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Overview

- Some History
- Taking Stock
+ Why We Are Where We Are



A Modest Beginning . . .

- 1913: 16th Amendment and the Income Tax

= Less than 1% of population subject to income tax

- Accomplished solely through $3,000 exclusion
($57,000 in 2004 dollars) for singles and $4,000

exclusion ($76,000 in 2004 dollars) for married
couples

- Rates: From 1% to 7% (on incomes above
$500,000) ($9.6 million in 2004 dollars)



From A Modest Beginning . . .

= 1916: the Death Tax

» From 1% on estates above $50,000 ($870,000 in
2004 dollars) to . . ..

.~ 10% on estates above $5,000,000 ($87,000,000 in
2004 dollars)



To Funding a War, ...

» WW I and its aftermath (1917 — 1924)

- Significant temporary rate increases (15% =2 67%
= 77% ... and back to 25% by 1925)

A sea change (so to speak):

» Excise taxes and tariffs fall from 80% of federal
revenue in 1914 to about 30% in 1924

- Deductions for home mortgage (and other)

interest, charitable contributions, and state and

local taxes; capital gains preference;

exemptions for children



. And Fueling a Depression

- 1929 - 1936

- Old School: raise taxes in a depression to provide
revenue for the government (from 24 % top rate
in 1929 to 63% by 1932 and 79% by 1936)



FDR and the New Deal:

Laying a Foundation

+~ 1934: Social Security
2% payroll tax on first $3,000 of wages ($42,000 in 2004
dollars)
Today: 12.4% on first $90,000 of wages

- Covered only industrial/commercial workers
» Today: covers more than 95% of all workers

~ Normal Retirement Age (NRA) of 65 in era where life
expectancy was 62

~ Today: NRA heading to 67; life expectancy well over 75
Wages and benefits not indexed

~ Today: pre-retirement wages indexed by Average Wage
Index (since 1940); post-retirement benefits indexed by
CPI (since 1972)

Payroll tax withholding REEE



The New Deal:

From Class Tax to Mass Tax

1942 - 1944: From Class Tax to Mass Tax

Reduce personal exemptions to the point where percentage
of the population subject to income tax increases from
about 5% 1n 1939 to almost 75% by the end of the war

- Top marginal rates between 88% and 94% on incomes
above $200,000 ($2,200,000 in 2004 dollars)

»  Marginal rates of between 78% and 94% in 1944 on
incomes between $50,000 and $200,000 ($540,000 to
$2,200,000 in 2004 dollars)

Only 0.1% of families made over $50,000

-~ Wage withholding (built on the infrastructure of
Social Security payroll tax withholding)






An Accident of History

- WW II Wage and Price Controls

IRS issued a ruling providing an excepuon to taxation of
employer—sponsored health insurance in 1920 and had
concluded that employer contributions to retirement plans
taxed only when retirement income distributed by 1921

» Following IRS lead, NLRB ignored employer-sponsored
health insurance and retirement plans for wage and price
control purposes

»> Andasaresult...:

Workers covered by employer-provided health
insurance increases from 9% in 1940 to 50% in 1950

- Workers covered by employer pension plans increases
from 15% 1n 1940 to 41% by 1960



After the War: The Government,

and the Tax System, Transformed

. Federal Expenditures as a Share ot GDP
~ Before WWII: less than 5% of GDP
» Since WWIL: a stable 17-22% of GDP

~ By 2040: entitlements, national defense, homeland security
and interest — 28% of GDP

- Federal Tax Revenues as a Share of GDP

~ Before WWII: less than 5% of GDP
+  Since WW II: a stable 17-21% of GDP
» By 2040: 7777

» From Class Tax to Mass Tax
- Before WWII: about 6% pay income taxes
=~ Since WWII: about 70% pay income taxes



Birth of the Modern Era

- The Kennedy Vision

.- Considering the tax law’s impact on economic
behavior as well as its role in funding government

- Reduce individual tax rates (top rate from 91% to
70% on incomes over $200,000 ($1.1 million in
2004 dollars))

Reduce corporate rates (top rate from 52% to 48%)
Investment tax credit

Reduce depreciation lives from 19 to 12 years
Keogh retirement plans for the self-employed

» Taxing (some) worldwide income currently






Birth of the Modern Era:

A First Run at ““Tax Reform”

+ The Tax Reform Act of 1969

» The first legislation dubbed “tax reform’ rather
than a “revenue act”

- Backing off JFK’s focus on capital investment
Repeal of 7% investment tax credit
~  Limit real estate depreciation write-offs

+ Conceiving the AMT: 10% minimum tax on
individuals and corporations on certain tax-favored
income items above $30,000 ($155,000 in 2004
dollars)

Increased tax on capital gains when taxed under the
minimum tax



Birth of the Modern Era:

The Virtue of Work

- The virtue of work

-~ Milton Friedman, President Nixon, the impact of
marginal tax rates, and the Earned Income Tax Credit

(EITC) (1975)

- Retundable credits for low-income workers promote and
reward work

Interaction of welfare and the income tax create
confiscatory marginal rates

= EITC 1s now the largest federally funded means-tested
cash assistance program in the United States

The percentage of workers/taxpayers with income tax
liability has declined from about 75% - 80% in the early
1980s to about 60% today, thanks to the EITC, child

credits, and similar provisions s
15



Birth of the Modern Era:

The Virtue of Thrift

- ERISA, Individual Retirement Accounts
(IRAs) and 401(k) Plans (1974)

+ In 1975, about 70% of active retirement plan
participants were in Defined Benefit Plans

- By 1998, about 70% of active retirement plan
participants were in Defined Contribution Plans






Birth of the Modern Era:

Learning from Language

- 1967-68: Treasury Department develops
concept of “tax expenditure” and produces
tirst draft of a tax expenditure budget (but not
included 1in the President’s budget)

+ 1974: Congress passes bill requiring
reporting of “tax expenditures””

- Between 1967 and 1982, tax expenditures as
a percentage of income tax receipts increased
from approx. 38% to approx. 74%

* Static estimates of tax benefits utilized by taxpayers.



Birth of the Modern Era

- Inflation Feedstock:

- Between 1961 and 1970, prices increased by 30% and
average annual rate of inflation was 2.9%

=~ Between 1971 and 1980, prices increased by 103% and
average annual rate of inflation was 8.2%

Between 1960 and 1981, the average income tax rate
for median family of four increases from about 8% to
12%, while the average combined rate (including Social

Security and FICA) increases from 10% to more than
18%

» Built-1n revenue increases fund the growth of
government outlays and periodic tax “cuts”

19772: Social Security benefits are indexed






The Modern Era:

The Reagan Reforms

-~ Reduction in top individual marginal rates:

» JFK went from 90% to 70%; Reagan goes from 70%
to 50%

«~ Accelerated Cost Recovery System (ACRS)

~JFK cut average depreciable life of manufacturing
assets from 19 to 12 years; Reagan goes to 15 years for
buildings and 3 or 5 years for most forms of equipment

- Curbing inflation feedstock:

- Individual income tax brackets indexed for
inflation in 1981

- Standard deduction, personal exemption indexed

In 1985



Scaling Back: The Primacy

of Marginal Rates

- A First Modern Response to Deficits
= The Reagan Tax Increases: 1982 & 1984

- Protecting low rates
~ Raising revenue in the capillaries



