
An Income Tax Is Superior to a
Wage or Consumption Tax

By Martin J. McMahon Jr.

The fundamental purpose of taxation is to finance
public benefits. In doing that, the tax system should be
equitable and shouldn’t unduly interfere with the market
economy.1 When applying those principles to determine
the tax base, one must remember that taxes are paid by
individual people, not by business organizations, the
economy as an abstraction, or society as a whole. Thus,
assuming the government must collect a particular
amount of tax revenue, and recognizing that different
individuals realize their income from different sources
and apply that income to different uses, the choice of the
tax base significantly affects how the cost of government
will be allocated among individuals.

Regardless of whether one believes that taxes should
be based on ability to pay or on benefits received from
government, an income tax that applies the same rate
schedule to all income, whether from labor or capital (or
windfalls), is superior to a consumption tax or a wage tax
in best complying with the sometimes competing tax
policy criteria of equity and efficiency. If ability to pay is
the standard for allocating tax burdens, an income tax
that taxes capital income is clearly preferable to either a
wage tax or a consumption tax, because a wage tax does
not reach investment income and a consumption tax does

not reach income that is saved. Both of those amounts
represent ability to pay, and both are reached by an
income tax.2 Alternatively, if benefits received is the
standard, the best practical measure for determining the
benefits of government is the difference between the
welfare a person would enjoy in the absence of govern-
ment and that person’s welfare with government in
place. Welfare is measured better by income than by
consumption, because apart from current consumption,
higher income provides prestige, power, and wealth
accumulations that confer disproportionately the ability
to increase disproportionately one’s future income and
consumption, as well as improve the welfare of one’s
family.

Consumption and wage tax advocates argue that
taxing capital income is inefficient, and thus undesirable,
because it reduces savings compared with a world with-
out taxes or with a tax system that exempts capital
income.3 In that argument, economic efficiency is el-
evated to a preferred position over equity among the
criteria of sound tax policy. Advocates also argue that
under a wage or consumption tax, savings and invest-
ment will increase, the additional capital investment will
stimulate labor productivity, and everyone will share in
the bounteous gains in real production.

Consumption and wage tax advocates also claim that
a wage tax or consumption tax is more equitable than an
income tax, because taxing capital income ‘‘discrimi-
nates’’ against saving, thereby distorting the choice be-
tween current consumption and saving for future con-
sumption. In reality, however, that horizontal equity
argument is merely the economic efficiency argument in

1Another criterion of tax policy is that a tax system should
not be overly complex. However, only theoretical tax systems
can avoid complexity. Even a wage tax can be complex because
of the difficulty in distinguishing the return to capital from the
return to labor for entrepreneurs.

2I dismiss as tautological any argument that a consumption
tax is superior to an income tax because it is ‘‘fairer’’ to tax
individuals on what they ‘‘take out of society’’; that is, their
consumption.

3Prof. Weisbach recently has argued that an ideal income tax
applied to capital reaches only the normal and inframarginal
returns to capital, and that investors adjust their portfolios to
eliminate taxation on the return to risk. See David A. Weisbach,
‘‘The (Non)Taxation of Risk,’’ 58 Tax Law Rev. 1 (2005). That
argument is based on a highly stylized model that, among other
things, assumes there are no liquidity constraints, transaction
costs, or risk aversion, and that there are full tax offsets for
losses. Thus, I find the argument unconvincing when applied to
an actual income tax. Further, the model does not actually entail
elimination of the tax on the risk return to capital. Rather, the
model hypothesizes that the investor will increase the amount
of the investment sufficiently to produce a before-tax return
sufficient to pay the taxes on both the increased return and the
return on the originally determined amount invested. That is
simply an application of the income effect, which operates in
opposition to the substitution effect.
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Should investment income be taxed differently than
wage income? Tough question. Essentially it boils
down to whether a consumption tax is preferable to an
income tax with a rate structure that is blind to the
source or character of income.

Tax Analysts invited two law professors to share
their views on the subject. On this page, we present
the pro-income tax view, articulated by Prof. Martin J.
McMahon Jr. On p. 1357 we present Prof. David A.
Weisbach’s arguments in favor of a consumption tax.
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different garb. The ‘‘equitable’’ argument for consump-
tion taxation is built on the assumption that the decision
to save rather than to consume currently depends en-
tirely on expectations of the increased future consump-
tion resulting from the yield on savings and that absent a
real investment yield, there would be little or no savings.
But a large portion of savings is precautionary or goal-
oriented (for example, for a down payment on a home),
serves a consumption-leveling function, or results from
having income in excess of the amount it is reasonably
possible to consume currently.4 Those substantial
amounts would be saved even if the investment yield
thereon were zero. Thus, the ‘‘equitable’’ argument for
consumption taxation founders.

There are additional significant problems with the
arguments of the consumption and wage tax proponents.
Their arguments are based on highly stylized models that
do not accurately reflect the real world in which taxes are
paid and collected. The models often make critical as-
sumptions, such as assuming that all actors start with
zero wealth, that savings are consumed by the saver
before death, that there is no inherited wealth, and that
there are no international capital flows. The models also
sometimes assume that a single actor represents all of
society living at a particular time (or of a particular
generation), thus effectively precluding any distribu-
tional analysis of the efficiency gains predicted by the
model. They also frequently assume an unrealistic elas-
ticity of savings.5

When reality is introduced into the
debate, the case for taxing capital
income is stronger than the case for
taxing only wages or consumption

When reality is introduced into the debate, the case for
taxing capital income is stronger than the case for taxing
only wages or consumption. First, in the United States at
least, there is no definitive empirical evidence that taxing
capital income reduces the propensity to save, or that
exempting capital income from taxation increases the
propensity to save.6 Thus, the argument that shifting
from an income tax to a wage or consumption tax will
stimulate savings, and consequently increase investment,
is tenuous at best. Even if savings were to increase, there
is no a priori reason that increased savings would be

invested in productive assets in the United States.7 In the
modern global economy, much of the resulting capital
investment in productive assets likely would occur
abroad. Thus, little, if any, of the benefit of increased
savings and investment necessarily would inure to U.S.
citizens other than those whose taxes were reduced. Even
if exempting capital income is more economically effi-
cient, the benefits are likely to be disproportionately
captured by those who are already wealthy. Indeed, most
of the benefits of increased labor productivity in the
United States over the past 40 years have inured to only
the top 10 percent, with a significantly disproportionate
share to the top 1 percent.8

Second, an income tax provides a broader base than
either a consumption tax or a wage tax, thus allowing for
lower rates than are required to raise an equivalent
amount of revenue under either a consumption tax or a
wage tax. That is important for two reasons. Assuming
arguendo that taxing capital income affects the propensity
to save, thereby distorting investment decisions, a similar
effect should result from taxation of wage income, which
is more heavily burdened by a wage tax or consumption
tax than by an income tax. The higher tax rates on labor
income that would inevitably result from shifting to a
wage tax or a consumption tax would result in a greater
bias in favor of leisure over work than exists under an
income tax. Thus, unless the advocates of a consumption/
wage tax conclude that labor supply is inelastic, which
few seem to do, the alleged increased efficiency of capital
markets would be offset to some extent by the decreased
efficiency of labor markets. Assuming alternatively that
the labor supply in general (as opposed to specific
subgroups) is not significantly responsive to tax rates
(which the empirical data tend to suggest), even if
exempting capital income from taxation increased eco-
nomic efficiency, it would reallocate the tax burden
among individuals by reducing the burden on individu-
als with income from capital and increasing the burden
on those whose income is from labor. Because there is no
guarantee — indeed it is unlikely — that any significant
portion of the speculative efficiency benefits of shifting to
a wage or consumption tax would be shared with those
whose income is primarily from wages, exempting capi-
tal income from taxation simply would increase the
welfare of the owners of capital at the expense of wage
earners. Because the overwhelming percentage of capital
income is highly concentrated in a small percentage of
the wealthiest people in the United States, shifting to a
wage or consumption tax inevitably would shift the tax
burden downward from the top of the economic pyramid
to those below.

4See Brian K. Bucks, Arthur B. Kennickell, and Kevin B.
Moore, ‘‘Recent Changes in U.S. Family Finances: Evidence
From the 2001 and 2004 Survey of Consumer Finances,’’ 2006
Federal Reserve Bulletin A7 (http://www.federalreserve.gov/
pubs/bulletin/2006/financesurvey.pdf).

5For an analysis of the effect of those various assumptions in
constructing models on the predictive results in the various
models, see Raymond G. Batina and Toshihiro Ihoria, Consump-
tion Tax Policy and Taxation of Capital Income (Oxford University
Press, 2000).

6Of course, taxing capital income will reduce savings to the
extent taxes are paid out of income that otherwise would be
saved, but the same is true of any tax.

7For example, if a U.S. individual purchases newly issued
stock in a U.S.-based multinational corporation, which uses the
proceeds from the stock issue to construct or acquire a factory in
another country, the increased savings produced no U.S.-based
investment.

8See Ian Dew-Becker and Robert J. Gordon, ‘‘Where Did the
Productivity Growth Go? Inflation Dynamics and the Distribu-
tion of Income,’’ NBER Working Paper 11842 (December 2005).
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Finally, assuming that all actors start with zero wealth
and that there are no inheritances is critical to the
economic analysis that equates a wage tax with a con-
sumption tax. Once we recognize that there is an accu-
mulated stock of wealth, including much inherited
wealth, a significant weakness of a wage tax is revealed.
Shifting to a wage tax would exempt from any burden of
paying for civilized society even the consumption of
many wealthy individuals with capital income.9

In summary, the case for exempting income from
capital from taxation, through either a wage tax or a
consumption tax, is based primarily on theoretical eco-
nomic models that have little predictive value when
applied to the real world. Even if those models were
correct, shifting to a wage or consumption tax elevates
economic efficiency over equity as a paramount criterion
of tax policy. Compared with an income tax, either a
wage or consumption tax would reduce taxes on those at
the top of the economic pyramid and would require
increasing the taxes of the relatively less fortunate, with
little reason to believe that the before-tax incomes of
wage earners will increase by more than their increased
taxes. It surely can’t be a valid goal of government to
increase the welfare of the wealthy few at the expense of
the numerous less wealthy.

9That problem is not as significant in the case of a cash flow
consumption tax that is introduced without any transition rules,
but the change raises other issues that are beyond the scope of
this article.
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