
that when the predictable meltdown came, banks
had even less capital than the lenient bank capital
rules permitted, and no liquidity cover to boot. The
IRS was an enabler of bad bank regulatory account-
ing practices. And the bankers were laughing.

But Treasury should not make value judgments
about business products! Treasury should not be
enabling abuse of the rules of other executive
agencies and regulators. When the first tax-
deductible equity product, MIPS/TRUPs, was ap-
proved a decade earlier, Treasury was well aware
that it would be used for regulatory arbitrage,
which the notice amply described. (See Notice
94-47, 1994-1 C.B. 357, Doc 94-3984, 94 TNT 75-1.)

Treasury made a value judgment in that case. It
was the wrong one, and it set in motion a whole
industry devoted to deductible equity.

When the meltdown came, the balance sheets of
these banks were even weaker than they otherwise
would have been because of Treasury enabling.
And the ultimate irony is that these gimmicky
securities were not even converted to equity when
they were supposed to have been. (For discussion,
see Tax Notes, Feb. 21, 2011, p. 857, Doc 2011-3310, or
2011 TNT 35-1.)

ECONOMIC ANALYSIS

President Romney’s Tax Reform

By Martin A. Sullivan — martysullivan@comcast.net

They’ll have to eliminate so many deductions, like the
ones for home mortgages and charitable giving, that
middle-class families will see their tax bill go up $2,000
a year while people making over $3 million a year will
still get a $250,000 tax cut.

— Former President Clinton, Sept. 5

I refuse to ask middle-class families to give up their
deductions for owning a home or raising their kids just to
pay for another millionaire’s tax cut.

— President Obama, Sept. 6

I want to make sure people understand, despite what
the Democrats said at their convention. I am not reduc-
ing taxes on high-income taxpayers. I’m bringing down
the rate of taxation, but also bringing down deductions
and exemptions at the high end so the revenues stay the
same.

— Republican presidential candidate
Mitt Romney, Sept. 9

If elected president, Mitt Romney will have to
make some adjustments to his tax plan. For now he
is saying that he wants to lower rates across the
board by 20 percent and entirely offset the cost by
scaling back tax expenditures unrelated to invest-
ment income. He wants his plan to be distribution-
ally neutral. But is the Romney tax reform plan fair?
It’s a question that is getting a lot of attention in the
press. It can be answered only by wading into
obscure data that tell you how tax expenditures are
distributed across income categories.

The now-famous August study from the Urban-
Brookings Tax Policy Center (TPC) presents the
data, and it shows that achieving all these goals
simultaneously is, under reasonable assumptions,
mathematically impossible. (Citations are at the end
of this article.) That allowed the Democrats to score
some points. We won’t dwell on that here. Instead
we are going to look beyond the election and
explore what could be done in 2013 to help Presi-
dent Romney draft a decent tax plan that would be
roughly consistent with his campaign promises.

The TPC Study
The figure on p. 1368 illustrates the main points

of the TPC study. A 20 percent rate cut on house-
holds with income over $200,000 lowers their taxes
by $251 billion. Despite repeated inquiries from the
press, Romney has not specified which tax expen-
ditures he would cut. To complete its analysis, the
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TPC assumed that all tax breaks except those that
favor investment income (shown on p. 1367) would
be eliminated.

Under these assumptions, the study found that
households with income over $200,000 would have
offsetting tax increases of only $165 billion. That’s
$86 billion less than the $251 billion of relief from
rate cuts. So the Romney approach results in a tax
cut for high-income households. And because his
overall reform is revenue neutral, a 20 percent rate
cut for incomes over $200,000 means that taxes
must rise on households with income below
$200,000 to make up the difference.

Option 1: Rates Adjustment
One way to salvage the Romney plan would be

to eliminate all tax expenditures (except for invest-
ment income), and then instead of cutting statutory
rates uniformly, adjust them as necessary to main-
tain distributional neutrality. As already noted,
Romney cannot reduce rates for the wealthy by 20
percent given that he put an off-limits sign on tax
breaks for saving. Back-of-the-envelope calculations
suggest a reduction of something like 13 percent
might be possible.

Because households with income below $200,000
have a lot of tax breaks, eliminating all of them
would permit a much larger revenue-neutral rate
cut — one of probably more than 30 percent. In
other words, if Romney were to cut all non-
investment tax expenditures, he could cut rates
substantially, but he would have to make the rate
structure steeper.

Most economists would prefer that outcome: a
much broader base and much lower rates. The huge
fly in the ointment is that there is no way in the real
world that tax expenditures like those for home
mortgages, charitable contributions, and employer-
provided health insurance will be eliminated.

But it is all a matter of degree. Instead of being
eliminated, these tax benefits could be scaled back.
And what we have in mind here are very mechani-
cal cuts. For example, whatever credits, exclusions,
and deductions (that are tax expenditures) that
taxpayers currently receive could be cut by one-
quarter. As long as that scaling back is not on the
basis of income (more on that below), it is possible
to design a plan that is economically beneficial and
distributionally neutral. But to make that possible,
Romney would have to scrap his idea of cutting
rates uniformly.

Option 2: Deductions Become Credits
Most tax expenditures come in the form of de-

ductions and exclusions from income and therefore
provide more benefit for higher-income taxpayers in
the upper brackets. That tilt in favor of upper-
income households can be corrected by converting

deductions to credits. (For example, President
Bush’s 2005 tax reform panel proposed converting
the mortgage interest deduction to a 15 percent
credit.) An alternative that produces similar results
would be a percentage cut in deductions and exclu-
sions for the upper-income households so that the
value of their deductions is no greater than it is for
those households facing lower statutory rates.
(President Obama has proposed in all four of his
budgets limiting the tax benefit of itemized deduc-
tions to 28 percent.)

In a Romney tax reform plan, converting all tax
deductions and exclusions to, let’s say, 15 percent
tax credits would make the system more progres-
sive. And from an economic growth perspective,
there are many positive aspects to that approach.
Not only would it reduce distortions that result
from tax expenditures favoring one activity over the
other, but it would do so in a manner that mini-
mizes marginal tax rates on income. In other words,
it would have minimal detrimental effects on the
incentive to work.

In effect, under a system in which all deductions
are converted to credits, taxpayers just below the
next highest bracket are pushed up into that bracket
and face a higher marginal tax rate. That hurts
growth. But these marginal rate increases occur
only in proportion to current deductions and exclu-
sions that reduce marginal rates for some and not
for others. Converting to credits eliminates that
disparate treatment. All taxpayers would be on the
same rate schedule — and therefore face the same
marginal rates — as their economic income rises. A
tax system in which all individuals face the same
rate schedule would be more efficient than a tax
system that raises the same revenue but under
which individuals face different schedules. The
conversion of deductions to credits does not create
a new distortion. It eliminates one that already
exists.

This approach has its limitations. High-income
tax benefits are only scaled back, not eliminated.
That limits the amount of rate reduction for high-
income taxpayers. If deductions were converted to
15 percent credits, high-income households almost
certainly would not be able to get rate reductions of
more than 10 percent in a plan like Romney’s.

Option 3: Income Phaseouts
Another way to salvage the Romney approach

and maintain distributional neutrality would be to
phase out deductions, exclusions, and credits as
income rises. Phaseouts are used in more than a
dozen individual provisions in the current code.
And from 1991 through 2000, up to 20 percent of
itemized deductions were disallowed above spe-
cific income thresholds. (That provision, commonly
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referred to as the Pease amendment, will be rein-
stated in 2013 if the Bush tax cuts are allowed to
expire.) Pease-type phaseouts are a clearly inferior
approach to using rates to achieve distributional
goals.

To see why, let’s begin by looking at a stylized
best-case scenario in which a phaseout is economi-
cally equivalent to a rate increase. For argument’s
sake, suppose all taxpayers are eligible for a $5,000
tax credit, the tax rate on income over $150,000 is 30
percent, and nobody’s income exceeds $250,000.
Now also suppose that we want to raise taxes on
income over $150,000. We could raise the top rate to
35 percent. Or we could phase out the tax credit by
$5 for every $100 over $150,000. The result is exactly
the same in both cases. For all income over $150,000,
the effective marginal rate is 35 percent and the tax
increase is 0.05 times the amount that income
exceeds $150,000.

Although in this case the two approaches are
economically equivalent, the phaseout is still objec-
tionable for two reasons. First, it is a sneaky way of
raising taxes. The public can far more easily com-
prehend a tax increase that comes through a rate cut
than through a phaseout. To minimize whatever
political damage that changes to the highly visible
rate schedule may cause, politicians will find refuge
by replacing them with phaseouts of deductions,
credits, and exemptions. Congress’s 1990 adoption
of the Pease amendment, which phased out up to 20

percent of itemized deductions for upper-income
taxpayers in lieu of a politically unacceptable rate
increase, is a classic example. If only for the sake of
transparency, phaseouts should be replaced by rate
adjustments to the statutory rate schedule that have
the same distributional effects.

A second reason to favor rate adjustments over
phaseouts is the considerable added complexity
and uncertainty. (See box.) A taxpayer with uncer-
tain income will not know if he qualifies for tax
benefits, diluting any incentive effects the tax
breaks may be expected to deliver and making
planning difficult.

Phaseouts Have No Place in Tax Reform
There is widespread agreement among experts that income phaseouts should be repealed. Below are

two quotes from leading authorities. The first is an excerpt from the 2008 national taxpayer advocate report
to Congress (p. 342), Doc 2009-241, 2009 TNT 4-21:

More than half of all individual income tax returns filed each year are affected by the phase-out of
certain tax benefits as a taxpayer’s income increases. Like tax sunsets, phase-outs are largely used to
reduce the cost of tax provisions for budget-scoring purposes. However, phase-outs are burdensome
for taxpayers, reduce the effectiveness of tax incentives, and make it more difficult for taxpayers to
estimate their tax liabilities and pay the correct amount of withholding or estimated taxes, possibly
reducing tax compliance. Phase-outs also create marginal ‘‘rate bubbles’’ — income ranges within
which an additional dollar of income earned by a relatively low-income taxpayer is taxed at a higher
rate than an additional dollar of income earned by a relatively high-income taxpayer. Because
Congress could achieve a similar distribution of the tax burden based on income level by adjusting
marginal rates, phase-outs introduce unnecessary complexity to the Code. The National Taxpayer
Advocate recommends repealing phase-outs or at least taking another look at phase-outs to ensure
that they are really necessary to accomplish their intended objective.
The second is from a 2001 study by the Joint Committee on Taxation, ‘‘Study of the Overall State of the

Federal Tax System and Recommendations for Simplification Pursuant to 8022(3)(B) of the Internal
Revenue Code of 1986,’’ April 2001, Vol. 1, p. 12, Doc 2001-11810, 2001 TNT 81-12:

These phase-outs require taxpayers to make complicated calculations and make it difficult for
taxpayers to plan whether they will be able to utilize the tax benefits subject to the phase-outs.
Eliminating the phase-outs would eliminate complicated calculations and make planning easier.
These phase-outs primarily address progressivity, which can be more simply addressed through the
rate structure.

Tax Benefits for Investment Not Used as
Revenue Raisers in the TPC Study

• Preferential rate on capital gains and dividends
• Exclusion of interest on tax-exempt municipal

bonds
• Deduction for health savings account

contributions from taxed income
• Keogh, SEP, and simple contribution deduction
• Penalty on early withdrawal of savings
• Self-employment IRA deduction
• Investment interest
• Savers credit
• Capital gains exclusion on home sales
• Step-up basis of capital gains at death
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But that’s not all. Now let’s get a little more
realistic and look at cases in which rate changes and
phaseouts are not economically equivalent. First,
let’s relax our prior assumption and let incomes
exceed $250,000, as they do in the real world. That
does not alter the phaseout, but it does expand the
range of income to which a rate increase applies.
This expansion in the number of taxpayers allows
there to be a lower marginal tax rate for a given
revenue target compared with what would occur
with the phaseout. In other words, the marginal rate
changes are spread out more evenly and at lower
levels with a rate change than with a phaseout. In
order to improve efficiency, economists are always
looking to spread the pain as broadly as possible. A
rate change allows for a broader base and lower
marginal tax rate.

The inferiority of income phaseouts to statutory
rate changes is also evident if you consider the real
world, where otherwise equal taxpayers enjoy sig-
nificantly different amounts of tax credits. If phase-
outs are in force, taxpayers with large credits will
bear higher marginal tax burdens than taxpayers
with none. Again, a revenue-neutral rate increase
would be superior because the required marginal
rate changes would be spread equally across all
taxpayers and therefore more efficiently.

Alternative 4: Raise Taxes on Investment
Another modification to the Romney approach

that would allow him to achieve his distributional
goals would be to cut tax expenditures on invest-
ment income for high-income taxpayers. That would

contradict not only his campaign promises, but one
of the most fundamental tenets of Republican tax
orthodoxy: Always seek to cut taxes on capital. Most
prominent among these possible changes would be
permitting an increase in the current 15 percent rate
on capital gains and dividends. (These rates are
scheduled to increase in 2013 to 20 percent for capital
gains received by most taxpayers and to 39.6 percent
for dividends received by taxpayers in the top tax
bracket. Also, as a result of the Affordable Care Act,
there will be a 3.8 percent surtax on investment in-
come for households with income over $250,000.)

However, history tells us that raising rates on
capital and dividends and reducing other tax breaks
on investment income can happen. Ronald Reagan
— the undisputed champion of tax cuts for capital
during his first term in office — was the moving
force behind the Tax Reform Act of 1986, which
largely eliminated the preferential tax treatment of
capital gains.

Conclusion

Unfortunately for tax reformers, the Romney
approach is not a fast track to lower rates and a
broader base. That is because of the simple fact that
the tax benefits that Romney might have to cut
disproportionately benefit the middle class. If
elected, Romney could address these issues by
making the rate structure more progressive, by
converting deductions to credits, or by phasing out
tax breaks as income rises. The first two approaches

TPC Analysis of Romney-Like Tax Reform Plan
(billions of dollars; for fiscal 2015)
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are alternatives Romney should consider. But in-
come phaseouts are bad economics and have no
place in a tax reform plan that is supposed to
improve the code.

A fourth alternative would be to reduce tax
benefits for investment income, including divi-
dends and capital gains. That could be part of a
grand compromise with Democrats on tax reform if
Romney chose to govern from the middle rather
than from the far right. If Romney remains as
fervently committed to distributional neutrality as
he is in the quote at the beginning of this article,
only tax reform that includes tax increases on
investment income makes it possible to reduce the
top rate by 20 percent.
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NEWS ANALYSIS

Why Repealing the 16th Amendment
Probably Wouldn’t Matter

By Joseph J. Thorndike — jthorndi@tax.org

Repealing the 16th Amendment is something of a
holy grail among conservatives. Even those who
consider it unlikely still revere it in principle. In-
deed, since adoption of the Republican Party plat-
form in Tampa, Fla., last month, repeal has been an
article of official faith:

In any restructuring of federal taxation, to
guard against hypertaxation of the American
people, any value added tax or national sales
tax must be tied to the simultaneous repeal of
the Sixteenth Amendment, which established
the federal income tax.1

The proposal is hardly new. For years, cham-
pions of sweeping tax reform — and especially tax
replacement — have insisted that the great leap
forward must begin with a big step back. In par-
ticular, champions of a national retail sales tax,
including the FairTax, have argued that repealing
the 16th Amendment is crucial to their plan. FairTax
bills introduced in Congress actually include a
self-destruct mechanism: If the 16th Amendment
isn’t gone within seven years of the law’s enact-
ment, the new sales tax would disappear instead.2

Which is all well and good, except for one thing:
Repealing the 16th Amendment probably wouldn’t
matter.

Unnecessary in 1913
Debates over constitutional law are never fully

settled, even when most people think they are. But
the fact remains that most experts believe the fed-
eral government’s power to levy an income tax
would survive repeal.

Most experts believe the federal
government’s power to levy an
income tax would survive repeal.

History supports that opinion. More than a dec-
ade ago, during an earlier wave of repeal proposals,
historian David B. Levenstam laid out the facts.

1Committee on Arrangements for the 2012 Republican Na-
tional Convention, ‘‘We Believe in America,’’ Doc 2012-18350,
2012 TNT 170-15.

2See, for example, H.R. 25, the Fair Tax Act of 2011, Doc
2011-1661, 2011 TNT 17-36.
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