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A number of recent proposals would raise individ-
ual income tax rates for the 1 or 2 percent of
Americans with the highest incomes. Proponents
argue that these proposals will generate signifi-
cant revenue from those who can best afford to
pay more while sparing 98 percent of the popula-
tion any burden. Economic analysis, however,
shows that rate increases at the top are likely to
impose significantly greater economic harm than
other tax increases, with much of the harm falling
on those who are not in the top income groups.    

High-income Americans already bear a surpris-
ingly large share of the nation’s tax burden. More-
over, raising additional revenue from this group
would require steep increases in marginal tax rates,
which pose large economic distortions relative 
to revenue raised. Economic models of optimal
income taxation indicate that these distortions
may make rate increases at high income levels
undesirable, even if the government puts a strong
emphasis on transferring income to the poor. The
conclusion is dramatically strengthened by consid-
ering the impact of such rate increases on capital
formation, an effect not included in these models.
By reducing the capital stock, rate increases at the
top drive down wages, imposing costs on workers
at all income levels. 

Proposals to Raise Marginal Rates at
the Top

Under current law, a married couple with taxable
income in the top income tax bracket (above
$349,700 in 2007) pays an income tax of $94,601
plus 35 percent of the excess of their taxable
income over $349,700. Under this formula, 35
percent is the couple’s marginal tax rate, the frac-
tion of each additional dollar that is absorbed by
tax. The couple’s average tax rate, the fraction of
total taxable income absorbed by tax, is lower
because the first $349,700 falls into lower tax
brackets. In addition, qualified dividends and
long-term capital gains are subject to a maximum
tax rate of 15 percent.

After the 2001 and 2003 tax cuts expire at
the end of 2010, the top marginal rate will rise to
39.6 percent. The maximum tax rate on qualified
dividends will jump to that same level, while the
maximum tax rate on long-term capital gains will
rise to 20 percent.

Proposals to raise marginal rates at high income
levels are drawing greater interest. House Speaker
Nancy Pelosi (D-Calif.) said on January 7, 2007,
that repealing the 2001 and 2003 tax cuts for
those with incomes above $500,000 was “not off
the table,” although it was “not a first resort.”1

On March 22, thirty-eight senators voted for a
non-binding amendment to the fiscal 2008 budget
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resolution that envisioned raising the marginal tax rate
from 35 to 39.6 percent on taxable income in excess of
$1 million. The major Democratic presidential candi-
dates for 2008 have urged that the 2001 and 2003 tax
cuts be allowed to expire at the end of 2010 for higher-
income taxpayers: John Edwards and Hillary Clinton refer
to those with incomes above $200,000, Barack Obama
refers to those with incomes above $250,000, and Joseph
Biden refers to the top 1 percent.2 The Washington Post
has endorsed a 5-percentage-point increase in the rate
paid by the top 1 percent of the population.3

One initiative has received significant publicity, and
a variant of it may soon be voted on in Congress: the
Urban-Brookings Tax Policy Center has proposed impos-
ing a 4-percentage-point surtax on adjusted gross income
above $200,000 for couples ($100,000 for singles) to
finance the repeal of the individual alternative mini-
mum tax (AMT).4 The New York Times endorsed this
proposal.5 Democratic members of the House Ways and
Means Committee are reportedly considering a variant
of this proposal that would retain the AMT for high-
income households and that would apply a 4.3-percent-
age-point surtax to incomes above $500,000. This
proposal may reach the floor of the House in July.6

These various proposals refer to different income
groups. It is also unclear in some cases whether references
are to taxable income or total income and whether the
income thresholds apply to married couples or to single
taxpayers. Even the broadest proposals, though, seem to
apply to little more than 2 percent of the population. 
In 2004, for example, tax returns with adjusted gross
income in excess of $200,000 accounted for 2.3 percent
of all returns.7 Tax returns in the 35 percent bracket
accounted for 0.8 percent of all returns.8 Also, for 2004,
the Congressional Budget Office (CBO), which adjusts
incomes based on household size, defined the top 1 per-
cent to include one-person households with total
incomes above $266,800 and four-person households
with incomes above $533,600.9

Wealthy Already Bear Large Share of the
Tax Burden

To begin, it is worth noting that high-income groups
already pay a large share of the federal tax burden. For
2004, the CBO found that the top 1 percent of all tax-
payers paid 37 percent of all individual income taxes.
The CBO also found that the top 1 percent bore a stag-
gering 59 percent of the corporate income tax burden

(under the assumption that the burden takes the form of
lower capital income for individuals). To be sure, this
group paid only 4 percent of payroll and other social
insurance taxes and only 5 percent of excise taxes. Com-
bining all of these taxes, though, the top 1 percent still
bore 25 percent of the federal tax burden. It is not
widely recognized that one-quarter of the costs of federal
services—such as Social Security, Medicare, national
defense, and the FBI—are paid by a mere 1 percent of
the population.10

Figure 1 illustrates the CBO data on the various
income groups’ share of the federal tax burden. As
shown, the next highest 4 percent of the population
bore another 16 percent of the tax burden. In contrast,
the lowest quintile (the 20 percent of households with
the lowest incomes) bore less than 1 percent of the tax
burden, and the next quintile bore less than 5 percent. 

The 25 percent tax share for the top 1 percent in
2004 was the highest value in recent history, except for a
slightly higher ratio in 2000. The rise in the tax share of
the top 1 percent partly reflected growth in their share
of income. Their share of the federal tax burden never-
theless exceeded their share of national income: they
had 16 percent of before-tax income in 2004, but paid
25 percent of the taxes. 
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FIGURE 1
SHARES OF FEDERAL TAX LIABILITIES, 

2004

SOURCE: Congressional Budget Office, Historical Effective Federal Tax
Rates: 1979 to 2004, December 2006. 
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Large Marginal-Rate Increases Needed to
Raise More Money from the Wealthy

Of course, one still might think that this group could
afford to pay more. Even after bearing such a large share
of the tax burden, the top 1 percent still retained 14 per-
cent of national after-tax income in 2004. Their average
household income was $1,260,000 before tax and
$868,000 after tax. 

Nevertheless, raising significant amounts of revenue
from this group would require large hikes in marginal tax
rates. Consider the task of raising an additional $1 tril-
lion over fiscal years 2008 through 2017, which would
cover the costs of AMT repeal or reform, with some
extra money for other priorities. That would be an
increase of only 3 percent over the $34.5 trillion rev-
enue projected under current law.11

Extrapolating from CBO estimates
for smaller rate increases indicates that
this money could be raised with an
across-the-board rate increase of 2.2 per-
centage points. But if the increase
applied solely to taxable incomes above
$1 million ($500,000 for singles), mar-
ginal rates would need to rise 22 per-
centage points from their current 35
percent, to 57 percent. If the net were
widened to include everyone in the top
bracket (couples with taxable incomes
above $349,700), the necessary increase
would be 13 percentage points, from 35
to 48 percent. Even if the rate increase also applied to
the next highest bracket (couples with taxable incomes
above $195,850), the required increase would still be 10
percentage points.12 Such rate increases would put mar-
ginal rates back to levels not seen in decades; the top
rate has been below 40 percent since 1987.  

The surtax on adjusted gross income proposed by the
Urban-Brookings Tax Policy Center raises more revenue.
Because the surtax applies to adjusted gross income
rather than to taxable income, itemized deductions—
including charitable contributions, state and local taxes,
and mortgage interest—cannot be claimed against the
surtax. Even so, a surtax of roughly 5 percentage points
on incomes above $200,000 ($100,000 for singles) would
be needed to raise $1 trillion. 

Although high-income taxpayers have a large
amount of income, raising significant revenue from them
would still require steep increases in marginal tax rates.

To determine the desirability of such rate increases, it is
necessary to look at the economic effects of raising mar-
ginal tax rates. 

Policy Tradeoff

Economic analyses of tax policy usually make two key
assumptions. First, they assume that policymakers attach
a lower value to a dollar in the hands of a high-income
person than to a dollar in the hands of a low-income
person, because the former has less need or greater abil-
ity to pay. This assumption clearly provides support for
raising rates at the top. Second, they assume that indi-
viduals can alter their taxable income in response to
incentives. This assumption is certainly warranted.
Indeed, under the current U.S. income tax system, tax-

payers can respond in a number of ways
to lower their taxable income. In addi-
tion to working less, they can shift their
earnings into tax-free fringe benefits
and spend more of their earnings on tax-
deductible items. 

The fact that taxpayers can alter
their taxable income implies that
income taxation is distortionary; it
imposes an economic burden above and
beyond the actual tax payments. For
example, suppose that a taxpayer would
earn $1,000 of income if his tax liability
did not depend upon his income, but,
when told that 40 percent of his income

will be taxed, decides to earn only $800.13 The sacrifices
that would be required to earn the last $200 were worth
making when he kept the full $200, but are not worth
making when he keeps only $120 of the extra income.  

The revenue raised by the tax is $320 (40 percent of
$800), but this tax payment is not the taxpayer’s only
loss. The taxpayer also bypasses the opportunity to earn
the additional $200. If the sacrifices required to earn the
$200 would, for example, have been worth making for
$160, then the taxpayer has a $40 loss in addition to the
$320 tax payment. That $40 loss reflects the distortion
inflicted by the tax.  

This distortion depends upon the marginal tax rate,
the fraction of each additional dollar of income that is
absorbed by tax. When a taxpayer with an income of
$500,000 considers whether to earn an additional dollar,
the relevant factor is the 35 percent of that dollar that
will go toward taxes. The fact that the taxpayer pays
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$94,601 rather than some other amount on the first
$349,700 is not relevant because that tax liability will
not be changed by earning an additional dollar.  

Economic analysis indicates that the best taxes are
those paid by people who can best afford to pay and those
that involve little distortion per dollar of revenue. Unfor-
tunately, there is usually a tradeoff between these criteria.
On the one hand, rate increases at the top fall on those
with the greatest ability to pay. On the other hand, they
turn out to have large distortions per dollar of revenue.  

To see this last point, consider a 1-percentage-point
rate increase in the top tax bracket, from 35 to 36 per-
cent. This increases the disincentives for all of the
affected taxpayers by 1 percentage point, yet the revenue
it raises is less than 1 percent of the affected taxpayers’
incomes. For the $500,000 couple, for example, the 
1-percentage-point tax increase applies to only the last
$150,300 of income, the portion that falls into the top
bracket; the tax on the first $349,700 is unchanged at
$94,601. Because the disincentive effects depend upon
the marginal tax rate, though, they are
as severe as if the couple had to pay an
extra 1 percent on all of its income.
(But with one caveat: the rate increase
will not cause the taxpayer to reduce his
income below $349,700, since the disin-
centive then disappears). As a result,
the ratio of distortion to revenue can be
very high.  

For example, suppose that the 
1-percentage-point disincentive causes
the couple to earn 0.8 percent less
income, so that their taxable income
falls to $496,000. The tax increase
would then generate a revenue gain of
only $63, as the reduction in taxable income largely off-
sets the direct effect of the rate increase. Yet, the tax
increase imposes a burden of approximately $1,483 on
the couple. The distortion from this tax increase is about
$1,420, reflecting the losses to the couple and the gov-
ernment when the couple forgoes the opportunity to
earn the additional income.14 The distortion-to-revenue
ratio is extremely high in this case, since the revenue
gain is so small.

Of course, the distortion-to-revenue ratio would be
lower for a household further above the $397,500 thresh-
old, such as one with a $10 million income. In that case,
the rate increase would apply to a larger fraction of the
household’s income and therefore raise more revenue. 

In contrast, suppose that the bottom bracket, which
applies to taxable incomes between zero and $15,650, is
increased by 1 percentage point, from 10 to 11 percent.
For the taxpayers in that bracket, there is a 1-percentage-
point increase in disincentives, and each of those tax-
payers pays 1 percent of their income in tax. At the same
time, each taxpayer in a higher bracket also pays an
additional $156.50 in tax because the first $15,650 of
income is now taxed at 11 rather than 10 percent. These
higher-bracket taxpayers do not, however, face any addi-
tional disincentives because there has been no change in
their marginal tax rates. For example, those in the top
bracket face an unchanged 35 percent disincentive, but
each of them pays $94,757.50 rather than $94,601 on
their first $349,700 of income.

Searching for the Best Policy

In view of this tradeoff, what is the best policy? As one
might expect, it depends upon a judgment about how

much more value should be attached to a
dollar for the poor than to a dollar for
the rich. It also relies on a factual con-
clusion about how sensitive taxable
income is to incentives and the extent
and kind of inequality in society, and on
how much revenue the government
wants to raise. In 1971, James A. Mirr-
lees, the 1996 Nobel laureate in eco-
nomics, made the first computations of
the optimal income tax schedule—the
schedule that imposes the least total bur-
den on society—under various assump-
tions about these factors. His work has
spawned a vast literature on optimal

income taxation.
The early studies by Mirrlees and others generally

concluded that rates should be relatively low at the top,
a result that Mirrlees had not expected.15 These
researchers found that the desirable tax schedule either
had marginal tax rates that fell as income rose or had
marginal rates with an inverted U shape, rising as
income moved from low to middle, but falling as
incomes moved from middle to high.

They continued to obtain these results even when
they assumed that the government’s sole goal was to
make the worst-off person in society as well-off as possi-
ble. This maxi-min goal puts maximum weight on help-
ing the poor. Mirrlees and others found that, although
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some taxpayers should then face high marginal tax rates
to finance larger payments to the poor, those at the top
should not. Public finance economist Matti Tuomala, for
example, computed the optimal tax schedule under a
moderate emphasis on helping the poor, and then
recomputed the tax rates under the extreme maxi-min
assumption. Under the first assumption, the marginal tax
rate for the median worker was 37 percent; under the
maxi-min approach, that rate jumped to 70 percent, as
the government raised more money to aid the poor. But
things were much different at the top. Under the first
assumption, the marginal rate for the ninety-ninth-
percentile worker was a modest 23 percent; under maxi-
min, it rose only moderately, to 30 percent.16

Surveying these results, Alan J. Auerbach of the 
University of California–Berkeley and James R. Hines Jr.
of the University of Michigan spelled out the eco-
nomic logic:

The intuition is that high marginal rates at high
levels of income are very inefficient because they
produce so little revenue, while high marginal tax
rates at very low levels of income are inequitable
because they impose burdens on those with very
high social marginal utilities of income. The best
compromise may be to raise marginal tax rates at
middle income levels, where tax obligations are not
imposed on those for whom the burden of higher
taxes is most socially costly but where higher tax
rates still raise considerable revenue.17

More recently, some economists, including Peter A.
Diamond of the Massachusetts Institute of Technology
and Emmanuel Saez, have obtained somewhat different
results.18 They noted that incomes thin out more slowly
at high income levels than previous studies assumed. In
other words, the number of people in each income range
falls more slowly as we move from lower to higher
income ranges. For example, the number of people in
the $1 million to $1.5 million range is not as small rela-
tive to the number in the $500,000 to $1 million range,
as previous authors had assumed.  

When incomes thin out more slowly, high tax rates
may be more desirable. Consider again the example of a
rate increase that applies to income above $349,700.
Recall that the distortion-to-revenue ratio is high for
taxpayers with incomes not far above $349,700, such as
the $500,000 couple previously considered. In contrast,
the distortion-to-revenue ratio is lower for taxpayers

with incomes far above $349,700, such as those at $10
million. When incomes thin out slowly, more of the
people with incomes above $349,700 have incomes far
above that amount, while fewer have incomes barely
above that amount. The overall distortion-to-revenue
ratio is then lower and there is a stronger case for higher
tax rates. 

In his 2001 paper, Saez presented a simple formula for
the tax rate at the highest income levels that depends
upon three key values: the rate at which incomes thin
out at the top, the relative weight put on a dollar going
to people at the highest incomes, and the sensitivity of
taxable income to tax rates.19

In principle, the sensitivity of taxable income to tax
rates can be inferred by observing taxpayers’ behavior. In
practice, this inference is difficult because many other
things that affect taxable income may be changing at the
same time as tax rates. For example, incomes rose for
high-income taxpayers during the 1980s, when marginal
tax rates were lowered at the top, which some interpreted
as evidence that tax rates had powerful effects. But
incomes also rose for high-income taxpayers during the
1990s, when marginal tax rates were raised at the top,
which some interpreted as evidence that tax rates had no
effect. It actually appears that a variety of economic
forces were widening income inequality throughout both
decades, casting doubt on all of these conclusions.

Many economists have examined the responsiveness
of taxable income to tax rates in a statistical framework
that controls for changes in some of the other factors. A
recent study of household data by Saez and Jon Gruber is
particularly useful because they consider federal and state
tax changes throughout the 1980s, and they control for
the widening of the income distribution, although they
note that their results are still imprecise. They estimate
that an increase of 1 percent in the fraction of taxable
income that the taxpayer can keep results in a 0.48 to
0.57 percent increase in taxable income for high-income
taxpayers, representing greater sensitivity than they find
for low- and middle-income taxpayers. Based on this
estimate, Gruber and Saez found that, even if the weight
the government puts on a dollar goes to zero as income
becomes very large, the tax rate at the top should be 49
percent. (The current system is probably close to that
point when state income taxes, excise taxes, and Medi-
care taxes are added to the individual income tax.) Saez
and Gruber note that their estimates “consistently sup-
port” the proposition that behavioral responses are larger
at higher income levels, implying that “redistribution
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should not take place through an increasing pattern of
marginal rates.”20

Of course, given the imprecision of the estimates, it is
hard to pin down exactly what the marginal rate should
be in these models. Moreover, any such endeavor would
be misplaced because these models overlook a critical
feature of the economy.

The Missing Element: Capital Formation

The optimal income tax models share a crucial limita-
tion: because the models ignore the passage of time,
there is no capital accumulation. As Diamond notes,
“There is not a simple route between the Mirrlees model
and policy implications for annual income taxes . . . 
covering both capital and labor income.”21

Although this literature refers to the
optimal income tax, the analysis actually
examines the optimal wage or consump-
tion tax. Its analysis may apply to propos-
als to remove the cap on the Social
Security payroll and self-employment
taxes. (Caution is still warranted,
though, since self-employment taxes
apply to some capital income.) It can-
not, however, be applied to increases in
top income tax rates, particularly when
the proposals also increase the tax rate
on qualified dividends and long-term capital gains.  

The presence of capital income cannot be ignored in
setting tax rates for high-income groups because those
groups receive large amounts of capital income. In 2004,
the top 1 percent received 59 percent of the country’s
capital income, according to the CBO. 

The presence of capital income taxation has two
implications for the setting of marginal tax rates. First,
the long-run sensitivity of the taxable income to tax
rates, and hence the size of the distortions, is higher.
Second, raising marginal tax rates at the top places a
burden on workers at lower income levels, even though
such workers do not make additional tax payments.

The distortion of capital taxation replicates and adds to,
rather than replaces, the distortion that would arise from
taxing labor income. It is sometimes thought that neutral-
ity calls for taxing capital and labor income at the same
rate, or at least that one must balance the distortion from
taxing labor income against the distinct distortion from
taxing capital income. These views are mistaken. When a
worker saves some of his earnings, the capital income tax

is itself a penalty on work because it can be avoided if the
person does not work today and therefore has nothing to
save.22 Also, the distortion from capital taxation com-
pounds throughout the taxpayer’s lifetime: the longer the
interval between the initial saving and the ultimate con-
sumption, the more capital income there is to be taxed.23

These additional distortions are not captured by the
statistical studies that estimate the response of taxable
income to tax rates, such as the study by Gruber and
Saez. These studies estimate the relationship between a
particular year’s tax rate and the taxable income in that
year. The studies inescapably exclude the effect on capi-
tal formation because the process of acquiring addi-
tional capital, and thereby increasing capital income,
takes place over an extended period of time.  

Concerning the second implication, the decline in
capital accumulation drives down wages.
With less capital in the economy, workers
are less productive and their wages fall.
As a result, tax increases at the top no
longer affect only those at the top. Even
if policy gives zero weight to each dollar
going to the top, zero is not the right
value to use in the Saez formula. The
capital tax places a long-run burden on
all workers, even those at the very bot-
tom of the income distribution.24

It is almost impossible to assess the
impact of the savings effects through statistical studies
given the variety of other factors affecting saving. Econ-
omists generally have relied on simulations of models
that assume optimizing behavior. Unfortunately, most
simulations of tax cuts do not address the savings effects.
Some simulations are limited to economic effects during
the first ten years, thus missing the important long-run
impacts. Most simulations do not specifically consider
the tax increases that apply only to the top of the
income distribution.

A prominent exception is the dynamic analysis
released by the Treasury Department in July 2006, which
considered, among other things, the effects of permanently
extending the dividend and capital gains tax reductions.
Extending these cuts has a revenue loss of about 0.2 per-
cent of GDP.25 Under the assumption that the extension
of these tax cuts is financed by deficits during the first six
years and then is financed by an across-the-board increase
in income tax rates, the Treasury estimates that real gross
national product would increase by 0.2 to 0.3 percent in
the long run. The production assumptions in the study
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imply that workers would experience a similar percentage
increase in their wages in the long run.26 Extending the
tax cuts on dividends and capital gains therefore provides
workers a long-run increase in wages that is large relative
to the revenue loss. Conversely, raising these taxes would
impose a large long-run burden on workers.

A potential weakness of such simulations is that they
assume, rather than prove, that saving decisions are made
in a rational optimizing manner. It is difficult to know how
these decisions are actually made. Still, under almost any
assumptions, saving will be reduced by imposing tax penal-
ties on savings that apply to the groups that are doing the
most saving. Even if, for example, each household saves a
stable fraction of its income, with no regard for incentives,
taxes that apply most heavily to those at the highest
incomes would still tend to reduce saving, simply because
the fraction that these households save is higher.

Under income taxation, then, rate increases at the
top are particularly harmful due to the impact on capital
formation. Under consumption taxation, that disadvan-
tage would largely or completely disappear, although the
problems noted earlier would be applicable. Because it is
more economically efficient than income taxation, con-
sumption taxation would actually allow greater scope for
redistribution.27

Difficult Tradeoffs

Proposals to raise marginal income tax rates for the top 
1 or 2 percent have received increasing political atten-
tion. Despite the political attractiveness of these pro-
posals, economic analysis suggests that such marginal rate
increases are inefficient and undesirable ways to raise rev-
enue. By impeding capital formation, such rate increases
impose burdens on workers at all income levels.

This analysis also has implications for the long-run fis-
cal imbalance implied by the projected rapid growth of
Social Security, Medicare, and Medicaid. Since slowing
these programs’ growth would reduce benefits for the
middle class, an easier solution may seem preferable. Why
not let these programs grow unchecked while taxing the
wealthy to cover their costs? Unfortunately, this analysis
reveals that the latter strategy would be economically
harmful and would also impose burdens on the middle
class. Taxing the rich is not a shortcut around the difficult
tradeoffs imposed by the fiscal imbalance. 

AEI research assistant Cindy Soo and AEI editorial associate
Nicole Passan worked with Mr. Viard to edit and produce this Tax
Policy Outlook.
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