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Credit to Heathcote Storesletten Violante (QJE, forthcoming) for the quote.
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TCJA change in top marginal rates

Source: Tax Policy Center.
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TCJA Distributional Table

Source: Tax Policy Center.
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Recent top income tax policy debate

Mr. Johnson had become the first Senate Republican to say
publicly that he could not vote for the Senate’s version of the tax
bill. During the phone call on Wednesday afternoon, Mr. Ryan,
who had campaigned heavily for Mr. Johnson in 2016, posed an
essential question, according to the senator: “What are you
going to need?”

Source: NYTimes.
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Recent top income tax policy debate

What Mr. Johnson needs, he said in an interview from Wisconsin
on Friday, is for the bill to treat more favorably small businesses
and other so-called pass-through entities – businesses whose
profits are distributed to their owners and taxed at rates for
individuals. Such entities, including Mr. Johnson’s family-run
plastics manufacturing business, account for more than half of
the nation’s business income, and the senator says the tax bill
would give an unfair advantage to larger corporations.

“I just have in my heart a real affinity for these owner-operated
pass-throughs,” he said. “We need to make American businesses
competitive – they’re not right now. But in making businesses
competitive, we can’t leave behind the pass-throughs.”

Source: NYTimes.
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Rising Top 0.1% income shares
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Source: Smith, Yagan, Zidar, Zwick (2018).
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Federal US Income tax

US income tax assessed on annual family income (not individual)
[most other OECD countries have shifted to individual assessment]

Sum all cash income sources from family members (both from labor
and capital income sources) = called Adjusted Gross Income (AGI)

Main exclusions: fringe benefits (health insurance, pension
contributions), imputed rent of homeowners, unrealized capital gains
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Federal US Income tax (pre-TCJA)

Taxable income = AGI - personal exemptions - deduction

personal exemptions = $4K * # family members (in 2016)

deduction is max of standard deduction or itemized deductions

Standard deduction is a fixed amount depending on family structure
($12.6K for couple, $6.3K for single in 2016)

Itemized deductions: (a) state and local taxes paid, (b) mortgage
interest payments, (c) charitable giving, various small other items

About 10% of AGI lost through itemized deductions, called tax
expenditures
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Federal US Income tax deductions

Source: Tax Policy Center.
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Federal US Income tax deductions
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Federal US Income tax brackets

Tax T (z) is piecewise linear and continuous function of taxable
income z with constant marginal tax rates (MTR) T ′(z) by brackets

In 2013-2016, 6 brackets with MTR 10%,15%,25%,28%,33%,35%,
39.6% (top bracket for z above $470K), indexed on price inflation

Lower preferential rates (up to a max of 20%) apply to dividends
(since 2003) and realized capital gains [in part to offset double
taxation of corporate profits]

Tax rates change frequently over time. Top MTRs have declined
drastically since 1960s (as in many OECD countries)
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Federal US Income tax schedule (pre-TCJA)

Source: Saez.

Future of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 16 / 130



Federal US Income marginal tax schedule (pre-TCJA)

Source: Saez.
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Federal US top income tax rate

Source: Saez.
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Federal US Income tax deductions

Source: Tax Policy Center.
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State and Local Tax Deduction

Major tax reform proposals, such as the Tax Reform Act of 1986 and
the 2005 President’s Advisory Panel on Federal Tax Reform, often
propose eliminating or reducing the state and local tax deduction
(SALT), which is one of the largest tax expenditures in the U.S. tax
code and was deemed by President Reagan “the most sacred of
cows.”

Tax Cuts and Job Acts 2017 limited this to 10K (after initially
considering a full elimination)

SALT enables taxpayers to deduct state and local income taxes,
which lowers tax liabilities by reducing the amount of taxable income
that is subject to federal income tax.
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State and Local Tax Deduction
2015 data from Tax Policy Center
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State and Local Tax Deduction
2015 data from Tax Policy Center
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State and Local Tax Deduction
2015 data from Tax Policy Center
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State and Local Tax Deduction
2015 data from Tax Policy Center

0 2 4 6 8 10
SALT as % of AGI

Alaska
South Dakota

Wyoming
North Dakota

Tennessee
Nevada
Florida
Texas

Louisiana
Alabama

Washington
New Mexico

Mississippi
West Virginia

Oklahoma
Indiana
Arizona

Arkansas
Kansas

Colorado
Michigan

South Carolina
New Hampshire

Missouri
Idaho

Delaware
Utah
Ohio

North Carolina
Montana

Hawaii
Kentucky

Pennsylvania
Nebraska

Iowa
Georgia

Illinois
Virginia

Maine
Vermont

Wisconsin
Minnesota

Rhode Island
Massachusetts

District of Columbia
Oregon

Maryland
California

Connecticut
New Jersey

New York

Source: TPC 2015 dataFuture of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 24 / 130



State and Local Tax Deduction
2015 data from Tax Policy Center
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Mortgage interest deduction (pre-TCJA)

People who itemize their deductions can deduct interest payments on
the first $1 million of outstanding mortgage loan principal for a
primary or secondary home and on the interest for up to $100,000 of
home equity debt.

Dollars: 7 percent of the benefits go the middle 20 percent of
households, compared to roughly three-quarters that go to the top
quintile.

Participation: 17 percent of those in the middle quintile take the
deduction, compared to about 70 percent in the top quintile.

Source: Tax policy center.
http://www.taxpolicycenter.org/taxvox/gutting-mortgage-interest-deduction
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Mortgage interest deduction (MID)

Source: Tax Policy Center.
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Mortgage interest deduction (MID)

Source: Tax Policy Center.
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Pass-throughs, taxes, and inequality
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Business Entity Types

Source: Cooper et al (TPE, 2016). See section 3.1 of Smith, Yagan, Zidar, Zwick (2018) for an
overview of business entity types and institutional detail
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The Rise of Pass-throughs

Source: Cooper et al (TPE, 2016).
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Pass-throughs and the Top-1% Income share

Source: Cooper et al (TPE, 2016).
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What is the nature of top incomes?

Source: Smith, Yagan, Zidar, Zwick (2018).
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Have passive rentiers replaced the working rich?

Source: Smith, Yagan, Zidar, Zwick (2018).
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Rising top incomes is largely a private biz inc phenomenon

Source: Smith, Yagan, Zidar, Zwick (2018).
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Most top earners own a private business

Source: Smith, Yagan, Zidar, Zwick (2018).
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Private business ownership is concentrated

Source: Cooper et al (TPE, 2016).
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Private business income is very concentrated
Roughly 70% of pass-through income goes to top 1%

Source: Cooper et al (TPE, 2016).
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Industrial composition of S-corporation business income

Source: Smith, Yagan, Zidar, Zwick (2018).
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Recent top income tax reforms

Source: Saez (TPE, 2017).
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Recent top income tax reforms

Source: Saez (TPE, 2017).
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Individual Tax Changes in TCJA

Lowered top rate from 39.6 to 37 (and changed other brackets)

Doubled standard deduction

Eliminated personal exemption

Reduced the AMT

Doubled the child tax credit from $1K to $2K

Limited benefits

Cap SALT at $10K
Lowered cap on MID for new mortgages from $1.1M to $750K

Sets shared responsibility payment to zero, which effectively repeals
the individual mandate in the ACA

Made pass-through changes (see next slide)
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TCJA: Pass-through Provisions

1 Deductions: Same as pertinent “old school” provisions
2 Rate cut:

Allows 20% deduction of qualified business income
Reduces top rate from 37% to 29.6%

3 Phase-out of deduction:
Specified service businesses – health, law, consulting, etc.
Businesses with low wages AND low capital. Cap on the deduction is
greater of (a) 50% of W2 comp or (b) 25% of W2 comp and 2.5% of
purchase of tangible assets
Phase-out begins at $157,500 for individuals, $315,000 for joint filers
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Score of major TCJA Changes for Individuals

Source: Barro and Furman (2018).
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TCJA Changes for Individual Provisions (1/2)

Source: Tax Policy Center.
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TCJA Changes for Individual Provisions (2/2)

Source: Tax Policy Center.
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Future Individual Tax Reform

Some options to raise revenue:

Raising revenue outside of tax expenditures

Raising revenue via limiting specific tax expenditures

Raising revenue via limiting tax expenditures across the board

A new tax on imputed income from wealth?

Changes to capital gains + dividend taxes

Other steps
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How much revenue from raising rates by group?

Source: Lily Batchelder.
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Other options

Source: Lily Batchelder.
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Tax expenditures

Source: Lily Batchelder.
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Tax expenditures by type

Source: Lily Batchelder.
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Capping Tax Expenditures Globally

TCJA limited specific expenditures: e.g., state and local tax,
mortgage interest

Globally capping expenditures may generate less pushback than
cutting individual tax expenditures

Capping the level of tax expenditures
Capping expenditures as a share of income (e.g., Feldstein, Feenberg,
& MacGuineas, 2011)
Capping the marginal tax rate at deductions and exclusions are claimed
(e.g. 24%)

Global caps do less to decrease tax complexity than outright removal
of tax expenditures
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What about a wealth tax?

Source: Emmanuel Saez.Future of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 53 / 130



What about a wealth tax?

Source: Emmanuel Saez.
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What about a wealth tax?

Source: Emmanuel Saez.Future of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 55 / 130



What are some limitations?

Source: Emmanuel Saez.
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Taxing capital gains and dividends

Source: David Kamin.
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Issue with taxing capital gains and dividends

Source: David Kamin.
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Other options

Some other options to raise revenue:

Step up in basis: Either carryover or realization at death.

Mark-to-market (at least for publicly traded).

Realization based system with deferral charge (can be combined with
mark-to-market).
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Progressive income tax distorts consumption-leisure choices

A key question: how much do hours of work (H2 vs H1) increase when tax
schedule becomes flatter?
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How progressive should labor income tax be?

What is the optimal degree of tax progressivity when households economic
outcomes are determined by their initial ability, partially insurable wage
shocks, taste for work, and human capital investment?

Argument in favor of progressivity: missing markets

Social insurance of privately-uninsurable lifecycle shocks
Redistribution with respect to unequal initial conditions

Argument against progressivity: distortions

Labor supply
Human capital investment

Another consideration - fiscal externality

Financing of public good provision

Source: Heathcote Storesletten Violante (QJE, forthcoming)

Future of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 62 / 130



An answer from Heathcote Storesletten Violante

Source: Heathcote Storesletten Violante (QJE, forthcoming)
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Saez and Diamond JEP 2011

Source: Saez and Diamond (JEP, 2011).
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Saez and Diamond JEP 2011

Source: Saez and Diamond (JEP, 2011).Future of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 65 / 130



Saez and Diamond JEP 2011

Source: Saez and Diamond (JEP, 2011).
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Saez and Diamond JEP 2011

Source: Saez and Diamond (JEP, 2011).
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Saez and Diamond JEP 2011

Source: Saez and Diamond (JEP, 2011).
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Basic empirical strategy

Assume:

No income effects on reported income

Immediate and permanent response to tax rates

e constant over time and uniform across individuals at all income levels

Individuals have perfect knowledge of the tax structure and choose zit
after they know z0it exactly

In year t, i individual reports income zit and faces τit = T ′(zit).
Reported income zit = z0it(1− τit)e , where e is ETI and z0it is income
reported when τit = 0 (i.e., potential income)

We can estimate e using

log zit = e log(1− τit) + log z0it

The last equation cannot be identified using OLS if τ is correlated
with income z0it , so need to instrument τit
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Share Analysis
Estimating ETI using 2+ years/periods of data

Assume that no tax change for individuals outside the top groups

Estimate elasticity of reported income around a tax reform episode,
where t0 and t1 are pre- and post-reform years

e =
log st1 − log st0

log(1− τs,t1)− log(1− τs,t0)

st : share of income accruing to the top 1% earners in t

τs,t : income-weighted avg marginal tax rate faced by taxpayers in this
income group in t

Identification assumption: Absent the tax change, the share would
have remained constant from year t0 to t1 (on average)

Using full time series: estimate a time-series regression of the form

log st = e log(1− τs,t) + εt
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Saez (TPE, 2017) “Taxing the Rich More”

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Use a share analysis

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Relate share changes to 2013 tax rate changes

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Shifting

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Shifting

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Shifting

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Shifting

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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A control group?

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Standard share analysis

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Elasticity estimate with shifting

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Shares by income group

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”

Future of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 82 / 130



Elasticity estimate with shifting for top 1% to top 0.1%

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Elasticity estimate with shifting by income group

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Medium-term elasticity

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Income composition

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Which trend?

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Which trend?

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Which trend?

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Which trend?

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Implied elasticity depends on trend

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Implied elasticity depends on trend

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Medium-term elasticity estimates

Source: Saez (TPE, 2017) “Taxing the Rich More: Evidence from the 2013 Tax Increase”
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Medium-term elasticity estimates

These estimates have implications for top rate

τ∗ =
1

1 + ae

When a = 1.5,

If e = .25, then τ∗ = .73

If e = .5, then τ∗ = .57

If e = 1, then τ∗ = .40
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Differences-in-Differences estimation

Let T be the group affected by the tax change (e.g., the top 1%) and
C the control group

Estimate the equation

log zit = α01(Postit) + β01(i ∈ T ) + β11(Postit × 1(i ∈ T )) + εit

Control, pre: 0

Control, post: α0

Difference: α0

Treat, pre: β0

Treat, post: α0 + β0 + β1

Difference: α0 + β1

Difference in difference: β1

Then need to relate β1 to size of tax change to get e
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Summary of empirical evidence of ETI

e Estimation

Feldstein (1995) 1-3 Tabulated diff-in-diff, OLS. The difference
in the % change in taxable income between T and C

is divided by the difference in the % change in the
average net-of-tax-rate between T and C .

Auten and Carroll (1999) 0.55 2SLS, regress change in log AGI between 1985 and 1989
against change in log net-of-tax rate. Instrument for change

in net-of-tax rate by inflating adjusted 1985 incomes by the CPI to
1989 levels and then applying 1989 law to these incomes.

Moffitt and Wilhelm (2000) 0.35-0.97 Moffitt and Wilhelm calculate e using Feldstein’s (1995)
approach, which yields e rom 1.76 to 1.99, and a 2SLS regression
approach, employing alternative instruments for the change in the

net-of-tax rate. Those instruments that are successful yield e ∈ [0.35, 0.97].

Gruber and Saez (2002) 0.17 (broad income 2SLS. Instrument for the change in the net-of-tax rate
of top earners) using an instrument very similar to that used by Auten and Carroll (1999).

They also construct an analogous instrument for capturing the income effect,
the log change in after-tax income assuming that base year income grows at

the same rate as total income.

Kopczuk (2005) 0.12 (no deductions) and Investigates the hypothesis that the ETI is not a structural parameter.
1.06 (deductible-share Includes instrumented changes in marginal tax rates and an interaction

interaction term) term between the change in tax rate and change in tax base.

Giertz (2007) 0.12-0.30, depending Methods of Gruber and Saez (2002) to larger panel data sets of tax returns
on years included from 1979 to 2001. Results vary if using taxable vs. broad income.

Future of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 105 / 130



Explaining empirical findings

No reason to expect a universal parameter:

Kopczuk (2002) argues that the ETI is a function of preferences and
the breadth of the tax base and tax enforcement)

Giertz (2007): elasticity w.r.t. taxable income varies much more by
decade than the elasticity w.r.t. broad income → changing rules for
deductions affects the taxable income elasticity

Methodological issues drive the differences between decades:

Model is unable to adequately control for exogenous income trends →
non-tax-related aspects of income inequality trend could bias ETI
estimates upward when top tax rates fall and downward when they rise

Models fail to capture important types of income shifting, such as the
shifting between the corporate and individual income tax base
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A classic debate

There are two ideas of government. There are those who believe
that if you just legislate to make the well-to-do prosperous, that
their prosperity will leak through on those below. The
Democratic idea has been that if you legislate to make the
masses prosperous their prosperity will find its way up and
through every class that rests upon it.

—William Jennings Bryan (July, 1896)
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Two views

Consequences of changing tax policy for different groups are fiercely
debated

1 Tax changes for high income earners “trickle down” and are the most
effective way to affect prosperity

Higher marginal tax rates for top-income taxpayers lead to large
distortions in labor supply, investment, and hiring, so tax cuts for
top-income taxpayers most effectively increase aggregate economic
activity.

2 Others contend the opposite

Lower-income groups have higher marginal propensities to consume
and disincentives to work from means-tested benefits, so tax cuts for
lower-income groups generate sizable consumption and labor supply
responses, and thereby, more overall activity

Source: Zidar (2018)
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Research Question

Question:

Do tax changes for high-income earners “trickle down?”

Would these effects be larger if the tax changes were less targeted at
the top?

Variation in income tax policy in the U.S. can help us answer these
questions and inform this debate

Source: Zidar (2018)
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Tax changes for each income percentile

Source: Zidar (2018)
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Zidar (2018)

Quantifies the importance of the distribution of tax changes for their
overall impact on economic activity

New data using tax returns from NBER TAXSIM

New variation from federal tax shocks × variation in income
distribution across states
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Federal tax changes by income group

Source: Zidar (2018)
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Geographic variation in top income shares

Source: Zidar (2018)
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Findings

1 The positive relationship between tax cuts and employment growth is
largely driven by tax cuts for lower-income groups

2 The effect of tax cuts for the top 10% on employment growth is small

Holds at both the state and federal level

Not confounded by changes in progressive spending, state trends, prior
economic conditions
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State: employment to population

Source: Zidar (2018)
Future of Fiscal Policy (Econ 593i) Taxing Top Earners Week 4 115 / 130



State: employment

Source: Zidar (2018)
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State: real wage increase ⇒ LS response

Source: Zidar (2018)
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State: consumption effects ⇒ demand response

Source: Zidar (2018)
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Appendix
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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Labor Supply Theory

Source: Saez.
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