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Chairman Baucus, Ranking Member Hatch, and mendidéhe Finance Committee, thank you
for the opportunity to appear before you todayiseuks the distribution of tax burdens and thenéss
of the tax system. My name is Aviva Aron-Dineanh currently a Ph.D. candidate in the economics
department at the Massachusetts Institute of Tdagyppfocusing on public finance and labor econ@nic
Previously, | was a policy analyst at the CenteBadget and Policy Priorities, where | worked on
federal tax issues, with a particular emphasisionrne and estate taxes and the taxation of low- and
moderate-income households.

The federal tax system contributes to creatingpeemequitable society in two important ways.
First, federal taxes raise the revenue that is tséahd social insurance programs that protecetterly
and the disabled, safety net programs that allevViatdship for the most vulnerable families, anilipu
goods such as national defense and infrastructeeond, the modestly progressive federal tax syste
levies somewhat higher rates on those with thetggeability to pay, while imposing lower rates on
those with lower incomes and supplementing earrfioigghe lowest-income working families with
children.

Over the next few years, Congress — and espetiédlicommittee — will face critical decisions
about how much revenue to raise and whom to rafsenn; both of these decisions will affect the
fairness of the overall fiscal system. In my t@stny, | will provide some background on the ecormmi
and fiscal context for these decisions and thecudstwo specific policy issues: income tax ratesop

incomes and provisions of the tax system that suppe- and moderate-income working families.

Context for Tax Reform

Over the past 30 to 40 years, the income distohuh the United States has pulled apart.
Congressional Budget Office data show that, in 187®top 1 percent of households received 9 pércen
of total national income — or about the same spaneg to the bottom 25-30 percent of householdg. B

2007, these households received 19 percent ofnadticcome — about the share going to the bottom 50



percent of householdsPut another way, the average income of houselikti® top 1 percent is now
more than 100 times the average income of houselimlthe bottom fifth of the income distributiondan
about 30 times the average income of householdegimiddle fifth.

Rising income disparities would be less troublirigcreased inequality had been accompanied
by broadly shared prosperity. But in fact, at dfolyghe same time as income growth acceleratethéor
highest-income households, it slowed to a sputtelofv- and even middle-income Americans. The
average income of households in the top 1 perdaghedlistribution grew by a remarkable 241 percent
between 1979 and 2007 (the latest year for whielOBO data are available), after adjusting for
inflation. Meanwhile, average income for housebotdthe bottom fifth of the income distributioregr
by only 11 percent (less than half a percent par)yand average income for households in the midd|
fifth grew by only 19 percent (less than 1 perqetyear). Median earnings for male workers — the
earnings of the man in the exact middle of theiagendistribution — were about the same in 200@ as
the late 19608. Median earnings for women rose through the 188@s1990s, as a rising share of
women started working full-time and as more wombtaimed college degrees, but in the most recent
decade, women'’s earnings also stagnated (everehiéiorecession. In sum, after several decades
following World War Il during which the incomes lafw-, middle-, and high-income households all rose
steadily together, living standards started rigargmore quickly for those at the top of the dtstition
and far more slowly for all other groups.

One might have hoped that the rise in inequalityilel have been offset by greater economic
mobility: greater opportunity for low-income faeis to rise into the middle-class or to see thigiideen
do so. Butin fact, increases in income inequaligye not offset by any increase in economic mighili
Using Social Security earnings data, economistsci®clh Kopczuk, Emmanuel Saez, and Jae Song
looked at individuals’ earnings over long periods$ime and found that, among male workers, mobility
has if anything declined over the last several desh Meanwhile, intergenerational economic mobility

remains quite low. Researchers from the Econonubilty Project (a joint project of researchersnro
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the American Enterprise Institute, the Brookingstitlation, the Heritage Foundation, the New America
Foundation, and the Urban Institute) have found, #hecording to the most recent available datduild ¢
born into a family in the bottom fifth of the incendistribution has only about a 35 percent chaifice o
making it into the middle income group or abovesléhan the 42 percent chance that he remainsttapp
in the bottom fifth. There are even some worris@naécators that children’s opportunities mayrbare
constrained by their parents’ incomes than in @m.pFor example, a recent analysis examined the
likelihood that different students with the sanmenslardized test scores but different family incomes
would go to college. The researchers found thatljaincome played a larger role in determining
whether a student with a given test score woultbgmllege in the early 2000s than it did in theyea
1980s>

Why inequality has risen so dramatically sincel#tte 1970s is unclear. While policy (for
instance, a decline in the real value of the mimmwag&) probably played a role, other factors,
particularly a still-not-very-well-understood ines®e in the economic returns to education, weréylike
more important. In addition, the explosive growftlihe financial sector and compensation for finainc
industry executives appears to have played an irapbrole in the sharp rise in incomes at the tepy
of the distributior.

But while policy was probably not a primary caae$eising pre-tax inequality and slowing
income growth for low- and middle-income Americapslicy — in particular, tax policy — did less thian
might have to lean against these trends; in sospents, it even leaned into them. The federal tax
system has beconhess progressive over time, with total federal effectia® rates falling the most for the
high-income households that saw the strongest growtheir before-tax incomes. The CBO data show
that whilepre-tax incomes for the top 1 percent of households grg@44 percent between 1979 and
2007 ,after-tax incomes rose by an even larger percentage, 28&mtebecause federal tax rates on high-
income households fell over the same period in wtheir pre-tax incomes increased so dramatically.
Put differently, if effective tax rates had remalrthe same over this period, average income witten
top 1 percent would have risen by about $850,00@@07 dollars). But in fact, averagger-tax income

rose by almost $1 million (to about $1.3 milliowjith reductions in federal effective tax rates

® Philippe Belley and Lance Lochner, “The ChangimeRof Family Income and Ability in Determining
Educational Achievement,Journal of Human Capital, 2007.
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Wage?"Quarterly Journal of Economics, 1999, available dittp://www.princeton.edu/~davidlee/wp/inequalitytpd
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contributing the extra $150,080During this same period, CBO finds that averdtgr-#ax income for
the bottom fifth of households rose by $2,400, average after-tax income for the middle fifth of
households rose by $11,200.

Today, the federal tax system, considered as aenfiradluding individual and corporate income,
payroll, and excise taxes), is only modestly pregiiee, meaning that it does a modest amount to make
the distribution of income less unequal. For examPBO estimates that the top 1 percent of houdsho
have 19 percent of income before taxes and 17 peafer federal taxes, while the bottom 20 percent
have 4 percent of income before taxes and 5 peatnttaxes. State and local tax systems — nfost o
which are regressive — likely undo some of thaady limited progressivity.

I bring up all this background because | thingupplies two important pieces of context for tax
policy and tax reform. First, the level and tharghof national resources going to those with igbédst
incomes have increased dramatically in recent des;athd are far higher, for instance, than when
Congress last considered major tax reform leg@fatHigh-income households have also benefited
substantially from the tax changes of recent dexa&econd, the level of resources available te &owl
middle-income households has increased only mgdegtile their share of total national resources ha
fallen. While income trends are very difficultpoedict, some economists expect technological ahang
and globalization to interact in ways that makedtre likely than not that these trends will conérn
coming decades.

There is, of course, another important piece atext for tax reform of which you are well
aware. The federal budget is currently on an uagwble course. At some point, deficits will havde
reduced to sustainable levels through some combinaf spending cuts and tax increases.

As illustrated by recent efforts (such as the Hepassed budget resolution), closing our large
projected deficits entirely through spending cutaild inevitably require deep cuts in social inseean
and safety net programs, thereby worsening powertiyhardship, especially among the low- and
moderate-income elderly and other low-income hoolsish Trying to close deficits entirely on the
spending side would also likely require deep cutareas such as Head Start, K-12 education, Pafit&r
and other student aid, and children’s health ardtion, programs that help create opportunities fo

children from low- and moderate-income familiestiwceed. Thus, a core requirement for “equitable”

& While some of this reduction comes from a dropdrporate effective tax rates (and there is soméraoersy
over how much of the corporate tax is borne by fimlome households), the highest-income group skange
reduction in its tax burden even if one focuseduwesieely on individual income taxes — particulaitlythe most
recent decade.

° See for example David Autor, “U.S. Labor Markeiallénges Over the Long Term,” October 5, 2010, latsg at
http://econ-www.mit.edu/files/6341




tax reform should be that it raises enough revéaadow for a more balanced approach to deficit
reduction. While there is widespread acceptandbeoheed for shared sacrifice and a widespread
expectation that spending cuts will play an impatrtale in deficit reduction, putting revenues ba t
table as well would make it possible to put theefatibudget on a sustainable path without breal@rsic

commitments to the elderly, the disabled, low-inearhildren, and other vulnerable Americans.

Optionsfor Revenue-Raising Tax Reform

This committee has heard a great deal in receeksvabout opportunities to reform the tax code
and raise revenue by eliminating or redesigningetependitures. | share the view articulated byynan
other witnesses that cleaning up the tax base dt@ué major component of tax reform and has the
potential to contribute to deficit reduction whdienultaneously improving the efficiency and fairnes$
the tax system.

I would like to focus my testimony, however, oe tiole that changes in high-income marginal
tax rates can play in an equitable approach togfiorm and deficit reduction. No one is propoding
close the nation’s projected budget gaps entimglgven largely, by raising top income tax rates.
However, many people reasonably believe thatgim Iof the dramatic and growing disparities in the
resources available to high- versus lower-incomslfas, high-income Americans can better afford a
modest increase in their tax burdens than low-raiadile-income Americans or the elderly can afford
severe program cuts. For example, if top mardgimame tax rates were restored to the levels of the
1990s, and the tax rates on capital gains andetidigl were returned partway to their 1990s levals (a
proposed in the President’s budget), the top lgmeraf households would still enjoy after-tax ina@sm
averaging well over $1.2 million, more than $900,0@gher than in 1979 and more than $650,000 higher
than in 1990. But this change would raise aboGtt§iBion per year, according to CBO/Joint Commeétte
on Taxation estimates. It seems reasonable anthklguthat any deficit reduction package that deks
sacrifices from middle-income families also makmealemands on the most fortunate.

Some have suggested that raising income tax oatbégyh earners above their current levels just
won't work, or would be counterproductive. Thewargent is that higher rates either will not raisecmu
revenue or will so damage the economy that low-raitttile-income Americans would actually be worse
off than if they had borne the brunt of deficit uetlon measures directly. If true, this would feew
unfortunate, since it would leave policymakers withoption except to concentrate most or all of the
burden of deficit reduction on low- and middle-ine® families. Fortunately, however, increasing tax
rates on top earners would raise significant regdimuline with what the Joint Committee on Taxatio

projects) and would have at most modest effecthemconomy.



One way to see this is simply to consider the B&pee of the 1990s. If raising tax rates were as
harmful to the economy and revenue growth as haetimes been claimed, then one would expect to
see some sign of this in the historical data. elad} the data show that real federal income taermess
grew by 6 percent per year during the 1990s busiogde (during which tax rates were increased), as
compared to 2 percent per year during the 1980sarghly O percent per year during the 2000s
(decades in which top tax rates were ¢UtMeanwhile, GDP growth over the 1990s businesteoyas
about the same as during the 1980s and somewbagstrthan in the 2000s. The real incomes ofdpe t
1 percent also grew a bit faster (7 percent per)ykaing the 1990s as during the 1980s (5 pengent
year) or the 2000s (3 percent per year). Thisasopposite of what one would expect to see if tax
increases on high-income households led to largpsdn their pre-tax incomes.

The same basic conclusion about tax rates, regeaund the economy emerges from economic
research that estimates how much high-income taxpagduce their incomes in response to changes in
income tax rates. The modern work in this areachvtakes into account underlying trends in the@me
distribution, finds fairly modest responses toates:’ Moreover, the responses economists have
measuredre generally in line with what the Joint Committee on Taxation assumes about the
responsiveness of income to tax rates. Thatés)oimt Tax Committee’s estimate that increasipg to
rates would raise substantial revenue is a bastastafter taking into account plausible estimates of the
extent to which high-income taxpayers reduce tasiable incomes in response to tax incre&ses.

Economists have estimated not just how much highrme taxpayers reduce their incomes in
response to tax changes but also in what waysdbeyp. Typically, when people worry about the effe
of upper-income tax rates on GDP and on lower-irebauseholds, they worry that higher tax rates will
lead high-income people to work less. Howeveargd body of evidence finds that labor supply (the
amount people work) — including the labor suppligh earners — is at most very modestly responsive

to tax rates? Instead, the main way that high-income taxpayespand to taxes is by shifting their

9While some have suggested that strong revenuetigmwving the 1990s was due to the 1997 capitalsyaix cut,
individual income tax revenues also grew more gdiétween 1990 and 1997 than during the 19809002

M For a survey, see Emmanuel Saez, Joel SlemrodSethdGiertz, “The Elasticity of Taxable IncomewRespect
to Marginal Tax Rates: A Critical ReviewJburnal of Economic Literature, forthcoming, available at
http://elsa.berkeley.edu/~saez/saez-slemrod-gtektfinal.pdf

2 More technically, Joint Tax assumes an “elastioftyaxable income” (a term for the responsiverasacome to
tax rates) of between 0.2 and 0.3. This is inréimge of the consensus estimates from the econditeicgure, once
one accounts for the fact that some of the incdraedisappears from the personal income tax base mimt
disappear from the tax base altogether. For exaraptae of it is sheltered in corporations and toeestaxed by
the corporate tax, while some is shifted into defgércompensation and taxed in later years.

3 saez, Slemrod, and Giertz summarize: “With soniabie exceptions, the profession has settled aiuvor
this elasticity [the labor supply response to tbes] close to zero for prime-age males.” Forewig on high
earners specifically, see Jeffrey Liebman and EnuelbBaez, “Earnings Responses to Increases in IPages,”
2006. In addition, Jon Gruber and Emmanuel Saee faund that that “broad income” — income before



income into forms that are taxed less heavily drtaxed at all. For example, they may decide ke ta
more of their income in the form of deferred congadion (thus deferring taxes), shelter more income
corporations (if the top corporate rate is beloertibp individual rate), or claim more income tax
deductions.

These non-labor supply responses are inefficeamd,they reduce revenues, which is why they
are taken into account in the Joint Committee oxalian estimates. But the fact that most of the
response of top incomes to tax rates comes froravaxdance behaviors rather than reductions inrlabo
supply is important, for two reasons.

First, it means that if the tax code were reforrteedrovide fewer opportunities for income
shifting and tax avoidance, high incomes would beEdess responsive to tax rates, and raising tas ra
would have lower efficiency costs while raising moevenue. (One study found that this is exachgtw
happened after the passage of the 1986 Tax Refotrif)A

Second, income shifting and tax avoidance geryedalhot reduce GDP or economic growth,
and it is unlikely that they impose economic castanyone but the high-income taxpayers themselves.
As noted above, the most common argument agaiisgigdax rates at the top is that such increhsgts
other, non-high-income taxpayers. While there are at least some theories undechwdireduction in the
labor supply of high earners could hurt middle- bowder-income people, it is much more difficult to
come up with any theory for why high-income taxgayshifting more of their earnings into lower-taxed
forms would reduce earnings for middle- or lowezeme individuals.

The bottom line is that raising taxes on high eesmoes raise significant revenue and imposes
only modest efficiency costs. There is no plagsdase to be made that middle- and low-income
households would be better off bearing more ofcttets of deficit reduction rather than sharing ¢hes

costs with high-income households.
The Importance of the Earned Income Tax Credit and Refundable Child Tax Credit
Finally, I would like to discuss two provisionstbie tax code that represent a success story in

using the tax system to lean against the trendrbwsing inequality and wage stagnation, reduce

hardship among families with children, and promeante reward work. The Earned Income Tax Credit

exemptions and deductions — is only modestly resiperto tax rates, even among high earners. Tdporse of
“broad income” should be closer to — but still krghan — the true labor supply elasticity. SeeQouber and
Emmanuel Saez, “The Elasticity of Taxable IncomédEnce and Implications,Journal of Public Economics,
2002.

14 Wojciech Kopczuk, “Tax Bases, Tax Rates, and tlastigity of Reported Income,Journal of Public Economics,
2005.



(EITC) was created in 1975 and was subsequentigredgr under presidents and Congresses of both
parties. It increases the returns to work for lage workers with children by supplementing their
earnings and offsetting their payroll tax burdeng the tax burdens imposed by typically regressiate
and local tax systems. Since 2001, many low- aodarate-income families have also benefited from
the Child Tax Credit, which provides a tax benefi$1,000 per child to middle- and upper-middle-
income households and which was made partiallyndgble so that low-income working parents could
benefit from it as well. Reforms to the Child T@redit enacted in 2008 and 2009 addressed thegmnobl
that millions of children in low-income working falmes (including, for example, the child of a fuine
minimum wage worker) were not eligible for the fatedit, while maintaining the rule that only pasen
with meaningful work income can benefit. (In aduht recent improvements to the EITC reduced
marriage penalties and provided some additionétasse to families with three or more children.)

As | believe you have heard from other witnessagtent weeks, for many tax credits and
deductions, we either have little evidence on wiaethey are achieving their goals, or we have exade
that they are ineffective or counterproductive.cémtrast, study after study has found that theCEIT
raises the labor force participation rate of singlhers. Studies of the EITC expansions of tt&0%9
and 1990s, for example, find that these increasdei EITC raised the labor force participatiore rat
single mothers by 7 percentage points or moregaprivalently, that they induced more than half a
million people to enter the labor forteIn addition, a study by two economists at thedfaldReserve
Bank of Chicago found that many families use tE#irC payments to help with vehicle purchases or
other transportation expenses that are necesgatiyeim to maintain employment or get a better'fob.
The creation of the refundable CTC, which is algailable only to families with earnings, has
complimented and strengthened the EITC’s pro-wdfeces.

The EITC and refundable CTC are also well-targetedi effective at achieving the goals of
reducing child poverty and alleviating hardship lfm-income families with children. Together, the
EITC and the refundable Child Tax Credit now lif2 million people out of poverty, including 4 mdh

children” The recent reforms to the CTC and EITC are thamaseaesponsible for lifting 1.5 million

15 See for example Eissa and Liebman, “Labor Supplspnse to the Earned Income Tax Cre@itjarterly
Journal of Economics, 1996; V. Joseph Hotz, Charles H. Mullin, and J&lanl Scholz, “Examining the Effect of
the Earned Income Tax Credit on the Labor Marketi¢tpation of Families on Welfare,” 2006; and BeuD.
Meyer and Dan T. Rosenbaum, “Welfare, the Earnedrire Tax Credit, and the Labor Supply of Single hdos,”
Quarterly Journal of Economics, 2001.

6 Andrew Goodman-Bacon and Leslie McGranahan, “HawEDTC Recipients Spend Their Refunds?” Federal
Reserve Bank of Chicago, 2008.

7 Arloc Sherman, “Despite Deep Recession and Higérbjsioyment, Government Efforts — Including the
Recovery Act — Prevented Poverty From Rising in®ew Census Data Show,” Center on Budget anayPoli
Priorities, January 5, 201http://www.cbpp.org/files/1-5-11pov.pdf




people out of poverty. Moreover, surveys find tie EITC plays a crucial role in helping working
families make ends meet and avoid hardship, allgwhiem to pay bills and cover basic expenses like
rent, utilities, and foo The EITC has also helped compensate for therdeglieal value of the
minimum wage.

Recently, some have expressed concerns abowdhthét the EITC and CTC eliminate income
tax liability for many low- and moderate-income fées with children. In particular, many have dta
Tax Policy Center estimate that 47 percent of Aoaars owed no income tax in 2009; perhaps 35-40
percent would owe no income taxes in a more typreah-recession year (and without the now-expired
Making Work Pay Credit and partial income tax ex#éompfor unemployment insurance benefits).

The “47 percent” figure is often cited as if it meself-evidently problematic, but this is not the
case. What matters is the overall fairness ofiital system, not a headcount of how many peogje p
one particular federal tax. In the U.S. today,hage a broad-based payroll tax, regressive feéacate
taxes, and individual and corporate income taxatdte quite progressive. When all federal taxes a
taken into account, CBO finds that even the loviestme fifth of households pay 4 percent of their
incomes in federal taxes, while the second-lowsirne group pays 11 percent of its income in fddera
taxes. In addition, state and local tax systeragyguically regressive and often impose significant
additional tax burdens on low- and moderate-inctanglies. There is nothing obviously wrong with
havingone component of the overall tax system that is paig by better-off households.

Some have suggested that the problem with peaplewing income taxes is that they lack a
“stake in the system,” perhaps meaning that thely dastake in making sure government operates
efficiently and effectively. In thinking throughis argument, it may be helpful to think about wiyaes
of people end up owing no income taxes and whetikeereally think any of these groups lack a “stake i

the system” or should pay substantially more ire$ax

* Many of the people who owe no federal income taxesither elderly, students, or individuals
with incomes lower than the standard deductiongerdonal exemption ($9,500 for an
individual). In other words, many of the peopleordwe no federal income taxes would owe no
income taxes evenithout the EITC and CTC, and the only way to make theyipeome taxes
would be to either raise taxes on Social Secusgtyefiits or cut the standard deduction or personal

exemption, the sum of which is already below ttdefal poverty line for an individual.

18 Timothy M. Smeeding, Katherin Ross Phillips, anitidel O’Connor, “The EITC: Expectation, Knowledge,
Use, and Economic and Social MobilitjNational Tax Journal, 2000.

19 Roberton Williams, “Why Nearly Half of Americang?No Income Tax,Tax Notes, June 7, 2010,
http://www.taxpolicycenter.org/UploadedPDF/4121G&lidral_income_tax.pdf




» Another large group of people owing no income taxlaw-income working families with
children who benefit from the EITC and refundablel€Tax Credit. As noted above, for many
families (including, for example, a parent of twonking full-time at the minimum wage), the
EITC and CTC make the difference between povertymng able to provide necessities for

their children, and they also boost the incentovevork for people with limited earning potential.

» The third major group of households not owing inediaxes are moderate-income working
families (families with incomes between 100 percand a little over 200 percent of the poverty
line) who are in the EITC “phaseout” range butvidrom the EITC still defrays income taxes and
provides some assistance. These households, marjab receive fairly small refundable
credits, are somewhat better off but hardly coratug, and many of these moderate-income
households pay substantial state and local tazesel as payroll taxes. Moreover, if we wanted
to raise the share of moderate-income familiesrgayyicome taxes and target the EITC more
narrowly to the very lowest-income families withldhen, we would have to phase out the EITC
at higher rates. This would be equivalent to ngisnarginal tax rates substantially for workers

just a little above the poverty line.

It is also worth noting that many people in altleése groups pay income taxes at other points in
their lives, just not in a particular year. Foapwle, the large increase in the share of houssimaid
paying income taxes in 2009 and 2010 was due intpahne recession and the fact that the incoméstax
designed to automatically cushion the blow in bedrg. Similarly, even in more normal economic §ime
EITC recipients often receive the credit duringwa hard years or when their children are youngthed
end up paying substantial positive income taxedhadr points in their lives. For these workersg, th
income tax operates just like any other socialriasce program (such as unemployment insurance),
collecting premiums in good years and providingstgsce in bad.

In light of the EITC and refundable CTC’s success@suld urge that tax reform not only
preserve these credits - including the importafarnes enacted in 2008 and 2009 - but strengthan.the
In particular, amidst all the discussion of lowénee workers who do not owe income taxes, it is éasy
lose sight of a group of workers that, now thatMeking Work Pay Credit has expired, will again imeg
owing positive income tax before their earningsresgach the poverty line. The maximum EITC for
workers without dependent children is only $464; ¢hildless workers’ credit is not generous endogh
eliminate income tax liability for workers at theverty line, nor is it large enough to provide maéta

work support or work incentive. Improving the dhilss workers’ EITC could build on the successef t
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EITC for families with children by enhancing worcentives for low-wage workers without children,
especially for less-educated men (a group whos® Faloce participation rates have declined in récen

decades). It would also help reduce hardship artfuiagery low-income group.
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