and depend on 
contributions from new participants to make up the 
shortfall. Under this option, the affected state and local 
governments would probably restructure their plans 
in one of two ways. They might exclude newly hired 
state and local employees from participation—thereby 
forgoing a possible source of new funding—which would 
place an additional burden on those governments. Or, 
they might choose to supplement the Social Security 
coverage for new employees by formulating a benefit 
package that, with Social Security included, was equiva-
lent in value to their current plan. But such a package 
would increase costs to state and local governments 
because the cost per dollar of Social Security benefits for 
state and local government employees would probably 
exceed the cost per dollar for pensions provided by state 
and local governments. Social Security costs would be 
greater because that program initially paid benefits to 
recipients who had not contributed much to the system 
and because Social Security redistributes benefits to 
workers with low career earnings. Delaying implementa-
tion of the option for a few years would provide state and 
local governments time to restructure their pension plans. 
Nevertheless, costs to the affected governments would 
probably rise.
RELATED OPTION: Revenues, Option 18

RELATED CBO PUBLICATIONS: The 2013 Long-Term Budget Outlook (September 2013), www.cbo.gov/publication/44521; The 2012 Long-Term 
Projections for Social Security: Additional Information (October 2012), www.cbo.gov/publication/43648; and Social Security Policy 
Options (July 2010), www.cbo.gov/publication/21547

http://www.cbo.gov/publication/43648
http://www.cbo.gov/publication/21547
http://www.cbo.gov/publication/44521
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Revenues—Option 20

Increase the Payroll Tax Rate for Medicare Hospital Insurance by 1 Percentage Point

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 44 73 77 82 87 91 95 99 103 108 363 859
The primary source of financing for Hospital Insurance 
(HI) benefits provided under Medicare Part A is the HI 
payroll tax. The basic HI tax is 2.9 percent of earnings: 
1.45 percent is deducted from employees’ paychecks, 
and 1.45 percent is paid by employers. Self-employed 
individuals generally pay 2.9 percent of their net income 
in HI taxes. Unlike the payroll tax for Social Security, 
which applies to earnings up to an annual maximum 
($113,700 in 2013), the 2.9 percent HI tax is levied on 
total earnings.

Under the Affordable Care Act of 2010, a surtax on earn-
ings above $200,000 went into effect beginning in 2013. 
At that earnings threshold, the portion of the HI tax that 
employees pay increases by 0.9 percentage points—to 
a total of 2.35 percent. (For a married couple filing an 
income tax return jointly, the surtax applies to the cou-
ple’s combined earnings above $250,000.) The surtax 
does not apply to the portion of the HI tax paid by 
employers, which remains 1.45 percent of earnings, 
regardless of how much the worker earns.

In recent years, expenditures for the HI program have 
grown at a much faster pace than revenues derived from 
the payroll tax. Since 2008, expenditures for HI have 
exceeded the program’s total income—including interest 
credited to the Hospital Insurance Trust Fund—so 
balances in the trust fund have declined. The Congressio-
nal Budget Office projects that the balances will continue 
to fall and that the HI trust fund will be exhausted in the 
mid-2020s. 

This option would increase the basic HI tax on total 
earnings by 1.0 percentage point. The basic rate for 
both employers and employees would increase by 
0.5 percentage points, to 1.95 percent, resulting in a 
combined rate of 3.9 percent. The rate paid by self-
employed people would also rise to 3.9 percent. For 
taxpayers with earnings above $200,000 ($250,000 for 
married couples filing jointly), the HI tax on earnings 
in excess of the surtax threshold would increase from 
3.8 percent to 4.8 percent; employees would pay 
2.85 percent, and employers would pay the remaining 
1.95 percent. 

If implemented, the option would increase revenues by 
$859 billion over the 2014–2023 period, the staff of the 
Joint Committee on Taxation projects. (The estimate 
includes the reduction in individual income tax revenues 
that would result from a shift of some labor compensa-
tion from a taxable to a nontaxable form.)

The main argument for the option is that receipts from 
the HI payroll tax are currently not sufficient to cover the 
cost of the program, and increasing that tax would shrink 
the gap between the program’s costs and the revenues that 
finance it. A commonly used measure of the long-term 
financial status of Medicare Part A is the actuarial bal-
ance—that is, the present value of revenues (primarily 
from payroll taxes) plus the current trust fund balance 
minus the present value of outlays for the program and 
the desired trust fund outlays (one year’s worth) at the 
end of a specified period.1 CBO projects that, under 
current law, the actuarial imbalance for the HI trust fund 
over the next 75 years would be 3.3 percent of taxable 
payroll, which is the difference between projected income 
(3.6 percent of taxable payroll) and projected costs 
(6.9 percent of taxable payroll). Eliminating a gap of that 
size would require, for example, immediately increasing 
the basic HI payroll tax rate from its current 2.9 percent 
to 6.2 percent or immediately cutting spending on Part A 
by almost one-half. Raising the HI tax by 1 percentage 
point would delay the exhaustion of the HI trust fund by 
more than a decade and would reduce the long-term gap 

1. Present value is a single number that expresses a flow of current 
and future income, or payments, in terms of an equivalent lump 
sum received or paid today. Here, it is calculated over 75 years 
using a long-term 3 percent real (inflation-adjusted) discount rate.
CBO



146 OPTIONS FOR REDUCING THE DEFICIT: 2014 TO 2023 NOVEMBER 2013

CBO
between projected income and projected costs by almost 
a third. Another argument in support of the option is 
that an increase in the payroll tax rate would be simpler 
to administer than most other types of tax increases 
because it would require only relatively minor changes 
to the current tax system.

A drawback of the option is that it would encourage 
people to reduce the hours they work or to shift their 
compensation away from taxable earnings to nontaxable 
forms of compensation. When employees reduce the 
hours they work or change the composition of their earn-
ings, economic resources are allocated less efficiently than 
would be the case in the absence of the higher tax rate. 
In addition, this option would increase the tax burden 
of lower-income workers relative to that of workers with 
higher income. That is because a larger share of the 
income of lower-income families is, on average, from 
earnings that are subject to the HI tax. As a result, a 
percentage point increase in the HI tax would represent 
a greater proportion of the income of lower-income
taxpayers than would be the case for higher-income 
taxpayers. Moreover, because the option would not make 
any changes to the Medicare program, the increase in 
the tax burden would not be offset by greater Medicare 
benefits when people reached the age of 65. 
RELATED OPTION: Revenues, Option 21
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Revenues—Option 21

Tax All Pass-Through Business Owners Under SECA and 
Impose a Material Participation Standard

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014. Most of the revenues would be off-budget. In addition, the option would increase 
outlays for Social Security by a small amount. The estimates do not include those effects on outlays. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 6 11 11 12 13 14 15 15 16 17 53 129
Under current law, workers with earnings from businesses 
owned by other people contribute to Social Security and 
Medicare Part A through the Federal Insurance Contribu-
tions Act (FICA) tax. The tax rate for Social Security is 
12.4 percent of the tax base up to $113,700, and that 
threshold increases each year with average wages. For 
Medicare Part A, the tax rate is 2.9 percent, and there is 
no ceiling on that base.1 The tax bases for both programs 
are limited to labor income (specifically, wages and sala-
ries), and the taxes are split equally between the employer 
and the employee. 

In contrast, people with earnings from businesses they 
own themselves are taxed either through FICA or 
through the Self Employment Contributions Act (SECA) 
depending on whether the business is incorporated or 
not. Owners of unincorporated businesses are subject to 
the SECA tax, and their tax base is self-employment 
income (which, unlike the FICA base, generally includes 
some capital income.) The definition of self-employment 
income depends on whether one is classified as a sole pro-
prietor, a general partner (that is, a partner who is fully 
liable for the debts of the firm), or a limited partner (a 
partner whose liability for the firm’s debts is limited to 
the amount he or she invests). Sole proprietors pay SECA 
taxes on their net business income (that is, receipts minus 
expenses). General partners pay SECA taxes on their 
“guaranteed payments” (payments they are due regardless 
of the firm’s profits) and on their share of the firm’s net 
income. Limited partners pay SECA tax solely on any 
guaranteed payments they receive, and then only if those 
payments represent compensation for labor services. 

1. If wages exceed certain thresholds ($250,000 for married tax-
payers filing joint returns, $200,000 for everybody else), an addi-
tional 0.9 percent tax is levied on the amount above the threshold.
The definition of limited partners is determined at the 
state level and, as a result, varies among states. Since the 
enactment of federal laws distinguishing between the 
treatment of general and limited partners under SECA, 
state laws have expanded eligibility for limited-partner 
status from strictly passive investors to certain partners 
who are actively engaged in the operation of businesses. 
Furthermore, state laws have recognized new types of 
entities, such as the limited liability company (LLC), 
whose owners do not fit neatly into either of the two 
partnership categories.

Unlike owners of unincorporated businesses, owners of 
privately held corporations pay FICA taxes as if they were 
employees. That treatment includes owners of S corpora-
tions, which are certain privately held corporations whose 
profits are subject to the individual income tax rather 
than the corporate income tax. Owners of privately held 
corporations are required to report their “reasonable com-
pensation” for any services they provide and pay FICA 
tax on that amount. The net income of the firm, after 
deducting that compensation, is subject to neither the 
FICA nor the SECA tax. 

This option would require owners of S corporations to 
pay the SECA tax instead of the FICA tax. In addition, 
the option would change the definition of self-employ-
ment income so that it would no longer depend on 
whether a taxpayer was classified as a general partner or a 
limited partner. That distinction would be replaced with 
a “material participation” standard in which the primary 
test would be whether the individual engaged in the oper-
ation of the business for more than 500 hours during a 
given year. Partners, LLC members, and S corporation 
owners categorized as material participants would pay 
SECA tax on both their guaranteed payments and their 
share of the firm’s net income. Those not deemed to be 
CBO
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material participants would pay SECA tax on their 
reasonable compensation. All sole proprietors would be 
considered material participants. 

The option would increase taxes on owners of S corpora-
tions and on limited partners who are material partici-
pants by subjecting their entire share of the firm’s net 
income to the SECA tax instead of just their reasonable 
compensation or guaranteed payments. However, the 
option would lower taxes for general partners who are not 
material participants by excluding from SECA taxation 
their share of the firm’s net income that is in excess of 
their reasonable compensation. On balance, federal reve-
nues would increase by an estimated $129 billion over 
the period from 2014 through 2023, according to the 
staff of the Joint Committee on Taxation. By increasing, 
on net, the earnings base from which Social Security ben-
efits are calculated, the option also would increase federal 
spending for Social Security over the long term. (The 
estimates do not include that effect on outlays.)

An advantage of this option is that it would eliminate the 
ambiguity created by the emergence of new types of busi-
ness entities that were not anticipated when the laws gov-
erning Social Security were last amended. The treatment 
of partners and LLC members under the SECA tax 
would be defined entirely by federal law and would 
ensure that owners who are actively engaged in the opera-
tion of a business could not legally exclude a portion of 
their labor compensation from the tax base. Moreover, 
because all firms not subject to the corporate income tax 
would be treated the same, businesses would be more 
likely to choose their form of organization on the basis of 
what allowed them to operate most efficiently rather than 
what minimized their tax liability.
Other arguments in favor of the option are that it would 
improve compliance with the tax code and reduce com-
plexity for some firms. Under current law, S corporations 
have a strong incentive to underreport reasonable com-
pensation so as to minimize their FICA tax liability. By 
subjecting S corporation owners to the SECA tax, the 
option would eliminate the ability of material partici-
pants to reduce their tax liability by underreporting their 
reasonable compensation. In addition, the option would 
simplify recordkeeping for S corporations whose owners 
are all material participants because they would no longer 
have to estimate the reasonable compensation of those 
owners.

A disadvantage of the option is that it would subject 
additional income from capital to the SECA tax, making 
the tax less like FICA, which taxes virtually no income 
from capital. That could deter some people from starting 
a business and paying the SECA tax on the profits (opt-
ing instead to work for somebody else and pay the FICA 
tax on their wages). The option could also lead to new 
efforts to recharacterize business income as either rental 
income or interest income, neither of which is subject to 
the FICA or the SECA tax. It could also lead to the use of 
C corporations (businesses that are subject to the corpo-
rate income tax) as a tax shelter. For example, faced with a 
15.3 percent SECA tax rate on top of the individual 
income tax, the owners of an S corporation might choose 
to pay the corporate income tax instead (even though 
profit distributions would be taxed again under the indi-
vidual income tax). If the corporate income tax rate was 
lowered in the future, that incentive would be magnified. 
Finally, the option would place an additional administra-
tive burden on many partnerships and LLCs: Those 
entities would be required to determine reasonable 
compensation for any members considered to be non-
material participants.
RELATED OPTIONS: Revenues, Options 18 and 20

RELATED CBO PUBLICATION: The Taxation of Capital and Labor Through the Self-Employment Tax (September 2012), 
www.cbo.gov/publication/43644

http://www.cbo.gov/publication/43644
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Revenues—Option 22

Increase Taxes That Finance the Federal Share of the Unemployment Insurance System

Notes: This option would take effect in January 2014. 

FUTA = Federal Unemployment Tax Act. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023  2014–2018 2014–2023

Change in Revenues

Increase the net FUTA 
rate to 0.8 percent 1.0 1.4 1.4 1.5 1.5 1.5 1.5 1.5 1.5 1.5 6.8 14.4

 

Increase the FUTA 
base to $14,000, index 
the base to future 
wage growth, and 
decrease the net FUTA 
rate to 0.33 percent 4.9 8.5 2.5 -1.4 -1.5 -2.3 -2.2 1.0 2.1 2.9 13.0 14.5
The unemployment insurance (UI) system is a partner-
ship between the federal government and state govern-
ments that provides a temporary weekly benefit—
consisting of a regular benefit and, often during eco-
nomic downturns, extended and emergency benefits—to 
qualified workers who lose their job through no fault of 
their own. Funding for unemployment insurance is 
drawn from payroll taxes imposed on employers both by 
state governments and by the federal government.

The states administer the UI system, establishing eligibil-
ity rules, setting the regular benefit amounts, and paying 
out those benefits to eligible people. To finance benefits, 
states impose payroll taxes on employers. State payroll 
taxes vary, with each state setting a tax rate schedule and a 
maximum wage amount subject to tax. Revenues from 
state payroll taxes are deposited into dedicated state 
accounts within the federal budget.

The federal government sets broad guidelines for the 
UI system, pays a portion of the administrative costs that 
state governments incur, and makes advances to states 
that lack the money to pay UI benefits. In addition, dur-
ing periods of high unemployment, the federal govern-
ment has often funded, either fully or partially, supple-
mental benefits through the extended benefits program, 
temporary emergency benefits, or both. 

Funding for the federal portion of the unemployment 
insurance system is drawn from payroll taxes imposed on 
employers under the Federal Unemployment Tax Act 
(FUTA). FUTA taxes are levied on each worker’s wages 
up to $7,000 and then deposited into several federal 
accounts. That amount is not adjusted, or indexed, 
for inflation and has remained unchanged since 1983. 
The FUTA tax rate is 6.0 percent, reduced by a credit 
of 5.4 percent for state taxes paid, for a net tax rate of 
0.6 percent—or $42 for each employee earning at least 
$7,000 annually. On January 1, 1976, a surtax of 
0.2 percent went into effect, raising the total FUTA tax 
rate, net of the state tax credits, to 0.8 percent—for a 
maximum of $56 per employee. However, that surtax 
expired on July 1, 2011. 

During and after the last recession, the funds in the 
federal accounts were insufficient to pay the emergency 
and extended benefits enacted by the Congress, to pay 
the higher administrative costs that states incurred 
because of the greater number of people receiving bene-
fits, and to make advances to several states that did not 
have sufficient funds to pay regular benefits. That short-
fall necessitated that advances be made from the general 
fund of the U.S. Treasury to the federal accounts. Some 
of those advances must be repaid, a process that the 
Congressional Budget Office projects will take several 
years under current law. 

This option includes two alternative approaches that 
would increase revenues from unemployment insurance 
taxes by roughly the same amount over the 2014–2023 
period. The first approach would leave the FUTA tax 
base unchanged but would raise the net FUTA tax rate by 
reinstating and permanently extending the 0.2 percent 
FUTA surtax. CBO estimates that this approach would 
CBO



150 OPTIONS FOR REDUCING THE DEFICIT: 2014 TO 2023 NOVEMBER 2013

CBO
generate a steady flow of additional revenues in each 
year between 2014 and 2023, for a total increase of 
$14 billion. 

The second approach would expand the FUTA tax base 
but decrease the tax rate. Specifically, the approach would 
raise the amount of wages subject to the FUTA tax from 
$7,000 to $14,000 in 2014 (and then index that thresh-
old to the growth in future wages), and it would reduce 
the net FUTA tax rate, after the 5.4 percent credit for 
state taxes paid, to 0.33 percent. CBO estimates that this 
approach would raise revenues by $15 billion over the 
2014–2023 period. 

The net increase in revenues from the second approach 
would be attributable to several factors. First, in 2014, 
the direct revenue gain that would result from expanding 
the FUTA tax base would roughly offset the revenue 
losses from lowering the FUTA tax rate; in future years, 
the growth in the tax base would cause that gain to exceed 
that loss. Second, revenues from state unemployment 
insurance taxes, which are counted as part of the federal 
budget, would rise as well. Because federal law requires 
that each state’s UI taxes be levied on a taxable wage base 
that is at least as large as the federal taxable wage base, 
27 states would have to increase their taxable wage base 
to $14,000 under this approach. CBO expects that many 
states would reduce their UI tax rates in response but 
would leave those rates high enough to maintain some of 
the additional revenue. States with low UI account bal-
ances would be especially likely to retain some of the 
additional revenue. 

The pattern of additional revenues generated by the sec-
ond approach would be very irregular. In the initial years, 
revenues would rise substantially, mostly because expand-
ing the tax base would increase state UI tax revenues. 
That extra revenue would allow some states to more 
quickly repay advances made by the federal government. 
Those repayments, in turn, would make more employers 
eligible for the full credit for state taxes paid than is the 
case under current law, causing revenues to fall in the 
middle years of the budget window. (Employers in states 
that received advances from the federal government but 
have yet to repay those funds do not receive the full credit 
for state taxes paid; in those instances the forgone credit is 
directed to the state UI account until the advances are 
repaid.) By the final years of the period, that effect would 
fade, and revenues would be higher again because of the 
expanded tax base.
The main advantage of both approaches is that they 
would improve the financial condition of the federal por-
tion of the UI system. The additional revenue would 
allow the federal UI accounts to more rapidly repay the 
outstanding advances from the general fund and would 
better position those accounts to finance benefits during 
future recessions. Another argument in support of the 
second approach is that expanding the tax base would 
improve the financial condition of state UI tax systems. 

Either approach would generally be simpler to imple-
ment—especially by employers—than many other pro-
posed changes to the federal tax code. However, expand-
ing the taxable wage base would impose some burden on 
state governments, requiring them to ensure that their tax 
bases conformed to the indexed federal tax base.

An argument against both approaches is that employers 
would generally pass on the additional FUTA taxes to 
workers in the form of reduced earnings. By reducing 
workers’ after-tax pay, the tax might induce some people 
to choose not to enter the workforce. Both approaches 
would also increase marginal tax rates for some workers 
by a small amount. (The marginal tax rate is the percent-
age of an additional dollar of income from labor or capi-
tal that is paid in taxes.) On balance, the evidence sug-
gests that increasing marginal tax rates reduces work 
relative to what would have occurred otherwise.1 Given 
the small size of the tax changes in this option, however, 
the effects on employment would probably be quite small 
under either approach.

The combination of a single tax rate and low thresholds 
on the amount of earnings subject to the tax makes the 
FUTA tax regressive—that is, FUTA taxes measured as a 
share of earnings decrease as earnings rise. Even so, 
because workers with lower earnings receive, on average, 
UI benefits that are a higher fraction of their prior earn-
ings than do workers with higher earnings, those benefits 
are progressive. If taxes and benefits are considered 
together, the unemployment insurance system is generally 
thought to be roughly proportional—neither progressive 

1. That increase would have two types of effects. On the one hand, 
the higher marginal tax rates would reduce the share of the returns 
from additional work that people could keep, reducing their 
incentive to work. On the other hand, because higher marginal 
tax rates reduce after-tax income, they make it more difficult for 
people to attain their desired standard of living with a given 
amount of work, thus possibly causing people to work more.
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nor regressive—under current law. Neither approach 
described in this option would affect UI benefits, and 
both approaches would raise revenues by nearly the 
same total amount over the 10-year period. However, 
the approaches would have different effects on the 
distribution of tax burdens: Reinstating the surtax would 
increase FUTA taxes proportionately for all income 
groups, while expanding the wage base and lowering the 
FUTA rate would reduce the regressivity of the FUTA 
tax. 
RELATED OPTION: Revenues, Option 6

RELATED CBO PUBLICATION: Unemployment Insurance in the Wake of the Recent Recession (November 2012),
www.cbo.gov/publication/43734
CBO

http://www.cbo.gov/publication/43734
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CBO
Revenues—Option 23

Increase Corporate Income Tax Rates by 1 Percentage Point

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 7 11 11 12 12 12 12 12 12 12 53 113
Most corporations that are subject to the corporate 
income tax calculate their tax liability according to a 
progressive rate schedule. The first $50,000 of corporate 
taxable income is taxed at a rate of 15 percent; income of 
$50,000 to $75,000 is taxed at a 25 percent rate; income 
of $75,000 to $10 million is taxed at a 34 percent rate; 
and income above $10 million is generally taxed at a 
rate of 35 percent.1 

Although most corporate income falls within the 35 per-
cent tax bracket, the average tax rate on corporate income 
(corporate taxes divided by corporate income) is lower 
than 35 percent because of allowable deductions, exclu-
sions, tax credits, and the lower tax rates that apply to the 
first $10 million of income. For example, corporations 
can deduct business expenses, including interest paid to 
holders of the firm’s bonds, from gross income to com-
pute taxable income. (Dividends paid to shareholders, 
however, are not deductible.) Most income earned by the 
foreign subsidiaries of U.S. corporations is not subject to 
U.S. taxation until it is repatriated in the form of divi-
dends paid to the parent corporation. To prevent income 
earned abroad from being subject to both foreign and 
U.S. taxation, the tax code gives U.S. corporations a 
credit that reduces their domestic tax liability on that 
income by the amount of income and withholding taxes 
they have paid to foreign governments. The foreign tax 
credit is subject to limits that are designed to ensure that 
the amount of credits taken does not exceed the amount 
of U.S. tax that otherwise would have been due.

1. Under current law, surtaxes are imposed on some amounts of 
corporate income. Income between $100,000 and $335,000 is 
subject to a surtax of 5 percent, and an additional 3 percent tax is 
levied on income between $15 million and $18.3 million. Those 
surtaxes effectively phase out the benefit of the three lower tax 
rates for corporations with income above certain amounts. As a 
result, a company that reports more than $18.3 million in taxable 
income effectively faces a statutory rate equal to 35 percent of its 
total corporate taxable income.
This option would increase all corporate income tax rates 
by 1 percentage point. For example, the corporate 
income tax rate would increase to 36 percent for taxable 
income above $10 million. The option would increase 
revenues by $113 billion over the 2014–2023 period, the 
staff of the Joint Committee on Taxation estimates.

The major argument in favor of the option is its simplic-
ity. As a way to raise revenue, increasing corporate 
income tax rates would be easier to implement than most 
other types of business tax increases because it would 
require only minor changes to the current tax collection 
system. 

The option would also increase the progressivity of the 
tax system to the extent that the corporate income tax is 
largely borne by owners of capital, who tend to have 
higher incomes than other taxpayers. But the extent to 
which the financial burden of the tax ultimately falls on 
the owners of corporations, owners of all capital assets, or 
workers is unclear. The United States is an open econ-
omy, in which many firms engage in international trade. 
Because labor tends to be less mobile than capital in open 
economies, some of the corporate income tax burden 
might be passed back to workers through reductions in 
their compensation over a number of years—making an 
increase in corporate tax rates somewhat less progressive.

An argument against the option is that it would further 
reduce economic efficiency. The current corporate 
income tax system already distorts firms’ choices about 
how to structure the business (for example, whether to 
operate as a C corporation, an S corporation, a partner-
ship, or a sole proprietorship) and whether to finance 
investment by issuing debt or by issuing equity. Increas-
ing corporate income tax rates would make it even more 
advantageous for firms to expend resources to qualify as 
an S corporation solely as a way to reduce their tax liabili-
ties. That is because net income from C corporations—
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those that are subject to the corporate income tax—is 
first taxed at the business level and then again at the indi-
vidual level after it is distributed to shareholders or inves-
tors. By contrast, income from S corporations—which 
can have no more than 100 owners and are subject to 
other restrictions—is generally free from taxation at the 
business level but is taxed under the individual income 
tax, even if the income is reinvested in the firm. Raising 
corporate tax rates would also encourage companies to 
increase their reliance on debt financing because interest 
payments, unlike dividend payments to shareholders, can 
be deducted. Carrying more debt might increase some 
companies’ risk of default. Moreover, the option would 
discourage businesses from investing, hindering the 
growth of the economy. An alternative to this option that 
would reduce such incentives would be to lower the tax 
rate while broadening the tax base by, for example, reduc-
ing or eliminating some exclusions or deductions. That 
modification, however, would also reduce—and possibly 
even eliminate—the revenue gains from the option.

Another concern that might be raised about the option is 
that it would increase the tax rate that corporations—
those based in the United States and those based in for-
eign countries—face when they earn income in the 
United States. Such an increase would cause the top mar-
ginal tax rate (that applied to an additional dollar of 
income) in the United States to be higher than the top 
marginal tax rates adopted by most other countries. 
Under current law, when the federal corporate tax is com-
bined with state and local corporate taxes (which have a 
top rate averaging 4 percent), the U.S. tax rate on income 
in the highest bracket averages 39 percent—higher than 
that in any of the other 33 member countries of the 
Organisation for Economic Co-operation and Develop-
ment. (The top statutory rates, however, do not reflect 
the differences in various countries’ tax bases and rate 
structures and therefore do not represent the true average 
tax rates that multinational firms face.) Those higher 
rates in the United States influence businesses’ choices 
about how and where to invest; to the extent that firms 
respond by shifting investment to countries with low 
taxes as a way to reduce their tax liability at home, eco-
nomic efficiency declines because firms are not allocating 
resources to their most productive use. The current U.S. 
system also creates incentives to shift reported income to 
low-tax countries without changing actual investment 
decisions. Such profit shifting erodes the corporate tax 
base and leads to wasted resources for tax planning. 
Increasing the top corporate rate to 36 percent (40 per-
cent when combined with state and local corporate taxes) 
would further accentuate those incentives to shift invest-
ment and reported income abroad. However, other fac-
tors, such as the skill level of a country’s workforce and 
its capital stock, also affect corporations’ decisions about 
where to incorporate and invest.
RELATED OPTION: Revenues, Option 30

RELATED CBO PUBLICATIONS: Options for Taxing U.S. Multinational Corporations (January 2013), www.cbo.gov/publication/43764; 
Taxing Businesses Through the Individual Income Tax (December 2012), www.cbo.gov/publication/43750; Jennifer C. Gravelle, 
Corporate Tax Incidence: Review of General Equilibrium Estimates and Analysis, Working Paper 2010-03 (May 2010), 
www.cbo.gov/publication/21486; William C. Randolph, International Burdens of the Corporate Income Tax, Working Paper 2006-09 
(August 2006), www.cbo.gov/publication/18067; and Corporate Income Tax Rates: International Comparisons (November 2005), 
www.cbo.gov/publication/17501 
CBO

http://www.cbo.gov/publication/43764
http://www.cbo.gov/publication/43750
http://www.cbo.gov/publication/21486
http://www.cbo.gov/publication/18067
http://www.cbo.gov/publication/17501
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CBO
Revenues—Option 24

Repeal the “LIFO” and “Lower of Cost or Market” Inventory Accounting Methods

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 13 25 25 25 14 2 2 2 2 2 101 112
To compute its taxable income, a business must first 
deduct from its receipts the cost of purchasing or produc-
ing the goods it sold during the year. Determining those 
costs requires that the business identify and attach a value 
to its inventory. Most companies calculate the cost of the 
goods they sell in a year using the accrual method of 
accounting, adding the value of the inventory at the 
beginning of the year to the cost of goods purchased or 
produced during the year and then subtracting from that 
total the value of the inventory at the end of the year. 

The tax code allows firms to choose from among several 
approaches for identifying and determining the value 
of the goods included in their inventory. For itemizing 
and valuing goods in stock, firms can use the “specific 
identification” method. That approach, however, requires 
a very detailed physical accounting in which each item 
in inventory is matched to its actual cost (that is, the 
cost to produce or purchase the item). An alternative 
approach—“last in, first out” (LIFO)—also allows firms 
to value their inventory at cost but, in addition, permits 
them to assume that the last goods added to inventory 
were the first ones sold. Under that assumption, the cost 
of those more recently produced goods should approxi-
mate current market value (that is, the cost of replacing 
the inventory). 

Yet another alternative approach—“first in, first out” 
(FIFO)—is based on the assumption that the first goods 
sold from a business’s inventory have been in that inven-
tory the longest. Like firms that adopt the LIFO method, 
firms using the FIFO approach can also value their goods 
at cost. But firms that use the FIFO approach have still 
another choice—the “lower of cost or market” (LCM) 
method. Instead of assessing their end-of-year inventory 
at cost, they can assess that inventory on the basis of its 
market value and use that valuation if it is lower than the 
cost. In addition, businesses that use the FIFO approach 
can qualify for the “subnormal-goods” method of 
inventory valuation if their goods cannot be sold at mar-
ket prices because they are damaged or flawed. 

This option would eliminate the LIFO method of identi-
fying inventory, as well as the LCM and subnormal-
goods methods of inventory valuation. Businesses would 
be required to use the specific-identification or FIFO 
methods to account for goods in their inventory and to 
set the value of that inventory on the basis of cost. Those 
changes—which would be phased in over a period of four 
years—would increase revenues by a total of $112 billion 
over the 2014–2023 period, the staff of the Joint Com-
mittee on Taxation estimates. 

The main rationale for this option is that it would align 
tax accounting rules with the way businesses tend to sell 
their goods. Under many circumstances, firms prefer to 
sell their oldest inventory first—to minimize the risk that 
the product has become obsolete or been damaged while 
in storage. In such cases, allowing firms to use alternative 
methods to identify and value their inventories for tax 
purposes allows them to reduce their tax liabilities with-
out changing their economic behavior. 

An argument for eliminating the LIFO method is that it 
allows companies to defer taxes on real (inflation-
adjusted) gains when the prices of their goods are rising 
relative to general prices. Firms that use LIFO can value 
their inventory on the basis of costs associated with 
newer—and more expensive—inventory when, in fact, 
the actual items sold may have been acquired or produced 
at a lower cost at some point in the past. By deducting 
those higher costs as the price of production, firms are 
able to defer paying taxes on the amount their goods have 
appreciated until those goods are sold.

An argument against disallowing the LIFO accounting 
method is that such a policy change could also result in 
the taxation of income that arises from inflation, which 
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would not represent actual changes in a firm’s resources 
and its ability to pay taxes. However, other elements of 
the corporate income tax do not correct for inflation and, 
therefore, gains attributable to inflation are taxed.

An argument for eliminating the LCM method of inven-
tory valuation under FIFO is that, when prices are fall-
ing, it provides a tax advantage for goods that have not 
been sold. The LCM method allows a business to com-
pare the market value of each item in its end-of-year 
inventory with the item’s cost and then set the lower of 
the two as the item’s value. The year-end inventory will 
have a lower total value under LCM than under the cost 
method if the market value of any item in the inventory is 
less than its actual cost. Using the LCM method when 
prices are falling allows the firm to claim a larger deduc-
tion for the costs of goods sold, causing the firm’s taxable 
income to fall as a result. In effect, that method allows a 
firm to deduct from its taxable income the losses it 
incurred from the decline in the value of its inventory. 
(That deduction is allowed even though the firm has not 
sold the goods.) A firm, however, is not required to recog-
nize gains in the value of its inventory when prices are ris-
ing, which means that gains and losses are taxed differ-
ently. Similarly, firms that use the subnormal-goods 
method of inventory valuation can immediately deduct 
the loss, even if the company later sells the good at a 
profit. 

An argument for allowing firms to continue to use the 
LCM method for tax purposes is that it simplifies inven-
tory valuations by those businesses. To the extent that 
firms find the LCM method a desirable method of inven-
tory valuation for financial accounting, allowing them to 
use the same methodology for both financial accounting 
and tax purposes reduces complexity, particularly for 
small businesses. 
CBO
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CBO
Revenues—Option 25

Repeal Certain Tax Preferences for Extractive Industries

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues

 

Repeal the expensing of 
exploration and 
development costs 2.2 3.2 2.9 2.6 2.4 1.9 1.2 0.7 0.5 0.6 13.3 18.3

 

Disallow the use of the 
percentage depletion 
allowance 1.0 1.5 1.5 1.5 1.5 1.6 1.7 1.7 1.7 1.8 7.0 15.5

 Both of the above policies 3.2 4.7 4.4 4.1 3.9 3.5 2.9 2.4 2.2 2.4 20.3 33.8
When calculating their taxable income, firms in most 
industrial sectors in the United States are generally 
allowed to deduct a portion of the investment costs they 
incurred that year and in previous years. The portion of 
those costs that is deductible depends on prescribed rates 
of depreciation or, for certain natural resources, deple-
tion.1 Costs are deducted over a number of years to reflect 
an asset’s rate of depreciation or depletion. 

In contrast, the U.S. tax code treats extractive industries 
that produce oil, natural gas, coal, and hard minerals 
more favorably. Two tax preferences in particular give 
extractive industries an advantage over other industries:

B One preference allows producers of oil, gas, coal, and 
minerals to “expense” some of the costs associated 
with exploration and development. Expensing allows 
companies to fully deduct such costs as they are 
incurred rather than waiting for those activities to gen-
erate income. For extractive companies, the costs that 
can be expensed include, in some cases, those related 
to excavating mines, drilling wells, and prospecting for 
hard minerals. Specifically, current law allows inde-
pendent oil and gas producers and noncorporate coal 
and mineral producers to fully expense their costs, 
and it allows expensing of 70 percent of costs for 
“integrated” oil and gas producers (companies with 

1. One exception to this general rule allows firms with relatively 
small amounts of qualifying capital investments (primarily equip-
ment) to expense the costs of those items. This exception is gener-
ally referred to as Section 179 expensing, after the section of the 
tax code that authorizes it. 
substantial retailing or refining activity) and corporate 
coal and mineral producers, with the companies able 
to deduct the remaining 30 percent of their costs over 
60 months.

B A second preference allows extractive industries to use 
a “percentage depletion allowance.” Through that 
allowance, certain extractive companies can deduct 
from their taxable income between 5 percent and 
22 percent of the dollar value of material extracted 
during the year, depending on the type of resource and 
up to certain limits. For example, oil and gas compa-
nies’ eligibility for the percentage depletion allowance 
is limited to independent producers who operate 
domestically; for those firms, only the first 1,000 bar-
rels of oil (or, for natural gas, oil-equivalent) per 
well, per day, qualify, and the allowance is limited to 
65 percent of overall taxable income. For each prop-
erty they own, firms take a deduction for the greater 
of the percentage depletion allowance or the amount 
prescribed by the cost depletion system, which allows 
for recovery of investment costs as income is earned 
from those investments. Total deductions can be 
increased by the percentage depletion allowance 
because it is not limited to the cost of the property, 
as are the amount of deductions allowed under cost 
depletion.

This option includes two different approaches to limiting 
tax preferences for extractive industries. The first 
approach would replace the expensing of exploration and 
development costs for oil, gas, coal, and hard minerals 
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with the rules for deducting costs that apply in other 
industries.2 That approach would increase revenues by 
$18 billion over the 2014–2023 period, according to esti-
mates by the staff of the Joint Committee on Taxation 
(JCT). The second approach would eliminate the per-
centage depletion allowance. That approach would raise 
$16 billion over that 10-year period, according to JCT. If 
the two approaches were combined, revenues would 
increase by $34 billion over the 2014–2023 period.

The principal argument in favor of this option is that the 
two tax preferences for extractive industries distort the 
allocation of society’s resources in several ways. First, for 
the economy as a whole, the preferences influence the 
allocation of resources between the extractive industries 
and other industries in an inefficient manner. Those 
incentives encourage some investments in drilling and 
mining that produce a smaller market value of output 
than the investments would produce elsewhere because, 

2.   The option still allows other costs unique to extractive industries, 
such as those associated with unproductive wells and mines, to be 
expensed.
when making investment decisions, companies take into 
account not only the market value of the output but also 
the tax advantage that expensing and percentage deple-
tion provide. Second, for the same reason, the preferences 
also lead to an inefficient allocation of resources within 
the extractive industries. Third, the preferences encourage 
producers to extract more resources in a shorter time. In 
the case of oil, for example, that additional drilling makes 
the United States less dependent on imported oil in the 
short run, but it accelerates the depletion of the nation’s 
store of oil and causes greater reliance on foreign produc-
ers in the long run. 

An argument against this option is that it treats expenses 
that might be viewed as similar in different ways. In par-
ticular, exploration and development costs for extractive 
industries can be seen as analogous to research and devel-
opment costs, which can be expensed by all businesses. 
Another argument against this option is that encouraging 
producers to continue exploring and developing domestic 
energy resources may enhance the ability of U.S. house-
holds and businesses to accommodate disruptions in the 
supply of energy from other countries.
RELATED OPTION: Mandatory Spending, Option 1

RELATED CBO PUBLICATIONS: Energy Security in the United States (May 2012), www.cbo.gov/publication/43012; and Reforming the Federal 
Royalty Program for Oil and Gas (November 2000), www.cbo.gov/publication/12927
CBO

http://www.cbo.gov/publication/43012
http://www.cbo.gov/publication/12927
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CBO
Revenues—Option 26

Extend the Period for Depreciating the Cost of Certain Investments

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 6 18 28 33 37 39 35 29 25 23 122 272
When calculating their taxable income, companies can 
deduct the expenses they incurred when producing tangi-
ble goods or providing services for sale, including depre-
ciation—the drop in the value of a productive asset over 
time. The tax code sets the number of years, or service 
life, over which the value of different types of investments 
can be deducted from taxable income. 

In recent years, the tax code has permitted firms to accel-
erate depreciation deductions for equipment. Firms were 
allowed to expense—that is, immediately deduct from 
taxable income—100 percent of the costs of investment 
in equipment made between September 8, 2010, and 
December 31, 2011. For equipment acquired between 
January 1, 2012, and December 31, 2013, firms were 
able to immediately deduct 50 percent of the cost. After 
2013, current tax law will revert to the typical rules, 
which allow no expensing (except in limited cases) and 
generally require firms to deduct their investments in 
equipment over a number of years.

This option would extend the lifetime of equipment and 
certain structures placed into service after December 31, 
2013, for purposes of tax depreciation. Specifically, where 
the tax code currently stipulates a lifetime of 3, 5, 7, 10, 
15, or 20 years for a given type of equipment, this option 
would increase those lifespans to 4, 7, 9, 13, 20, or 25 
years, respectively.1 If implemented, those changes would 
increase revenues by $272 billion over the 2014–2023 
period, the staff of the Joint Committee on Taxation 
estimates. 

1. Most structures, including residential and office buildings, have a 
lifetime that is greater than 20 years for the purposes of calculating 
tax depreciation and thus would be unaffected by this option. 
However, some structures, such as electric power plants and barns, 
have a shorter lifetime under current law; the option would extend 
the lifetime of those structures as well.
An argument in favor of this option is that the current 
rates of tax depreciation overstate the decline in the eco-
nomic value of assets because they do not accurately 
reflect the rate of inflation that is likely to occur over an 
asset’s lifetime. Because rates of depreciation are set by the 
tax code and depreciation deductions are not adjusted, or 
indexed, for inflation, the real (inflation-adjusted) value 
of the depreciation allowed by tax law depends on the 
rate of inflation. 

Most rates of depreciation in the tax code today were set 
in the Tax Reform Act of 1986 and, if the average rate of 
inflation since that time was 5.0 percent, they would 
approximate the rate of economic depreciation (the 
decline in an asset’s economic value, including the impact 
of inflation over time). The Congressional Budget Office 
estimates, however, that inflation over the next decade 
will average about 2.3 percent annually. That difference 
of nearly 3 percentage points means that, if those rates of 
depreciation stay the same, businesses will be able to 
deduct larger amounts of depreciation from taxable 
income—and thus have a lower tax liability—than they 
could if the deduction accurately measured economic 
depreciation.

Another argument in favor of this option is that it would 
equalize effective tax rates on the income generated by 
different types of investment. (Effective tax rates measure 
the impact of statutory tax rates and other features of the 
tax code in the form of a single tax rate that applies over 
the life of an investment.) Equipment and structures are 
two of the main types of tangible capital for which busi-
nesses take depreciation deductions, and the effective tax 
rates are currently quite different. Under the law cur-
rently in effect for 2014, if inflation was 2.3 percent and 
the real discount rate (which adjusts for the change in the 
value of a dollar over time) for businesses was 6.2 percent, 
the average effective tax rates on income from corporate 
investment would be 26.4 percent for equipment and 
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29.4 percent for structures. In contrast, under this 
option, those rates would be 30.1 percent for equipment 
and 30.4 percent for structures. That near parity would 
mitigate the incentive that exists in the tax code for com-
panies to invest more in equipment and less in structures 
than they might if investment decisions were based on 
economic returns. 

Those effective tax rates would differ if inflation was dif-
ferent, however. If the rate of inflation was a percentage 
point lower, the effective tax rate under this option would 
be 28.1 percent for equipment and 29.2 percent for 
structures. Conversely, if inflation was a percentage point 
higher, the rates for equipment and structures would be 
31.9 percent and 31.4 percent, respectively. Therefore, if 
inflation differed from CBO’s expectations, new distor-
tions between investment in equipment and structures 
would emerge over the long run. 

An argument against this option is that low tax rates on 
income generated by capital would encourage invest-
ment. From that perspective, effective tax rates might best 
be equalized by easing taxation on all forms of capital 
rather than by raising the effective tax rate all capital or 
on a type of capital that is now favored. Moreover, by 
raising effective tax rates on business investment, this 
option would exacerbate the current tax bias in favor of 
owner-occupied housing relative to business investment.
RELATED CBO PUBLICATIONS: Computing Effective Tax Rates on Capital Income, Background Paper (December 2006), 
www.cbo.gov/publication/18259; and Taxing Capital Income: Effective Rates and Approaches to Reform (October 2005), 
www.cbo.gov/publication/17393
CBO

http://www.cbo.gov/publication/18259
http://www.cbo.gov/publication/17393
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CBO
Revenues—Option 27

Repeal the Deduction for Domestic Production Activities

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014.

Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 6 17 18 20 21 21 21 22 22 23 83 192
The American Jobs Creation Act of 2004 allows busi-
nesses to deduct from their taxable income a percentage 
of what they earn from qualified domestic production 
activities. The deduction rose in steps to 9 percent for tax 
year 2010 and thereafter. The Emergency Economic 
Stabilization Act of 2008 reduced the deduction rate for 
oil-related qualified production activities to 6 percent 
for tax years after 2009. 

Various activities qualify for the deduction: 

B Lease, rental, sale, exchange, or other disposition of 
tangible personal property, computer software, or 
sound recordings, if they are manufactured, produced, 
grown, or extracted in whole or significant part in the 
United States; 

B Production of films (other than those that are sexually 
explicit); 

B Production of electricity, natural gas, or potable water; 

B Construction or renovation of real property; and 

B Performance of engineering or architectural services. 

The list of qualified activities specifically excludes the sale 
of food or beverages prepared at retail establishments; the 
transmission or distribution of electricity, natural gas, or 
potable water; and many activities that would otherwise 
qualify except that the proceeds come from sales to a 
related business. 

The deduction for domestic production activities was cre-
ated in part to replace the tax code’s extraterritorial 
income exclusion—which allowed businesses to exclude 
income from certain types of transactions that generate 
receipts from trade with foreign countries. According to 
the World Trade Organization, that exclusion violated its 
agreements by subsidizing exports. The deduction was 
intended to reduce the taxes on income from domestic 
production without violating the organization’s rules.

This option would repeal the deduction for domestic 
production activities. Doing so would increase revenues 
by $192 billion from 2014 through 2023, the staff of the 
Joint Committee on Taxation estimates. 

One argument in favor of this option is that it would 
reduce economic distortions. Although the deduction is 
targeted toward investments in domestic production 
activities, it does not apply to all domestic production. 
Whether a business activity qualifies for the deduction is 
unrelated to the economic merits of the activity. Thus, 
the deduction gives businesses an incentive to invest in a 
particular set of domestic production activities and to 
forgo other, perhaps more economically beneficial, 
investments in domestic production activities that do not 
qualify. 

In addition, to comply with the law, businesses must sat-
isfy a complex and evolving set of statutory and regula-
tory rules for allocating gross receipts and business 
expenses to the qualified activities. Companies that want 
to take full advantage of the deduction may incur large 
tax-planning costs (for example, fees to tax advisers). 
Moreover, the complexity of the rules can cause conflict 
between businesses and the Internal Revenue Service 
regarding which activities qualify under the provision. 

An argument against implementing this option is that 
simply repealing the deduction for domestic production 
activities would increase the cost of domestic business 
investment and could reduce the amount of such invest-
ment. Alternatively, the deduction could be replaced with 
a revenue-neutral reduction in the top corporate tax rate 
(a cut that would reduce revenues by the same amount 
that eliminating the deduction would increase them). 
That alternative would end the current distortions 



CHAPTER FOUR: REVENUE OPTIONS OPTIONS FOR REDUCING THE DEFICIT: 2014 TO 2023 161
between activities that qualify for the deduction and 
those that do not. It also would reduce the extent to 
which the corporate tax favors noncorporate investments 
over investments in the corporate sector and foreign 
activities over domestic business activities. 
CBO
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CBO
Revenues—Option 28

Repeal the Low-Income Housing Tax Credit 

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 0.2 0.7 1.4 2.4 3.5 4.5 5.5 6.6 7.6 8.9 8.2 41.3
Real estate developers who provide rental housing for 
low-income households may qualify for the low-income 
housing tax credit (LIHTC), which is designed to 
encourage investment in affordable housing. The credit 
covers a portion of the costs incurred for the construction 
of new housing units, the substantial rehabilitation of 
existing units, and the purchase of land on which new 
housing units will be built. 

Each year, the federal government allocates funding to 
the states for LIHTCs on the basis of a per-resident for-
mula. State or local housing authorities review proposals 
submitted by developers and select those projects that 
will receive credits. To qualify for the credit, developers 
must agree to meet two requirements for at least 30 years: 
First, they must set aside either 20 percent of a project’s 
rental units for households whose income is below 
50 percent of the area’s median income or 40 percent of 
the units for households whose income is below 60 per-
cent of the median. Second, they must agree to limit the 
rent they charge on the units occupied by low-income 
households to 30 percent of the area’s median income. 
(The calculations used to determine if those requirements 
are satisfied include adjustments for household size.) In 
addition, the buildings have to meet local health, safety, 
and building codes.

LIHTCs generally can be taken for projects for 10 years 
and can be worth up to 70 percent of the construction or 
rehabilitation costs allocable to the set-aside units, or up 
to 30 percent of those units’ share of a building’s purchase 
price. (The Housing and Economic Recovery Act of 
2008 set a temporary floor on the annual credit equal to 
9 percent of the capital costs of constructing a building 
placed in service before December 31, 2013; that floor 
has led to the issuance of some credits that exceed 70 per-
cent of construction costs over 10 years.) Projects located 
in census tracts determined by the Department of Hous-
ing and Urban Development to have a large proportion 
of low-income households can qualify for credits worth 
up to 130 percent of costs.

This option would repeal the low-income housing tax 
credit starting in 2014, although projects granted credits 
before 2014 could continue to claim them until their 
eligibility expired. Repealing the LIHTC would increase 
revenues by $41 billion from 2014 through 2023, 
according to estimates by the staff of the Joint Commit-
tee on Taxation. 

One argument for repealing the low-income housing tax 
credit is that other approaches are available to help low-
income households obtain safe, affordable housing, gen-
erally at less cost to the government. For instance, the 
Housing Choice Voucher program—sometimes referred 
to as Section 8 after the part of the legislation that autho-
rized it—provides vouchers that allow eligible families to 
pay some or all of the rent for housing they choose, pro-
vided the dwelling meets minimum standards for habita-
tion. Such vouchers are typically a less expensive way to 
provide housing assistance than the LIHTC primarily 
because the costs of constructing a new building or sub-
stantially renovating an existing building are higher than 
the costs of simply using an existing building in most 
housing markets where low-income households are situ-
ated. Further, because households with very low income 
often cannot afford even the reduced rents in the set-aside 
units of LIHTC projects without additional subsidies, 
vouchers are especially helpful to those households. 

For that reason, policymakers might be interested in 
increasing housing vouchers if they reduced the value of 
or repealed the LIHTC. An increase in housing vouchers 
along with repeal of the LIHTC would, of course, result 
in less deficit reduction than repeal alone. The net effect 
on the deficit would depend on the extent of the expan-
sion of the voucher program. One possible scenario is to 
expand the voucher program to cover the same number 
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of households currently served by the LIHTC; in that 
case, deficits would still be reduced, on balance. But the 
number of low-income households qualifying for housing 
assistance substantially exceeds the number supported 
through vouchers and the LIHTC. Therefore, another 
possible scenario is to use all of the savings from repeal of 
the LIHTC to expand the voucher program, which 
would increase the total number of households receiving 
housing support; in that case, deficits would be unaf-
fected, on balance. 

A rationale against implementing the option is that, 
unlike tenant-based vouchers, project-based LIHTCs 
support the construction of new buildings and the 
substantial rehabilitation of existing buildings, which 
can help turn around blighted neighborhoods. Vouchers 
would typically have a smaller impact on any one 
location than LIHTCs because recipients do not gener-
ally cluster very closely together. For example, one study 
found that, in New York City between 1987 and 2000, 
the use of LIHTCs to replace abandoned buildings and 
construct buildings on empty lots in blighted neighbor-
hoods increased property values within a few blocks of 
the subsidized projects; those increased property values 
did not extend to neighborhoods that were farther away, 
however.1 Because those benefits seem to be limited to 
the immediate neighborhoods, such projects might be 
more appropriately funded by local or state governments 
rather than the federal government. 

1. Amy Ellen Schwartz and others, “The External Effects of 
Place-Based Subsidized Housing,” Regional Science and Urban 
Economics, vol. 36, no. 6 (2006), pp. 679–707.
RELATED OPTION: Discretionary Spending, Option 23

RELATED CBO PUBLICATIONS: An Overview of Federal Support for Housing (November 2009), www.cbo.gov/publication/41219; and 
The Cost-Effectiveness of the Low-Income Housing Tax Credit Compared With Housing Vouchers (April 1992), www.cbo.gov/publication/
16375
CBO
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CBO
Revenues—Option 29

Modify the Rules for the Sourcing of Income From Exports

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 0.4 0.8 0.8 0.8 0.8 0.7 0.5 0.5 0.5 0.6 3.6 6.4
To prevent the income that U.S. corporations earn 
abroad from being subject to both foreign and U.S. taxa-
tion, the federal government provides a credit that 
reduces those companies’ domestic tax liability by the 
amount of taxes they have paid to foreign governments. 
Under the rules governing that tax credit, it cannot 
exceed the amount of U.S. tax those businesses otherwise 
would have owed on their foreign income, nor can it be 
used to reduce taxes on income earned in the United 
States. However, if tax rates are higher in a host country 
than they are in the United States, and a corporation con-
sequently pays more in foreign taxes than it would owe to 
the U.S. government, it accrues what are known as excess 
foreign tax credits under the U.S. tax code. A business 
can then use those excess credits to offset U.S. taxes on 
income earned in low-tax countries. 

To calculate the limit on foreign taxes—which would also 
affect the amount of excess credits—a firm’s income must 
be allocated between foreign and domestic sources. For 
the purposes of determining the foreign tax credit, the 
U.S. tax code distinguishes between two categories of 
income derived from the sale of goods:

B Income resulting from the sale of goods that a U.S. 
firm buys from another business and then resells 
abroad; and

B Income resulting from the sale of goods that a U.S. 
firm manufactures and then sells directly to buyers in 
other countries.

Income in the first category is governed by the U.S. tax 
code’s “title passage rule,” which specifies that such earn-
ings be “sourced” in the country where the sale occurs. 
However, for the second category of income, a special 
rule applies: When the goods are produced in the United 
States and then sold by that firm to foreign buyers, half of 
the resulting income is sourced in the United States; the 
rest of the income is subject to the title passage rule and 
allocated to the country where the sale took place. 

The special rule for determining the source of income 
from the sales of goods that were manufactured domesti-
cally and then sold abroad by U.S. firms allows those 
firms to classify up to half of their exports as foreign 
sourced—even though the value of those goods was gen-
erally created or added in the United States. The result is 
that a business can classify more of its income from 
exports as foreign than could be justified solely on the 
basis of where the goods were produced. A multinational 
corporation can then use any excess foreign tax credits to 
offset U.S. taxes on that income. The income allocation 
rules give those companies an incentive to produce goods 
domestically for sale by their overseas subsidiaries. 

Under this option, the title passage rule would no longer 
apply to income from the sale of goods manufactured in 
the United States and then sold abroad. Instead, all 
income from such transactions would be sourced to the 
United States. That change would increase revenues by 
$6 billion over the 2014–2023 period, the staff of the 
Joint Committee on Taxation estimates. 

One rationale for the option is that export incentives, 
such as those embodied in the title passage rule, do not 
boost domestic investment and employment overall or 
affect the trade balance. They do increase profits—and 
thus investment and employment—in industries that sell 
substantial amounts of their products abroad. However, 
the value of the U.S. dollar is boosted as a result, making 
foreign goods cheaper and thereby reducing profits, 
investment, and employment for U.S. companies whose 
products compete with imported goods. Thus, export 
incentives distort the allocation of resources by mis-
aligning the prices of goods relative to their production 
costs, regardless of where the goods are produced. 
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Another argument in favor of the option is that it also 
would end a feature of U.S. tax law that allows businesses 
to avoid taxes on certain types of income earned abroad. 
Foreign tax credits were intended to prevent the income 
of U.S. businesses from being taxed twice. But the title 
passage rule allows domestic export income that is not 
subject to foreign taxes to be exempted from U.S. taxes as 
well, so the income escapes corporate taxation altogether. 

A rationale against this option is that the application of 
the title passage rule to exports of goods manufactured in 
the United States reduces the amount of taxes that many 
U.S. multinational corporations pay, narrowing the gap 
between the total taxes paid by those firms and compa-
nies from lower-tax jurisdictions that operate in the same 
foreign markets. (However, U.S. multinational firms that 
do not have excess foreign tax credits receive no benefit 
from the title passage rule.) Another argument against the 
option is that allocating some income under the title pas-
sage rule would, to some extent, be less complicated than 
doing so under the normal rules for income allocation.
RELATED OPTION: Revenues, Option 30

RELATED CBO PUBLICATIONS: Options for Taxing U.S. Multinational Corporations (January 2013), www.cbo.gov/publication/43764; 
William C. Randolph, International Burdens of the Corporate Income Tax, Working Paper 2006-09 (August 2006), 
www.cbo.gov/publication/18067; Corporate Income Tax Rates: International Comparisons (November 2005), 
www.cbo.gov/publication/17501; and Causes and Consequences of the Trade Deficit: An Overview, Memorandum (March 2000), 
www.cbo.gov/publication/12139
CBO

http://www.cbo.gov/publication/43764
http://www.cbo.gov/publication/18067
http://www.cbo.gov/publication/17501
http://www.cbo.gov/publication/12139
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CBO
Revenues—Option 30

Determine Foreign Tax Credits on a Pooling Basis

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 0.9 2.4 3.3 4.4 4.9 4.3 4.1 5.3 6.8 7.6 15.9 43.9
The U.S. government taxes both the domestic income 
and foreign income of businesses that are incorporated in 
the United States and operate abroad as well as in this 
country. Often, such corporations must also pay income 
taxes to their foreign host countries. The income that 
foreign subsidiaries of U.S. multinational corporations 
earn is not subject to U.S. taxation until it is paid to the 
U.S. parent company—that is, the tax is deferred until 
the income is repatriated. Once that income is repatri-
ated, those companies are assessed U.S. corporate income 
taxes on income that exceeds their expenses. However, 
current law provides for a system of credits for taxes paid 
to foreign governments that generally allows those busi-
nesses some relief from what otherwise would amount 
to double taxation of that income.

Under current law, a company’s foreign tax credit cannot 
exceed the taxes a company would pay to the United 
States on its income from that foreign country. Income 
that is repatriated from a country with a higher corporate 
tax rate than that in the United States generates “excess 
credits” (credits from foreign tax liabilities that cannot be 
used because they exceed the amount owed to the U.S. 
government). In contrast, income that is repatriated from 
a country with a lower tax rate generates credits that are 
not sufficient to offset the entire U.S. tax owed on that 
income. Under those circumstances, the company would 
face a residual tax in the United States, absent any further 
provisions of tax law. 

However, U.S. tax law allows firms to combine the 
income and credits from high- and low-tax-rate countries 
on income tax returns. Thus, the excess credits arising 
from the taxes paid on income earned in high-tax coun-
tries can be applied to the income repatriated from low-
tax countries, effectively offsetting some or all of the U.S. 
tax liability on income from low-tax countries. One con-
sequence of this system is that, for any given amount of 
foreign income that it repatriates, a company can increase 
the size of its foreign tax credit by repatriating more 
income from countries with higher tax rates and less 
from countries with lower tax rates. 

Under this option, a company’s foreign tax credit would 
be determined by pooling the company’s total income 
and taxes from all foreign countries. The total credit 
would equal the product of the total taxes paid to foreign 
governments and the percentage of total foreign income 
that was repatriated. The credit would not exceed the 
total amount of U.S. taxes owed on repatriated income. 
The staff of the Joint Committee on Taxation estimates 
that the option would increase revenues by $44 billion 
over the 2014–2023 period.

A result of the option is that the overall credit rate—the 
credit as a percentage of total repatriated income—would 
not depend on the distribution of the repatriated income 
but would be the average tax rate on earnings in all for-
eign countries. In contrast, under current law, a com-
pany’s overall credit rate is higher if a larger share of its 
repatriated income is from countries with higher tax 
rates. Hence, the foreign tax credit would be smaller 
under the pooling option than under current law for 
companies that repatriate a greater share of their earnings 
from countries with higher-than-average tax rates. 

One argument in favor of this option is that it would 
restrict companies’ ability to use excess credits from coun-
tries with high taxes to offset the U.S. corporate tax on 
income from countries with low taxes. The current 
method for computing excess credits makes it advanta-
geous for firms to design and use accounting or other 
legal strategies to report income and expenses for their 
U.S. and foreign operations in ways that reduce their 
overall tax liabilities. By basing the credit on total foreign 
income and taxes, this option would reduce the incentive 
for companies to strategically choose subsidiaries from 
which to repatriate income so as to reduce the amount of 
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taxes they owed—and thus also reduce the incentive for 
firms to devote resources to strategic tax planning rather 
than to more productive activities. 

An argument against the option would be that it would 
increase incentives to invest in low-tax countries and to 
retain more of the resulting earnings abroad. Firms would 
be encouraged to shift investment from high-tax to 
low-tax countries because of the decline in the value of 
excess credits. The option would also increase incentives 
to keep profits from those investments abroad to avoid 
the higher U.S. taxes on repatriated income. However, 
many other factors—such as the skill level of a country’s 
workforce and its capital stock—also affect corporations’ 
decisions about where to invest.
RELATED OPTIONS: Revenues, Options 23 and 29

RELATED CBO PUBLICATION: Options for Taxing U.S. Multinational Corporations (January 2013), www.cbo.gov/publication/43764
CBO
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CBO
Revenues—Option 31

Increase Excise Taxes on Motor Fuels by 35 Cents and Index for Inflation

Source: Staff of the Joint Committee on Taxation.

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 30 42 44 45 46 47 48 49 50 51 207 452
Revenues from federal excise taxes on motor fuels are 
credited to the Highway Trust Fund to pay for highway 
construction and maintenance as well as for investment 
in mass transit. Those taxes currently are set at 18.4 cents 
per gallon of gasoline and 24.4 cents per gallon of diesel 
fuel produced.1 (State and local excise taxes bring total 
average tax rates nationwide to about 49 cents per gallon 
of gasoline and about 55 cents per gallon of diesel fuel.) 

This option would increase federal excise taxes on gaso-
line and diesel fuel by 35 cents per gallon, to 53.4 cents 
per gallon of gasoline and 59.4 cents per gallon of diesel 
fuel. In future years, those values would be adjusted to 
reflect changes in the price index for gross domestic prod-
uct between 2014 and the most recent year for which 
data for that price index were available. According to the 
staff of the Joint Committee on Taxation, the option 
would increase federal revenues by $452 billion over 
10 years. (Because higher excise taxes would raise busi-
nesses’ costs, they would reduce the tax base for income 
and payroll taxes. The estimates shown here reflect reduc-
tions in revenues from those sources.) 

One rationale for increasing excise taxes on motor fuels is 
that the rates currently in effect are not sufficient to fully 
fund the federal government’s spending on highways. A 
second rationale is that increasing excise taxes on motor 
fuels would have relatively low collection costs because 
such taxes are already being collected.

A further rationale for this option is that economic effi-
ciency is promoted when users of highway infrastructure 
are charged according to the marginal (or incremental) 
costs of their use, including the “external costs” that are 
imposed on society. Because current fuel taxes do not 
cover all of those marginal costs, raising fuel taxes by the 

1. A portion of the tax—0.1 cent—is credited to the Leaking 
Underground Storage Tank Trust Fund.
amount specified in this option would more accurately 
reflect the external costs created by the consumption of 
motor fuel. Some of those costs—including the costs of 
pollution, climate change, and dependence on foreign 
oil—are directly associated with the amount of motor 
fuel consumed. However, the larger fraction of those costs 
is related to the number of miles that vehicles travel, the 
road congestion that arises from driving at certain times 
and in certain locations, noise, accidents, and—primarily 
because of heavy vehicles—pavement damage. (As vehi-
cles become more fuel efficient, the share of external costs 
attributable to the number of miles traveled will rise.) 
Various studies suggest that, in the absence of a tax on the 
number of vehicle miles traveled or on other factors that 
generate external costs, the external costs of motor fuels 
amount to at least $1 per gallon, indicating that for driv-
ers to cover the costs they impose on society, excise tax 
rates on motor fuels would have to be substantially higher 
than the current rates. If the cost of fuel was higher, peo-
ple would drive less or purchase vehicles that used fuel 
more efficiently, thus reducing some of the external costs; 
in contrast, paying for highways and mass transit through 
general revenues provides no incentive for the efficient 
use of those transportation systems.

An argument against this option is that it would probably 
be more economically efficient to base a tax on the num-
ber of miles that vehicles travel or other measurable fac-
tors that generate external costs. For example, imposing 
tolls or implementing congestion pricing (charging fees 
for driving at specific times in given areas) would be bet-
ter ways to alleviate congestion. Similarly, a levy on the 
number of miles driven could be structured to corre-
spond more closely to the costs of repairing damaged 
pavement than could a tax on motor fuels. However, cre-
ating the systems necessary to administer a tax on the 
number of vehicle miles traveled would be much more 
complex than increasing the existing excise taxes on fuels. 
Moreover, because fuel consumption has some external 
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costs that do not depend on the number of miles traveled, 
economic efficiency would still require taxes on motor 
fuels even if other fees were assessed at their efficient 
levels.

Some other arguments against raising taxes on motor 
fuels involve issues of fairness. Such taxes impose a 
proportionately larger burden, as a share of income, on 
middle- and lower-income households (particularly those 
not well-served by public transit) than they do on 
upper-income households. Those taxes also impose a dis-
proportionate burden on rural households because the 
benefits of reducing vehicle emissions and congestion are 
greatest in densely populated, mostly urban, areas. 
Finally, to the extent that the trucking industry passed on 
the higher cost of fuel to consumers—in the form of 
higher prices for transported retail goods, for instance—
those higher prices would further increase the relative 
burden on people in low-income and rural households 
who live some distance from manufacturers.
RELATED CBO PUBLICATIONS: How Would Proposed Fuel Economy Standards Affect the Highway Trust Fund? (May 2012), 
www.cbo.gov/publication/43198; Alternative Approaches to Funding Highways (March 2011), www.cbo.gov/publication/22059; 
Spending and Funding for Highways (January 2011), www.cbo.gov/publication/22003; Using Pricing to Reduce Traffic Congestion 
(March 2009), www.cbo.gov/publication/20241; and Effects of Gasoline Prices on Driving Behavior and Vehicle Markets (January 2008), 
www.cbo.gov/publication/41657
CBO
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CBO
Revenues—Option 32

Increase All Taxes on Alcoholic Beverages to $16 per Proof Gallon

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2014. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 4.7 6.3 6.4 6.4 6.5 6.6 6.6 6.7 6.8 6.9 30.3 63.8
In 2012, the federal government collected $9.7 billion in 
revenue from excise taxes on distilled spirits, beer, and 
wine. The different alcoholic beverages are taxed at differ-
ent rates. Specifically, the alcohol content of beer and 
wine is taxed at a much lower rate than the alcohol con-
tent of distilled spirits because the taxes are determined 
on the basis of different liquid measures. Distilled spirits 
are measured in proof gallons (a standard unit for mea-
suring the alcohol content of a liquid). The current excise 
tax levied on those spirits, $13.50 per proof gallon, trans-
lates to about 21 cents per ounce of alcohol. Beer, by con-
trast, is measured by the barrel, and the current tax rate of 
$18 per barrel translates to about 10 cents per ounce of 
alcohol (under the assumption that the average alcohol 
content of beer is 4.5 percent). The current levy on wine 
is $1.07 per gallon, or about 8 cents per ounce of alcohol 
(assuming an average alcohol content of 11 percent). Last 
raised in 1991, current excise tax rates on alcohol are far 
lower than historical levels when adjusted for inflation.

This option would standardize the base on which the fed-
eral excise tax is levied by using the proof gallon as the 
measure for all alcoholic beverages. The tax would be 
raised to $16 per proof gallon, thus increasing revenues 
by $64 billion over the 2014–2023 period, the staff of the 
Joint Committee on Taxation estimates. (Because excise 
taxes reduce producers’ and consumers’ income, higher 
excise taxes would lead to reductions in revenues from 
income and payroll taxes. The estimates shown here 
reflect those reductions.) 

A tax of $16 per proof gallon would equal about 25 cents 
per ounce of alcohol. Under this option, the federal excise 
tax on a 750-milliliter bottle (commonly referred to as a 
fifth) of distilled spirits would rise from about $2.14 to 
$2.54. The tax on a six-pack of beer would jump from 
about 33 cents to 81 cents, and the tax on a 750-milliliter 
bottle of wine would increase by a similar amount, from 
about 21 cents to 70 cents. 
Experts agree that the consumption of alcohol creates 
costs for society that are not reflected in the pretax price 
of alcoholic beverages. Examples of those “external costs” 
include spending on health care that is related to alcohol 
consumption and covered by the public, losses in produc-
tivity stemming from alcohol consumption that are borne 
by others besides the consumer, and the loss of lives and 
property that results from alcohol-related accidents and 
crime. Calculating such costs is difficult. However, one 
study found that the external economic costs of alcohol 
abuse exceeded $130 billion in 2006—an amount far 
greater than the revenues currently derived from taxes on 
alcoholic beverages.1 

One argument in favor of raising excise taxes on alcoholic 
beverages is that they would reduce alcohol use—and 
thus the external costs of that use—and make consumers 
of alcoholic beverages pay a larger share of such costs. 
Research has consistently shown that higher prices lead to 
less alcohol consumption, even among heavy drinkers.

Moreover, raising excise taxes to reduce consumption 
might be desirable, regardless of the effect on external 
costs, if lawmakers believed that consumers under-
estimated the harm they do to themselves by drinking. 
Heavy drinking is known to cause organ damage and 
cognitive impairment; and the links between highway 
accidents and drinking, which are especially strong 
among the young, are well-documented. Substantial 
evidence also indicates that the use of alcohol from an 
early age can lead to heavy consumption later in life. 
When deciding how much to drink, people—particularly 
young people—may not adequately consider such long-
term risks to their health. 

1. See Ellen E. Bouchery and others, “Economic Costs of Excessive 
Alcohol Consumption in the U.S.,” American Journal of Preventive 
Medicine, vol. 41, no. 5 (November 2011), pp. 516–524, http://
dx.doi.org/10.1016/j.amepre.2011.06.045.
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An increase in taxes on alcoholic beverages would have 
disadvantages as well. It would make a tax that is already 
regressive—one that takes up a greater percentage of 
income for low-income families than for middle- and 
upper-income families—even more so. In addition, it 
would affect not only problem drinkers but also drinkers 
who imposed no costs on society and who thus would be 
unduly penalized. Furthermore, higher taxes would 
reduce consumption by some moderate drinkers whose 
intake of alcohol is believed to have health benefits. 
(Moderate alcohol consumption, particularly of wine, has 
been linked to lower incidence of heart disease, obesity, 
and stroke and to increases in life expectancy in middle 
age.) With regard to the argument that some drinkers 
underestimate the personal costs of alcohol consumption, 
some opponents of raising taxes on alcohol argue that the 
government should not try to modify consumers’ private 
behavior. Finally, as to effects on the federal budget, in 
the longer term, overall savings to the federal government 
from this tax would be at least partially offset by addi-
tional spending, as healthier people lived longer and 
relied more on federal health care, disability, and retire-
ment programs. Those longevity-related offsets would 
grow over time.
RELATED OPTION: Health, Option 16

RELATED CBO PUBLICATION: Raising the Excise Tax on Cigarettes: Effects on Health and the Federal Budget (June 2012), 
www.cbo.gov/publication/43319 
CBO
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CBO
Revenues—Option 33

Impose a Tax on Financial Transactions

Source: Staff of the Joint Committee on Taxation. 

Note: This option would take effect in January 2015. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 0 12 18 19 20 21 21 22 23 24 68 180
The United States is home to large financial markets, 
with hundreds of billions of dollars in stocks and 
bonds—collectively referred to as securities—traded on a 
typical business day. The total dollar value, or market 
capitalization, of U.S. stocks was roughly $20 trillion in 
April 2013, and about $250 billion in shares is traded on 
a typical day. The value of outstanding bond market debt 
was about $38 trillion at the end of 2012, and average 
trading volume in debt, mostly concentrated in Treasury 
securities, amounts to over $800 billion on a typical day. 
In addition, large volumes of derivatives—contracts that 
derive their value from another security or commodity 
and include options, forwards, futures, and swaps—are 
traded on U.S. financial markets every business day. 
None of those transactions are taxed in the United States, 
although most taxpayers who sell securities for more than 
they paid for them owe tax on their gains.

This option would impose a tax on the purchase of most 
securities and on transactions involving derivatives. For 
purchases of stocks, bonds, and other debt obligations, 
the tax generally would be 0.01 percent of the value of 
the security. For purchases of derivative contracts, the tax 
would be 0.01 percent of all payments to be made under 
the terms of the contract, including the price paid when 
the contract was written, any periodic payments, and any 
amount to be paid when the contract expires. Trading 
costs for institutional investors tend to be very low—in 
many cases less than 0.10 percent of the value of the secu-
rities traded—so this option would generate a notable 
increase in trading costs for those investors. 

The tax would not apply to the initial issuance of stock 
or debt securities, transactions in debt obligations with 
fixed maturities of no more than 100 days, or currency 
transactions (although transactions involving currency 
derivatives would be taxed). The tax would be imposed 
on transactions that occurred within the United States 
and on transactions that took place outside of the country 
as long as any party to an offshore transaction was a 
U.S. taxpayer (whether a corporation, partnership, citi-
zen, or resident). The tax would apply to transactions 
occurring after December 31, 2014. This option would 
be effective a year later than the other revenue options 
analyzed in this report to provide the government and 
firms with sufficient time to develop and implement the 
new reporting systems that would be necessary to accu-
rately collect the tax.

The tax would increase revenues by $180 billion from 
2015 through 2023, according to estimates by the staff of 
the Joint Committee on Taxation. Those revenues would 
be lower if implementation of the option was phased in 
because of delays in developing the new reporting sys-
tems. (Because a financial transaction tax would reduce 
the tax base of income and payroll taxes, it would lead to 
reductions in revenues from those sources. The estimates 
shown here reflect those reductions.) The additional 
revenues from the option would depend importantly on 
the extent to which trading of securities fell in response to 
the tax. 

One argument in favor of a tax on financial transactions 
is that it might reduce the amount of short-term specula-
tion and computer-assisted high-frequency trading, and 
direct the resources now dedicated to those activities to 
more productive uses. Excessive speculation can destabi-
lize markets and lead to disruptive events, such as the 
October 1987 stock market crash and the more recent 
“flash crash” that occurred when the stock market tempo-
rarily plunged on May 6, 2010. 

However, the tax would discourage all short-term trading, 
not just speculation—including some transactions by 
well-informed traders and transactions that stabilize mar-
kets. Empirical evidence suggests that, on balance, a 
transaction tax could make asset prices less stable: In par-
ticular, a number of studies have concluded that higher 
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transaction costs lead to more, rather than less, volatility 
in prices. (However, much of that evidence is from stud-
ies conducted before the rise of high-frequency trading 
programs, which now account for a significant share of 
trading in the stock market.) 

The tax could have a number of negative effects on the 
economy stemming from its effects on trading and asset 
prices. However, because the tax would be only 0.01 per-
cent of the value of the securities traded, most of those 
effects would probably be small. First, the tax could 
reduce private investment (leaving aside the effects of 
higher tax revenue on federal borrowing and thus on the 
funds available for investment). Specifically, the tax 
would raise the costs of financing investments to the 
extent that it made transactions more costly, financial 
markets less liquid, and financial risk management more 
expensive. Second, the transactions tax would reduce the 
value of existing financial assets because investors would 
not be willing to pay as much for assets that became more 
expensive to trade, lowering household wealth. And 
third, the cost to the Treasury of issuing federal debt 
would probably increase (again, leaving aside the effects 
of deficit reduction) because investors would pay less for 
Treasury securities that were less liquid. 

In addition, traders would have an incentive to reduce the 
tax they must pay by moving their trading out of the 
country (although offshore trades by U.S. taxpayers 
would be taxed). Such effects would be mitigated if other 
countries enacted financial transaction taxes, as 11 mem-
bers of the European Union are considering. 
RELATED OPTIONS: Revenues, Options 3 and 34

RELATED CBO PUBLICATION: Letter to the Honorable Orrin G. Hatch responding to questions about the effects of a tax on financial 
transactions that would be imposed by the Wall Street Trading and Speculators Tax Act, H.R. 3313 or S. 1787 (December 12, 2011), 
www.cbo.gov/publication/42690
CBO
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CBO
Revenues—Option 34

Impose a Fee on Large Financial Institutions

Sources: Staff of the Joint Committee on Taxation; Congressional Budget Office. 

Note: This option would take effect in January 2014. 

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 3.4 6.6 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 30.4 64.4
During the financial crisis that occurred between 2007 
and 2009, the federal government provided substantial 
assistance to major financial institutions, effectively pro-
tecting many uninsured creditors from losses but at great 
potential cost to taxpayers. (Ultimately, that assistance 
proved not to be very costly.) That action reinforced 
investors’ perceptions that large financial firms are “too 
big to fail”—in other words, so important to the financial 
system and the broader economy that their creditors are 
likely to be protected by the government in the event of 
large losses.

In the wake of that crisis, legislators and regulators 
adopted a number of measures designed to prevent the 
failure of large, systemically important financial institu-
tions and to resolve any future failures without putting 
taxpayers at risk. One of those measures, included in 
title II of the Dodd–Frank Wall Street Reform and 
Consumer Protection Act of 2010, established an orderly 
liquidation authority under the direction of the Federal 
Deposit Insurance Corporation (FDIC). That authority 
is intended to allow the FDIC to quickly and efficiently 
settle the obligations of a systemically important financial 
institution. Such institutions can include companies that 
control one or more banks (also known as bank holding 
companies) or firms that are predominantly engaged in 
lending, insurance, securities trading, or other financial 
activities. In the event that a large financial institution 
fails, the FDIC will be appointed to liquidate the com-
pany’s assets in an orderly manner and thus maintain crit-
ical operations of the failed institution in an effort to 
avoid consequences throughout the financial system. 

Despite the new safeguards, if one or more large financial 
institutions were to fail, particularly during a period of 
broader economic distress, the FDIC might need to bor-
row funds from the Treasury to implement its orderly liq-
uidation authority. Title II mandates that those funds be 
repaid either through recoveries from the failed firm or 
through a future assessment on the surviving firms. As a 
result, individuals and businesses dealing with those firms 
could be affected by the costs of the assistance provided 
to the financial system. For example, if a number of large 
firms failed and substantial cash infusions were needed to 
resolve those failures, the assessment required to repay the 
Treasury would have to be set at a very high amount. 
Under some circumstances, the surviving firms might not 
be able to pay that assessment without making significant 
changes to their operations or activities. Those changes 
could result in higher costs to borrowers and reduced 
access to credit at a time when the economy might be 
under significant stress.

Under this option, an annual fee would be imposed 
beginning in 2014 on financial institutions covered by 
title II—that is, bank holding companies (including for-
eign banks operating in the United States) with $50 bil-
lion or more in total assets and nonbank financial compa-
nies designated by the Financial Stability Oversight 
Council for enhanced supervision by the Federal Reserve 
Board of Governors. The annual fee would be 0.15 per-
cent of firms’ total liabilities as reported in their financial 
statements, subject to certain adjustments, such as 
excluding deposits insured by the FDIC and certain 
reserves required by insurance policies. The sums col-
lected would be deposited in a fund that would be avail-
able for the FDIC’s use in exercising its orderly liquida-
tion authority. If implemented on January 1, 2014, such 
a fee would generate revenues totaling $73 billion from 
2014 through 2023, the staff of the Joint Committee on 
Taxation (JCT) estimates. (Such a fee would reduce the 
tax base of income and payroll taxes, leading to reduc-
tions in income and payroll tax revenues. The estimates 
shown here reflect those reductions.)

In its current-law baseline projections for the 2014–2023 
period, the Congressional Budget Office incorporated the 
probability that the orderly liquidation authority would 
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have to be used and that an assessment would have to be 
levied on surviving firms to cover some of the govern-
ment’s costs. CBO’s projections include $9 billion in 
receipts from such an assessment over the 2014–2023 
period. Implementing this option would reduce the like-
lihood that such an assessment would be needed during 
that period. Therefore, in estimating the budgetary 
impact of the option, the amount of revenues ($9 billion) 
that the assessment was projected to generate was sub-
tracted from the amount ($73 billion) the new fee is 
projected to generate, yielding net additional revenues 
of $64 billion from 2014 through 2023. 

At 0.15 percent, the fee would probably not be so high as 
to cause financial institutions to significantly change their 
financial structure or activities. The fee could nevertheless 
affect institutions’ tendency to take various business risks, 
but the net direction of that effect is uncertain; in some 
ways, it would encourage greater risk-taking, and in other 
ways, less risk-taking. One approach might be to vary the 
amount of the fee so that it reflected the risk posed by 
each institution, but it might be difficult to assess that 
risk precisely.

The main advantage of this option is that it would help 
defray the economic costs of providing a financial safety 
net by generating revenues when the economy is not in a 
financial crisis, rather than in the immediate aftermath of 
one. Another advantage of the option is that it would 
provide an incentive for banks to keep assets below the 
$50 billion threshold, diminishing the risk of spillover 
effects to the broader economy from a future failure of a 
particularly large institution (although at the expense of 
potential economies of scale). Alternatively, if larger 
financial institutions reduced their dependence on liabili-
ties subject to the fee and increased their reliance on 
equity, their vulnerability to future losses would be 
reduced. The fee also would improve the relative compet-
itive position of small and medium-sized banks by charg-
ing the largest institutions for the greater government 
protection they receive. 

The option would also have several disadvantages. Finan-
cial institutions might pass much of the cost of the fee to 
their customers, employees, and investors. In addition, 
unless the fee was risk-based, stronger financial institu-
tions that posed less systemic risk—and consequently 
paid lower interest rates on their debt as a result of their 
lower risk of default—would face a proportionally greater 
increase in funding costs than would weaker financial 
institutions. Finally, the fee could reduce the profitability 
of larger institutions, which might create an incentive for 
them to take greater risks in pursuit of higher returns to 
offset their higher costs.
RELATED OPTION: Revenues, Option 33

RELATED CBO PUBLICATIONS: The Budgetary Impact and Subsidy Costs of the Federal Reserve’s Actions During the Financial Crisis 
(May 2010), www.cbo.gov/publication/21491; and letter to the Honorable Charles E. Grassley providing information on the President’s 
proposal for a financial crisis responsibility fee (March 2010), www.cbo.gov/publication/21020
CBO
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CBO
Revenues—Option 35

Impose a Tax on Emissions of Greenhouse Gases

Sources: Staff of the Joint Committee on Taxation; and Congressional Budget Office. 

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2012–2021

Change in Revenues 63 98 100 103 107 111 114 118 121 125 471 1,060
The accumulation of greenhouse gases (GHG) in the 
atmosphere—particularly carbon dioxide (CO2) released 
as a result of burning fossil fuels (such as coal, oil, and 
natural gas) and because of deforestation—could generate 
damaging and costly changes in the climate around the 
world. Although the consequences of those changes are 
highly uncertain and would probably vary widely across 
the United States and the rest of the world, many scien-
tists think there is at least a risk that large changes in 
global temperatures will trigger catastrophic damage. 
Among the less uncertain effects of climate change on 
humans, some would be positive, such as reduced deaths 
from cold weather and improvements in agricultural pro-
ductivity in certain areas; however, others would be nega-
tive, such as declines in the availability of fresh water in 
areas dependent on snow melt and the loss of property 
from storm surges as sea levels rise. Reducing global emis-
sions of greenhouse gases would decrease the extent of cli-
mate change and the expected costs and risks associated 
with it. The federal government has begun to regulate 
some of those emissions, but it does not directly tax 
them. 

This option would place a tax of $25 per metric ton on 
most emissions of greenhouse gases in the United 
States—specifically, on most energy-related emissions of 
CO2 (for example, from electricity generation, manufac-
turing, and transportation) and some other GHG emis-
sions from large manufacturing facilities. Emissions 
would be measured in CO2 equivalents (CO2e), which 
reflect the amount of carbon dioxide that would cause an 
equivalent amount of warming. The tax would increase at 
an annual real (inflation-adjusted) rate of 2 percent. Dur-
ing the first decade the tax was in effect, the Congressio-
nal Budget Office estimates, emissions from sources sub-
ject to the tax would fall by roughly 10 percent. 

According to estimates by the staff of the Joint Commit-
tee on Taxation and CBO, federal revenues would 
increase by $1.06 trillion over the same period. (The tax 
would increase businesses’ costs, which would reduce the 
tax bases for income and payroll taxes. The estimates 
shown here reflect the resulting reductions in revenues 
from those sources.) 

The size of the tax used for these estimates was chosen for 
illustrative purposes, and policymakers who wanted to 
pursue this approach might prefer a smaller tax or a larger 
one. The appropriate size of a tax on greenhouse gas 
emissions, if one was adopted, would depend on the 
value of limiting the magnitude of climate change and its 
associated costs, the way in which the additional revenues 
were used, the effect on emissions overseas, and the addi-
tional benefits and costs that resulted from the tax.

One argument in support of the option is that it would 
reduce emissions of greenhouse gases at the lowest possi-
ble cost per ton of emissions because each ton would be 
subject to the same tax. That uniform treatment would 
increase the cost of producing and consuming goods and 
services in proportion to the amount of greenhouse gases 
emitted as a result of that production and consumption. 
Those higher production costs, and corresponding 
increases in prices for final goods and services, would cre-
ate incentives throughout the U.S. economy to undertake 
reductions of greenhouse gases that cost up to $25 per 
metric ton of CO2e to achieve. An alternative approach to 
reducing GHG emissions that is currently being pursued 
by the federal government is to issue regulations based on 
various provisions of the Clean Air Act (CAA). However, 
standards issued under the CAA (for example, specifying 
an emissions rate for a given plant or an energy-efficiency 
standard for a given product) would offer less flexibility 
than a tax and, therefore, would achieve any given 
amount of emission reductions at a higher cost to the 
economy than a tax. 
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Another argument in favor of a GHG tax is that such a 
program could generate “co-benefits.” Co-benefits would 
occur when measures taken to reduce GHG emissions—
such as generating electricity from natural gas rather than 
from coal—also reduced other pollutants not explicitly 
limited by the cap, thereby reducing the harmful effects 
associated with those emissions. One study estimated that 
reductions in other pollutants that would occur as a by-
product of a $29 tax per ton of CO2 emissions could be 
worth between $10 and $20 per ton in terms of the bene-
fits to human health.1 However, measures taken to 
decrease CO2 emissions could also create additional costs 
depending on how the emissions were reduced. For 
example, increased nuclear generation could exacerbate 
the problem of lack of adequate long-term storage capac-
ity for nuclear waste.

An argument against a tax on GHG emissions is that 
curtailing U.S. emissions would burden the economy by 
raising the cost of producing emissions-intensive goods 
and services while yielding benefits for U.S. residents of 
an uncertain magnitude. For example, most of the bene-
fits of limiting climate change might occur outside of the 
United States, particularly in developing countries that 
are at greater risk from changes in weather patterns and 
an increase in sea levels. Another argument against this 
option is that reductions in domestic emissions could be 
partially offset by increases in emissions overseas if 

1. See Britt Groosman, Nicholas Z. Muller, and Erin O’Neill-Toy, 
“The Ancillary Benefits From Climate Policy in the United 
States,” Environmental and Resource Economics, vol. 50, no. 4 
(December 2011), pp. 585–603, http://dx.doi.org/10.1007/
s10640-011-9483-9. (The estimates in the study are expressed in 
2006 dollars.) 
carbon-intensive industries relocated to countries that did 
not impose restrictions on emissions or if U.S. reductions 
in energy consumption led to decreases in fuel prices out-
side of the United States. More generally, averting the risk 
of future damage caused by climate change would depend 
on collective global efforts to cut emissions. Most analysts 
agree that if other countries with high levels of emissions 
do not cut those pollutants substantially, reductions in 
emissions in this country would produce only small 
changes in the climate (although such reductions would 
still diminish the probability of catastrophic damage).

An alternative approach for reducing emissions of green-
house gases would be to establish a cap-and-trade pro-
gram that set caps on such emissions in the United States. 
Under such a program, allowances that conveyed the 
right to emit 1 metric ton of CO2e apiece would be sold 
at open auction, and the cap would probably be lowered 
over time. If the caps were set to achieve the same cut in 
emissions that was anticipated from the tax, then the 
program would be expected to raise roughly the same 
amount of revenue between 2014 and 2023 as the tax 
analyzed here. Both a tax on GHG emissions and a cap-
and-trade program for those emissions would represent 
market-based approaches to cutting emissions and would 
achieve any desired amount of emissions reduction at a 
lower cost than the regulatory approach described above. 
In contrast with a tax, a cap-and-trade program would 
provide certainty about the quantity of emissions from 
sources that are subject to the cap (because it would 
directly limit those emissions), but it would not provide 
certainty about the costs that firms and households 
would face for the greenhouse gases that they continued 
to emit. 
RELATED CBO PUBLICATIONS: Effects of a Carbon Tax on the Economy and the Environment (May 2013), www.cbo.gov/publication/44223; 
How Policies to Reduce Greenhouse Gas Emissions Could Affect Employment (May 2010), www.cbo.gov/publication/41257; The Costs 
of Reducing Greenhouse-Gas Emissions (November 2009), www.cbo.gov/publication/20933; The Economic Effects of Legislation to 
Reduce Greenhouse-Gas Emissions (September 2009), www.cbo.gov/publication/41266; and Potential Impacts of Climate Change in the 
United States (May 2009), www.cbo.gov/publication/41180
CBO
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CBO
Revenues—Option 36

Increase Federal Civilian Employees’ Contributions to Their Pensions

Note: This option would take effect in January 2014.

 Total

(Billions of dollars) 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2014–2018 2014–2023

Change in Revenues 0.6 1.4 2.1 2.2 2.2 2.2 2.2 2.2 2.1 2.1 8.5 19.3
The federal government provides most of its civilian 
employees with an annuity in retirement through either 
the Federal Employees Retirement System (FERS) or its 
predecessor, the Civil Service Retirement System (CSRS). 
Those annuities are jointly funded by the employees and 
the federal agencies that hire them. About 85 percent of 
federal employees participate in FERS, and most of them 
contribute 0.8 percent of their salary toward their future 
annuities. The Middle Class Tax Relief and Job Creation 
Act of 2012 increased the contribution rate to 3.1 percent 
for most employees hired after December 31, 2012. Fed-
eral employees who are still covered by CSRS generally 
contribute 7 percent of their salary and accrue larger 
annuities. Agency contributions for FERS and CSRS 
do not have any effect on total federal spending or reve-
nues because they are intragovernmental payments, but 
employee contributions are counted as federal revenues. 
(Annuity payments made to FERS and CSRS beneficia-
ries represent federal spending.)

Under this option, employees who enrolled in FERS 
or CSRS before 2013 would contribute an additional 
1.2 percent of their salary toward their retirement 
annuities, while agency contributions would remain the 
same. (That increase in contributions would represent a 
larger share of employees’ after-tax income because the 
contributions are subject to federal income and payroll 
taxes.) The rise in contributions would be phased in over 
the next three years. The amount of future annuities 
would not change under the option, and the option 
would not affect employees hired in 2013 or later who 
already make or will make larger contributions under the 
Middle Class Tax Relief and Job Creation Act. The 
option would increase federal revenues by $19 billion 
from 2014 through 2023, the Congressional Budget 
Office estimates. 

An argument in favor of this option is that federal 
employees receive, on average, more compensation—in 
terms of both wages and benefits—than private-sector 
workers with similar education and experience and 
in similar occupations. In fact, a substantial number of 
private-sector employers no longer provide health insur-
ance for their retirees or defined benefit retirement annu-
ities, choosing instead to offer only defined contribution 
retirement plans that are less costly; in contrast, the 
federal government provides a defined benefit retirement 
plan, a defined contribution retirement plan, and health 
insurance in retirement. Therefore, even if federal 
employees had to contribute somewhat more toward 
their annuities, their total compensation would, on aver-
age, still be higher than that available in the private sector. 

Another argument in favor of the option is that, because 
it would not change the compensation of federal employ-
ees hired after 2012, it would probably not affect the 
quality of new recruits. Because new recruits are typically 
younger than other workers, and federal compensation 
compares less favorably to that available in the private 
sector for younger workers, some new recruits could 
be particularly susceptible to competition from private-
sector employers.

An argument against this option is that it would reduce 
the number of highly qualified federal employees by 
motivating some of them to leave for the private sector 
and by encouraging some of them to retire earlier. 
Although federal employees receive more compensation, 
on average, than their private-sector counterparts, some 
highly qualified federal employees have more lucrative 
job opportunities in the private sector than in the federal 
government. More of those employees would leave for 
the private sector under this option.

Another argument against the option is that it would 
reduce the income of federal employees who have already 
forgone across-the-board pay increases for three consecu-
tive years. Federal employees who have not received salary 
increases based on merit or length of service have seen the 
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purchasing power of their pay fall by about 7 percent 
since 2010. 

The option would also further accentuate the difference 
in the timing of compensation provided by the federal 
government and the private sector. Because many private-
sector employers no longer provide health insurance for 
their retirees or defined benefit retirement annuities, a 
significantly greater share of total compensation in the 
private sector is paid to workers immediately, whereas 
federal employees receive a larger portion of their com-
pensation in retirement. If that shift by private firms 
indicates that workers prefer to receive more of their 
compensation immediately, then shifting federal com-
pensation in the opposite direction—which this option 
would do by reducing current compensation while 
maintaining retirement benefits—would be detrimental 
to the recruitment of federal employees. If lawmakers 
wanted to reduce the total compensation of federal 
employees while increasing the share of that compensa-
tion provided immediately, they could consider modify-
ing the formula used to calculate federal annuities 
(Mandatory Spending Option 10 in this report) or 
making other changes.
RELATED OPTION: Mandatory Spending, Option 10

RELATED CBO PUBLICATIONS: Comparing the Compensation of Federal and Private-Sector Employees (January 2012), 
www.cbo.gov/publication/42921; and Justin Falk, Comparing Benefits and Total Compensation in the Federal Government and the 
Private Sector, Working Paper 2012-04 (January 2012), www.cbo.gov/publication/42923
CBO
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