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Executive Summary
Standard economics points to the benefits of taxing sales
or consumption rather than income, in terms of the better
incentives to work, save, and invest. Yet, the income tax
persists, championed as it always has been, as a tool for
redistribution. This is damaging not only for the economy
as a whole, but also for the poor. First, the poor are not,
for the most part, permanently poor, so they too would
benefit from the job opportunities created by increased
economic growth. Lower income taxes would benefit
the poor directly through greater incentives to invest in
educational attainment, to earn a living, and to save and
invest for the future. Second, everyone, including those
who are permanently poor because of disabilities, benefit
from economic growth that lowers prices, creates better
products and generates technical and medical breakthroughs. Third, in practice, consumption taxes generally
do not apply to the bare necessities purchased by the poor.
Fourth, even if they did, numerous welfare programs and
private charities exist to reduce or eliminate the cost of
the bare necessities for the poor. In sum, the key to helping the poor is not through a short-term and temporary
redistribution, but through a reduction in the substantial
tax impediments to saving and investing.

Introduction
The U.S. federal individual income tax is 100 years old,
and the federal corporate income tax is 104 years old.
Both were instituted in the progressive era as means of
achieving a more equitable distribution of income. Income taxes have proven to be popular with politicians and
voters ever since, and they are found in most states and
most countries.
However, economists who value economic growth are less
impressed. First of all, income taxes, by definition, punish
the creation of income. The individual income tax is a tax
on wages and a double tax on any return to savings from
those wages. As a result it causes people to save less, investors to invest less, and workers to work less. The corporate
income tax makes matters worse by applying a third layer
of tax on savings directed to corporations, reducing corporate investment. The end result is a system that severely
punishes investment and constrains economic growth.

Second, economic growth benefits everyone, including
the poor, through investment in physical and human
capital, innovation, better and cheaper products, resulting
in more productive workers and better wages. Perhaps the
greatest beneficiaries of all are the unemployed, who gain
the opportunity to earn a living.
At various times, policy officials have recognized the
inherent problems with income taxation and acted to reform the system to mitigate the double taxation of saving
and investment. Unfortunately, the U.S. appears to be losing the competitive battle in this regard, and now stands
as one of the least friendly countries to saving and investment. As a result, the U.S. has one of the lowest rates of
investment in the developed world, and one of the lowest
economic growth rates. This translates into elevated measures of poverty and unemployment.
In sum, the key to helping the poor is not through a shortterm and temporary redistribution, but through a reduction
in the substantial tax impediments to saving and investing.

Worldwide Imbalance: America
Consumes, the World Invests
One of the key tradeoffs faced by any economic actor is
whether to consume today or save and invest for tomorrow. For example, if one consumes his entire salary, say on
fancy meals and vacations, it is gone forever and cannot be consumed again. As a result, he has not saved for
retirement or a house or any unexpected costs, and he is
not any wealthier at the end of the year. If instead he saves
and invests a portion of his salary, he is wealthier at the
end of the year. In general, the more he saves and invests
the wealthier he becomes.
So it is with nations, to a large degree. There are two
major components of private-sector GDP: consumption
and investment.1 Americans as a whole consume much
more than they invest. In fact, Americans consume about
72 percent of GDP—higher than any developed country except Greece (See Figure 1 comparing the U.S. to
other developed countries in the OECD).2 Meanwhile,
Americans invest about 15 percent of GDP—lower than
any developed country except the U.K. (See Figure 2).3
Among developed countries, the U.S. has the highest ratio
of consumption to investment, followed by the U.K. and
Greece (See Figure 3).
3
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Figure 1: The U.S. Second among Developed Countries in Consumption

Consumption as a Share of GDP: OECD, 2011 (or latest)

Source: World Bank

Figure 2: The U.S. Second to Last among Developed Countries in Investment

Investment as a Share of GDP: OECD, Avereged 2007–2011

Source: World Bank

Figure 3: U.S. Consumption Relative to Investment is Highest in Developed World

Consumption/Investment: OECD, Avereged 2007–2011
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Source: World Bank
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Further, consumption in the U.S. has been increasing as a
share of GDP since the 1960s, while it has been decreasing in other developed countries and in China (See Figure
4). The average OECD country consumes 57 percent of
GDP, compared to 72 percent in the U.S., while China
consumes 34 percent of GDP. In the 1960s, these countries consumed roughly the same, about 63 percent of
GDP. The financial crisis and Great Recession did not
interrupt America’s consumption, which has increased as a
share of GDP every year since 2006.
In contrast, investment in the U.S. has been decreasing
as a share of GDP since the 1960s, and the decline has

accelerated since the financial crisis of 2008 (See Figure 5). Investment was about 20 percent of GDP in the
1960s, fluctuated considerably thereafter with the business cycle, but since the 1980s has been largely in decline,
never exceeding 21 percent of GDP after 1984. With the
financial crisis investment dropped to 14 percent of GDP
in 2009 and has only recovered to 15 percent of GDP as
of 2011. Other OECD countries followed a similar trend
though at higher levels of investment. The average OECD
country now invests about 20 percent of GDP. China, on
the other hand, has seen a huge increase in investment,
starting from about 20 percent of GDP in the 1960s to
48 percent of GDP today.

Figure 4: U.S. Consumption at an all-time High, Shrinking in Other Countries

Consumption as a Share of GDP: U.S., OECD, and China
US: 72%
OECD: 57%

China: 34%

Source: World Bank

Figure 5: U.S. Investment near Record Low, Chinese Investment Soars

Investment as a Share of GDP: U.S., OECD, and China
China: 48%

OECD: 20%
US: 15%

Source: World Bank
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Lastly, the shifting of investment and production to
China and other developing countries means fewer jobs
and less economic growth in the U.S. Figure 6 shows
the relationship between investment and real economic
growth over the long run (2001-2010) among developed (OECD) and large, emerging (BRIC) economies.
America’s low investment and low economic growth
stands in sharp contrast to the high investment and high
economic growth of China and India, or even the moderate investment and economic growth of countries like
Korea, Slovakia and Estonia. Among these countries and
over this time period, average investment has a 73 percent
correlation with average real economic growth, indicating
that investment is the key driver of economic growth over
the long run.4

ing federal, state and local taxes, is heavily slanted towards
income taxation, as opposed to consumption taxation,
where the main difference between the two is the treatment of investment. Consumption taxation, such as a
sales tax or a value added tax (VAT), taxes consumption,
whereas income taxation taxes consumption plus changes
in net wealth, i.e. the returns from saving such as from
stocks, bonds, housing and other investments. All such
investments represent forgone consumption today for
consumption at some later date. Under an income tax, the
forgone consumption, i.e. savings, is taxed once initially
and then again if the saving generates a return in the form
of interest, dividends, capital gains, or profit. To make
matters worse, the corporate income tax represents an
additional layer of tax on corporate investment, and the

Figure 6: Investment Drives Economic Growth

Investment vs. Real GDP Growth in OECD and BRIC Countries, 2001–2010

Source: ?

Taxes are a Major Factor:
Consumption versus Income
Taxation
In no small part, America’s exuberant consumption and
meager investment are the result of tax policy that favors
consumption over investment. As will be demonstrated in
the next section, America’s tax system as a whole, includ6

estate tax taxes once again the accumulation of savings
at death. This is the infamous double tax on saving and
investment that is inherent in the income tax, and only
made worse by corporate and estate taxes. It is what causes
more consumption today and less tomorrow than there
otherwise would be, reducing investment and making us
poorer as individuals and as a nation.5
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To illustrate, imagine an almond economy and your salary
is three almonds. Under a consumption tax you are taxed
only on the almonds you eat, and the tax is one almond
per almond eaten. So you eat one now, use the second
almond to pay tax, and plant the third almond to start an
almond tree. The next year you are taxed on the almonds
you eat from the almond tree and from your salary. The
almond tree produces three almonds. Now you can eat
two almonds, pay two almonds in tax, and you are left
with two almonds to start two more almond trees. The
third year your three trees produce three almonds each and
combined with your salary you have twelve almonds of
income. You can now double your appetite again, to four
almonds, pay four almonds of tax, and plant another four
trees. In this way, every year you can eat twice as much as
the year before. Likewise, tax revenue doubles every year. If
instead there is an income tax that raises the same amount
of revenue from this situation, your three almond salary
incurs a one almond tax, leaving you with two almonds. If
you eat one and plant the other, the same output and tax
revenue is generated as under a consumption tax. However, the income tax allows you to eat two almonds the first
year, which was not possible under the consumption tax,
and it allows you to continue eating two almonds every
year from your three almond salary. This is a tempting
option, so you eat the almonds and never plant a tree, even
though in the long run this means less wealth for you and
less tax revenue for the government.6
Does this really work? Do people really respond to the
after-tax return on investment? Perhaps some people just
like trees and will plant them regardless of the taxes, right?
Yes, perhaps some will, but most people do respond to
taxes, just as they respond to prices, since taxes make up
part of the price. The higher the price, the lower the demand—this is what the Law of Demand states. So it goes
with taxes, such that whatever is taxed, is also reduced.
This is why taxing investment causes less investment, and
taxing income causes less income.
Now, there are different degrees of responsiveness—what
economists call elasticity—depending on the alternatives.
Investment turns out to be one of the most responsive,
most sensitive activities to taxation. It is governed by the
fact that over the long run investors demand an after-tax
rate of return that is fairly constant, meaning that raising the taxes on investment returns causes an immediate
drop in the after-tax rate of return, followed by a drop in
investment until the after-tax rate of return once again

rises to the steady state long run average. Further, capital
is extremely mobile, much more so than labor, so that
higher taxes on capital in one jurisdiction results in huge
capital outflows. This ultimately harms the workers left
behind, whose wages suffer from less investment in the
machines and other capital that make them more productive and more valuable to employers. Much evidence
corroborates this connection between wages and taxes on
capital. For example, Robert Carroll finds that states with
low corporate taxes tend to have higher wages, such that
a $1 reduction in state corporate taxes leads to a $2.50
increase in average wages.7 This is in line with numerous
studies finding that the burden of corporate income taxes
largely falls on labor, not owners of capital.
Further, the vast majority of empirical studies confirm
that taxes on capital income are the most damaging to
long-term economic growth. Of the 26 major empirical
studies published in the last 30 years either by peer-reviewed academic journals or by reputable international organizations such as the IMF and the OECD, all but three
found a negative effect of taxes on economic growth.8 Of
those studies that distinguished between types of taxes,
corporate income taxes were found to be most harmful,
followed by individual income taxes, then consumption
taxes and property taxes. Corporate income taxes are most
harmful because of their effect on investment. Individual
income taxes are less damaging because they are spread
across labor and capital, though, as described above, they
doubly tax capital. Further, the studies found that progressivity of income taxes is associated with lower economic growth, because it shifts the tax burden to high-income earners who tend to do a disproportionate amount
of saving, investment, entrepreneurship, and high-productivity labor. Consumption taxes are neutral, in terms of
consumption today versus consumption tomorrow, and
so most studies found they have a relatively small impact
on long-term economic growth. Property taxes in part tax
land, which is of course immobile and cannot be taxed
away, so most studies found property taxes to be least
damaging to growth.
In sum, these are the reasons why economists are generally opposed to taxes on capital income.9 Even those who
value workers more than owners of capital must overcome
standard economic theory, which states that it is impossible to make workers better off by taxing capitalists and
redistributing the money to workers.10 Simply put, the
workers need the capital to do their jobs.
7
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Reforms to Income Taxation
and How the U.S. Compares
Internationally
Because of the anti-growth incentives inherent in income
taxation, the last century has seen numerous reforms, both
in the U.S. and abroad, which in various ways reduce the
double taxation of saving and investment.11 First, statutory
tax rates have come down dramatically on both corporate
and individual income. Figure 7 shows U.S. federal tax
rates since 1954, indicating the top tax rate on individual
income was above 90 percent from World War II until
1964 when Kennedy cut taxes, and then it came down to
28 percent under Reagan. Both Presidents also cut corporate tax rates. To some degree, states offset these reforms by
introducing and raising income taxes following World War
II, but on average states have kept income tax rates much
lower than federal levels.12 Outside the U.S., income tax

reform has mainly taken the form of reduced corporate tax
rates, which have come down dramatically since the 1980s.
In contrast, the U.S. has not reduced the federal corporate
tax rate since Reagan, leaving the U.S. now with the highest corporate tax rate in the developed world.
Second, there have been major reforms to the tax base. In
the U.S., capital gains and dividends have almost always
received large exemptions or preferential tax rates. Since
the 1980s, the exemptions have largely gone away and
instead the statutory tax rate has generally been lowered.
Other major reforms to the U.S. income tax base include
tax exempt retirement accounts, such as 401ks and IRAs,
which mainly began in the 1980s, and expensing or accelerated depreciation of capital expenditures.13 Outside the
U.S., major tax base reforms have included shareholder
credit for corporate level taxes, and exemption of corporate foreign earnings from domestic corporate tax.14

Figure 7: U.S Federal Tax Rates Since 1954

History of Federal Tax Rates

Source: Tax Foundation, Treasury
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Since World War II, other developed countries have
turned more to consumption taxes for tax increases,
particularly the value added tax (VAT). The U.S. is now
the only developed country without a VAT, but does have
relatively low consumption taxes at the state level in the
form of sales and excise taxes (and some federal excise
taxes). As a result, most developed countries outside the
U.S. now rely as much on consumption taxation as income taxation. The average OECD country derives about
one-third of tax revenue from taxes on final consumption,
one-third from taxes on income and profit, and one-third
from payroll, property and other taxes (See Figure 8).15
In contrast, as of 2011 (latest data) the U.S. derives 47
percent of tax revenue from taxes on income and profit,
about 35 percent from taxes on payroll and property, and
only 18 percent from consumption taxes (See Figure 9).16
Since federal income taxes went up considerably in 2013,
the U.S. now likely derives more than half of tax revenue
from income taxes.

Figure 8: Sources of Tax Revenue among OECD
Countries

Average OECD Country (National and Subnational) Tax Revenue by Source, 2011

Property and
Other: 7%

Consumption:
33%

Income
and Profit:
34%

Figure 9: Sources of Tax Revenue in the U.S.

U.S. (Federal, State, and Local)
Tax Revenue by Source, 2011

ty
per
Pro
and
er:
Oth
12%

Consumption:
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47%

Payroll: 23%

Source: OECD

For the most part, consumption taxes take the form of
value added taxes (VAT) in other countries, while in the
U.S. the largest consumption taxes are state sales and
excise taxes. Consumption taxes in the U.S. amount to
less than 5 percent of GDP, which is the lowest consumption tax burden of any developed country (See Figure
10). In contrast, the U.S. income tax burden as a share of
GDP, including corporate and individual income taxes,
is usually about average among developed countries, and
slightly above average in 2011 (See Figure 11). Again, because of higher federal income taxes enacted this year, the
U.S. income tax burden is now likely well above average
among developed countries.

Payroll: 26%

Source: OECD
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Figure 10: U.S. Has the Lowest Consumption Tax Burden in the Developed World

Consumption Tax Revenue as a Share of GDP: OECD, 2011 (or latest)

Source: OECD

Figure 11: U.S. Had an Average Income Tax Burden in 2011, Now Likely Above Average

Individual and Corporate Income Tax Revenue as a Share of GDP: OECD, 2011 (or latest)

Source: OECD

Looking at the income tax burden in terms of collections understates the problem. High income tax rates
push income elsewhere or otherwise reduce it, ultimately
reducing income tax collections, and the U.S. has some
of the highest income tax rates in the developed world.
The statutory corporate income tax rate, at 39.1 percent
including federal, state and local taxes, is the highest in
the developed world. Likewise, according to most studies, the U.S. has the developed worlds’ highest or nearly
the highest effective corporate income tax rate.17 To make
matters worse, the U.S. taxes corporate income doubly
through shareholder taxes at tax rates that are also among
the highest in the world. This year’s biggest tax increases
were on capital gains and dividends, which are now taxed
10

at a top federal rate of 23.8 percent, while state and local
shareholder taxes push the combined top tax rate to 27.9
percent. California has the highest combined tax rate on
capital gains in the U.S. at 33 percent, which is the second highest in the developed world.18 Many countries do
not tax capital gains, including China and India.
Individual income tax rates on ordinary income are also
relatively high in the U.S. The top federal income tax rate
on wages, interest and non-corporate business income
is 39.6 percent, and state and local income taxes bring
the combined top tax rate to 47.9 percent. In California,
Hawaii, and New York City the combined top individual
income tax rate exceeds 50 percent.19 While this is not the
highest in the developed world, it is above average.
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However, the U.S. really stands out in two ways with its
individual income tax. First, it is the most progressive in
the developed world, meaning high-income earners pay a
larger share of the income tax burden in the U.S. than in
any other developed country.20 According to the Congressional Budget Office (CBO), in 2009 the top 1 percent of
households paid about 39 percent of the federal income
tax burden, and the top 20 percent paid 94 percent of the
burden (See Figure 12).21 These shares have no doubt
gone up after this year’s federal income tax increases. Pro-

gressivity has increased in the U.S. considerably since the
1980s, mainly due to increasingly generous federal welfare
programs run through the IRS. In particular, refundable
tax credits for low-income households, such as the earned
income tax credit and the child credit, have grown to over
$140 billion in 2013.22 They have also knocked millions
off the tax rolls such that nearly half the population pays
no federal income tax, and about 40 percent have a negative federal income tax rate (See Figure 13).

Figure 12: U.S. Federal Income Tax Burden Getting More Progressive

Top Quintile Now Pays 94% of Income Taxes

Source: CBO

Figure 13: Increasing Progressivity from Negative Income Tax Rates

Bottom 40% Now Have a Negative Income Tax Rate

Source: CBO
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The second stand-out quality about the U.S. individual
income tax system is that most businesses and most
business income is taxed under the individual income
tax code, not the corporate code. These businesses are
partnerships, S-corporations and sole-proprietors whose
profits are passed through to owners’ tax returns where
they are taxed once, rather than twice as is the case for Ccorporations. This partly explains the dramatic growth of
pass-through businesses relative to C-corporations, which
is shown in Figure 14. Further, most of this pass-through
business income is taxed at the top marginal tax rate,
which increased this year to nearly 50 percent including federal and average state and local rates, and above
50 percent in some high tax states.23 No other developed
country has such a large share of businesses and business
income subject to such high individual tax rates.24

Figure 14: Most Businesses and Business Income
Taxed Under the Individual Tax Code

The Composition of US Businesses Has
Changed: Fewer Corporations, More
Individually Owned Businesses

Source: IRS

In sum, U.S. taxation of business and other capital income is particularly uncompetitive. Especially after this
year’s federal income tax increases, it is probably the most
burdensome in the developed world.

12

Income Inequality and
Income Taxes
While the international trend has been towards lower
income taxes, President Obama this year pushed through
a large increase in federal income taxes for high-income
earners, based largely on the idea that income taxes reduce
income inequality.25 Most would agree that too much
income inequality is a bad thing, in that extreme concentrations of wealth can reduce opportunity and mobility,
harming economic growth, diversity, social cohesion and
democracy. Brazil comes to mind, where recent riots may
have partly been motivated by extreme economic disparities. However, by any measure, the U.S. is far more equal
in terms of the distribution of income than any developing country. Further, there is no evidence linking income
inequality in the U.S. with any of the developing world
problems mentioned above.26
There is also the concern that income inequality is
increasing, and might one day reach that of countries
like Brazil. It appears there as well, the evidence is lacking. Most reports of increasing income inequality rely
on incomplete measures of income that a) do not count
government transfers or fringe benefits, understating the
income of the poor, and b) miscount capital gains, overstating the income of the rich. Nor do these reports properly adjust for changing demographics, such as changing
household structures, the aging of society, or the influx of
poor immigrants. This is difficult to do, given the data,
but the best studies generally find income inequality has
not increased since the late 1980s and may have actually
decreased.27 Further, income inequality certainly has no
correlation with tax policy changes since the 1980s, but
rather appears to fluctuate with the economy.28
Measurement of income is a tricky thing, as the concept
itself is fairly complicated, being comprised of both consumption and changes in net wealth. Ultimately, if we are
concerned about the material well-being of the poor, we
should focus on more concrete measures of consumption,
rather than changes in net wealth. On that score, recent
research published in the American Economic Review
indicates that consumption inequality has gone down over
the last decade.29
Furthermore, we should be looking at measures of opportunity and mobility, i.e. how likely the poor are to
improve their material well-being. The Pew Charitable
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Trusts has an ongoing study of generational mobility, in
which they find that 83 percent of Americans end up with
higher incomes than their parents, and 50 percent end
up with more wealth.30 They find that the major driver of
mobility is education. The lesson here is that educational
attainment is the key to upward mobility, and tax policy
should support that goal. There are certainly a multitude
of tax benefits that encourage school attendance, such as
tax credits for expenses, but there is a difference between
attendance and educational attainment. One’s earning
potential is largely determined by educational attainment,
and this, unfortunately, is taxed extremely heavily through
progressive income taxation. That is, human capital formation also suffers from the income tax, and through it so
does economic mobility.
In short, increasing income taxes may reduce income
inequality, or at least measured taxable income inequality,
but it is far from clear how that helps the poor, particularly in developed countries like the U.S. To the extent
that income inequality is a problem in the U.S., income
taxes address it mainly by harming the rich, which harms
investment, job growth, work and education incentives,
limiting the opportunities and upward mobility of the
poor. This is why empirical evidence indicates that raising income taxes on the rich reduces their incomes and
reduces income inequality, but it also reduces GDP and
the incomes of the non-rich.31

More on How the Poor Would
Likely Benefit from Lower
Income Taxes
If we are considering reducing income tax rates across
the board and replacing lost revenue with consumption
taxes, in the long run virtually everyone is made better off
through more investment, more productivity, more jobs,
higher wages, and a growing economy that generates better products and services for all to enjoy. In the transition,
there would no doubt be some who are made temporarily
worse off, say through loss of an obsolete job, but this is
really not substantially different than the normal level of
job turnover in a dynamic economy. Probably the greatest
beneficiaries of robust economic growth are the long-term
unemployed, a severe problem in recent years. Only faster
economic growth will address this issue directly, through
a broad and sustained increase in the demand for labor.

This is why the unemployment rate goes down when
economic growth goes up.
However, there are two small populations of people who
might plausibly be worse off under a consumption tax
as opposed to an income tax: a) the extremely poor who
spend their entire paycheck on the bare necessities, leaving no possibility for any saving, and who have no hope
of ever earning more than that, and b) the extremely poor
who are permanently unable to work. In a world of no
charity, these people would be worse off under a broad
consumption tax. However, this is not the world we live
in. First, most consumption taxes do not apply to bare necessities, e.g. most states exempt groceries from state sales
tax.32 Second, numerous welfare programs cover part or all
of the cost of bare necessities for the poor, including food,
housing, and healthcare. Third, even with these public
services there are literally thousands of private charities
aimed at helping precisely these populations. Fourth, a
growing economy generates cheaper and better products and services, which benefit the poor just as much as
anyone else. It means that the working poor, even those
with no hope of getting a raise, can each year expect to
purchase more of life’s luxuries. It also means that technical and medical advances might give the disabled a chance
to work and enjoy other aspects of life.
For evidence that the poor also benefit from economic
growth, one need only look at how poverty goes down
when economic growth goes up. In fact, as can be seen
in Figure 15, the poverty rate appears to be the mirror
image of the real GDP growth rate, when the growth rate
is averaged over the previous 5 years. For example, the
poverty rate exceeded 20 percent in the 1950s but the
economic boom of the 1960s reduced the poverty rate to
about 12 percent by the end of the decade. The economic
malaise of the 1970s and recessions of 1980 and 1982
raised the poverty rate to about 15 percent in 1982 and
1983. The economic boom of the 1980s reduced poverty,
until the 1991 recession increased it. The tech boom that
peaked in 2000 coincided with a near record low poverty
rate of 11.3 percent in the same year. Finally, the current
economic downturn has brought the poverty rate back up
to 15 percent. However, this is still much lower than the
20 percent-plus poverty rates of the 1950s, indicating that
accumulated real economic growth over the last 50 years
has reduced poverty. This long-term decline in poverty
would be more apparent if the analysis excluded immigrants, who by and large enter in poverty.33
13
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Figure 15: U.S. Poverty Rate Inversely Related to GDP Growth Rate

Poverty Rate the Mirror Image of GDP Growth Rate

Percent of the Population in Poverty

Average Real GDP Growth over last 5 Years

Source: CBO

Further, many of the economic expansions are linked with
lower income tax rates. For instance, the boom of the
1960s coincided with the Kennedy tax cuts that lowered
the top marginal tax rate on personal income from 91
percent to 70 percent.34 Reagan cut the top marginal rate
further to 28 percent and the economy boomed.35 The
Clinton and Bush years yield more mixed results, but
many non-tax factors were in play, particularly the tech
boom, the housing bubble, and demographic shifts.
More evidence on how income taxes affect poverty comes
from the states. There is no indication that lower income
taxes are associated with poverty. In fact, just the opposite,
there is a slight positive correlation (8 percent) between
poverty rates and top income tax rates in the states (See
Figures 16 and 17). Certainly, there are many other factors
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behind poverty, such as immigration status, race, education, etc., but it appears from this data that income taxes,
on average, increase poverty. For example, New Mexico
has the highest poverty rate in the nation as of 2011, at
22.2 percent, followed by Louisiana at 21.1 percent. Both
of these states have high top income tax rates, relative to
their neighbors. Between these states is Texas, which has
no income tax and has a considerably lower poverty rate
of 17.4 percent. Another example is Florida, which has no
income tax and has the lowest poverty rate in the region, at
14.9 percent. On the West Coast, California and Oregon
have about the highest income tax rates in the nation, and
also relatively high poverty, while Washington state has no
income tax and relatively low poverty. The lowest poverty
rate in the nation is in New Hampshire, at 7.6 percent,
which has no income tax on wages.36
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Figure 16: State Poverty Rates in 2011

Percent Living in Poverty in 2011, by State

Source: Census

Figure 17: State Income Tax Rates in 2011

Top State Income Tax Rates on Individual Income, 2011

Source: Tax Foundation

Lastly, there is the international evidence, particularly the
examples of China and India, which have lifted millions
out of poverty through market reforms, including lower
tax rates on income. Top income tax rates in China and
India are considerably lower than in the U.S., on all forms
of income including wages, capital gains, dividends, interest, corporate and non-corporate income.37

Welfare Spending in the
Tax Code
Separate from the issue of whether income taxes help or
hurt the poor, there is the issue of welfare spending in the
tax code, particularly the refundable tax credits such as the
earned income tax credit and the child credit. These programs are not inherent to income taxation but rather have
been added and expanded in stages since the 1970s as
15
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additional poverty alleviation programs operating outside
standard spending agencies and the standard appropriations process. They have been championed by both major
political parties as effective ways to help the working
poor.38 As a result, they have grown tremendously since
the 1970s. For example, the earned income tax credit is
now the largest federal cash assistance program, exceeding
both Supplemental Security Income (SSI) and Temporary
Assistance for Needy Families (TANF). The child credit
is not far behind.39 Welfare spending of all kinds, both
through the tax code and through spending agencies, has
increased dramatically since the 1960s. Welfare spending has reduced poverty, in that when these benefits are
counted the poverty rate falls about one-third, to 10.5
percent in 2009. Further, these benefits are particularly effective at mitigating increased poverty during recessions.40
Nonetheless, many of these welfare programs could be
improved to be more effective at poverty alleviation,
particularly those operating through the tax code. One
big problem with refundable tax credits is that they are a
once-a-year windfall for recipients, which makes them less
helpful for income security or work incentive purposes
and more of a target for fraud and abuse.41 Another problem is that they are phased out over some income range
such that they discourage work and saving at the margin
for millions of workers, including millions of workers
in poverty.42 Finally, refundable credits contribute to the
current precarious fiscal arrangement in which nearly half
the population pays no federal income tax and a shrinking minority shoulders the lion’s share of the federal tax
burden.43 As such, one avenue for tax reform would be to
move these provisions to the spending side of the ledger,
overseen by a spending agency subject to the annual appropriations process. This would make these programs
more transparent, more accountable, and more effective.
As well, it would allow tax agencies to focus more on their
core function of collecting tax revenue.
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Conclusion
Standard economics points to the benefits of taxing sales
or consumption rather than income, in terms of the better
incentives to work, save, and invest. Yet, the income tax
persists, championed as it always has been, as a tool for
redistribution. This is damaging not only for the economy
as a whole, but also for the poor. First, the poor are not,
for the most part, permanently poor, so they too would
benefit from the job opportunities created by increased
economic growth. Lower income taxes would benefit
the poor directly through greater incentives to invest in
educational attainment, to earn a living, and to save and
invest for the future. Second, everyone, including those
who are permanently poor because of disabilities, benefits
from economic growth that lowers prices, creates better
products and generates technical and medical breakthroughs. Third, in practice, consumption taxes generally
do not apply to the bare necessities purchased by the poor.
Fourth, even if they did, numerous welfare programs and
private charities exist to reduce or eliminate the cost of the
bare necessities for the poor.
In sum, the key to helping the poor is not through a
short-term and temporary redistribution from the top 1
or 2 percent, but through a reduction in the substantial
tax impediments to saving and investing. The rest of the
world has recognized this and reduced their capital income
taxes, particularly corporate income taxes, leaving the U.S.
with the most burdensome, anti-growth tax code in the
developed world. As a result, the U.S. is experiencing slow
growth along with chronic unemployment and poverty.
The good news is that many states are poised to make
historic changes to their tax structures, reducing taxes on income and replacing them with taxes on consumption. It is a
positive sign that in the depths of economic turmoil, many
states are recognizing the problem and addressing it directly.
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