The Pitfalls of Placing Tax Burdens on the Wealthy

Abstract:



This paper analyzes the fallacies of maintaining a progressive system of taxation in the United States. Since it is an unequal system, it violates our country’s most basic personal liberties. Furthermore, research has shown that progressive taxation is ineffective at redistributing wealth. If progressive taxation fails to achieve its goal of wealth redistribution, there is no reason to keep such a system in place. Progressive taxation also hinders the economy by discouraging productivity and innovation. Raising taxes on the wealthiest individuals and corporations hurts economic growth.
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Progressive taxation is defined by increasing the amount of taxes levied as the amount of a given good is accumulated. Basically those who make more money are taxed at a higher rate. The United States government currently operates on a progressive system for its federal income taxation. This system has led to an ongoing debate about the source of tax revenues. This issue is essential to study and understand because the federal government’s power to levy taxes is one of the strongest forces in the country to hinder or stimulate economic prosperity. It is a reflection of the kind of society that the United States is trying to establish. There are two main points of contention that arise from deciding whether or not a progressive tax system is the correct manner of taxation. First, is it fair to discriminate against citizens based on their income? Secondly, what are the consequences of taxing the wealthy and its effect on economic growth? This paper asserts that progressive taxation violates our notion of liberty and justice for all citizens. This paper also maintains that lowering taxes on corporate America and the wealthy will ultimately ensure economic growth and prosperity through a variety of methods. The costs of progressive taxation far outweigh the benefits.

Before one can fully delve into a debate about progressive taxation, one must understand the current tax structure. As of 2009 there were six income brackets. The lowest rate of ten percent applies to those making up to about $8500, whereas the highest bracket pertains to those making more than $373,000, which is taxed at 35 percent (See Appendix A). Theoretically, all citizens should be paying some form of taxes, however after tax deductions and credits, almost 50 percent of Americans pay no income taxes at all, whereas the top 40 percent of earners pay over 99 percent of all federal income taxes.
 So about half of all Americans are essentially getting a free ride from the government and are fully entitled to all of its services even though they have contributed nothing. In regards to corporations, which are essentially treated as individuals in the eyes of the law, they are taxed at 35 percent.
 These are the current tax structures in the United States, which have a profound effect on the growth of the US economy.


The complexity and severity of the United States’ progressive tax system have imposed a number of unnecessary costs on the American economy. The World Bank has rated the US tax code as the fifth-largest among twenty of the largest industrialized nations. There are so many deductions, credits, and loopholes involved in the process that Americans spend over six billion hours in the process of filing each year. Along with private tax services, the increasing complexity of tax returns has also created the need for an enormous governing body in the form of the Internal Revenue Service. These combined costs are estimated to be around $200 billion annually.


The largest strain on the United States’ economy due to higher taxes is the dead-weight loss that exists by restricting individuals from making profits based off incentives. For example, what incentive do workers have to move up into a new tax bracket, if they will be making less after-tax income overall? Firms and workers are constantly influenced by incentives and higher taxes encourage reduced output and increased unemployment. Some workers are also encouraged to avoid taxation altogether, which propels more people toward the “underground economy”. For instance, one European study has found that a tax increase of 12 percent results in a reduced output of 120 work hours per year.
 This is a sizable decrease in productivity. Combined with an increasing lack of faith in government services, the problem of tax avoidance is only exacerbated because few people experience the benefits of increased taxation.

Since corporations are taxed at a rate of 35 percent, like the wealthiest individual Americans, it is important to realize that corporate activities are highly affected by tax increases. Businesses seek profit-making opportunities and given the highly globalized nature of the world economy today, many corporations have the ability to transfer capital around the world to find agreeable business conditions (i.e. low taxes). In order for America to remain competitive with other countries, it must embrace a lower corporate tax rate. For instance, the country of Ireland had always been known for having a brain drain because its brightest and most entrepreneurial citizens were emigrating to other countries. However, in the early 1990s Ireland reduced its corporate tax rate to 12.5 percent, which is very low compared to the United States’ 35 percent. The low tax rate was combined with a 20 percent tax credit for companies that focused on research and development. Ireland’s economy began to boom. Unemployment decreased from 18 percent down to about four percent and per capita income increased dramatically.4 Ireland is an excellent example of how high corporate taxes are an impediment to economic growth. When corporations are taxed like wealthy individuals, there is little incentive for increased productivity.

Numerous studies have been done to conclusively show that corporate tax reform could stimulate the US economy. Given the incentive structure of corporate taxes, one such study found that a “one percentage point cut in the effective rate increased capital investment by about 3 percentage points”. The studies of corporate tax rates have led many analysts to believe that there is a Laffer curve for such taxation, which is a relationship between tax rates and tax revenues. This means that after a certain point, increasing corporate taxes only reduces the amount of revenue collected (See Appendix B). Studies have been done on the Laffer curve to find that the revenue maximizing corporate tax rate should be at about 28 percent.
 Since corporate rates continue to be at 35 percent, the federal government has failed to understand this reality of business conditions.

The federal government has continued to enforce this progressive tax system with high tax rates on the wealthy and corporations with three social objectives in mind. First, it is the simplest way to place the responsibility of government taxation on the wealthy, rather than the less fortunate. The second goal is to redistribute wealth through the hands of the government from the wealthy to the poor. Finally, progressive taxation is driven by the notion that the power and influence of the wealthy needs to be restricted. This paper concedes that progressive taxation is an incredibly efficient way to make the wealthiest Americans pay for the majority of government tax revenues. It has already been established that the current tax system allows the top 40 percent of earners to pay over 99 percent of all tax revenues. Our progressive system has thus been very effective in limiting the tax requirements of a majority of Americans. However the second two goals of progressive taxation are fundamentally flawed.

Redistributing tax money from the wealthy to the poor is illogical because income redistribution lowers income for all Americans, not just the wealthy who are being taxed. Hypothetically, reducing the after-tax income of the wealthy should increase the after-tax income share for the rest of American taxpayers over time. However, a study conducted by the Institute for Policy Innovation found that from 1957 – 1997 the opposite had occurred. Although the taxes were raised on the upper tenth of all incomes by 15 percent over this time period, the after-tax share of income for the rest of Americans had declined by 13 percentage points.
 This evidence implies that high marginal tax rates hinder the free market process, discourage productivity, and are a burden on the overall efficiency of the economy. Although many politicians and activists of the liberal mindset seem to think that a welfare state is the best way to alleviate poverty, this study suggests otherwise. 

One of the most fundamental flaws in the support of progressive taxation is the idea that wealth needs to be limited to maintain an egalitarian state. Not only is this a move toward socialism, but it is contrary to our country’s idea of liberty. The history of progressive taxation is marked by notions of socialism. For instance, Karl Marx claimed in 1848 that progressive taxation was a method "to wrest, by degrees, all capital from the bourgeois, to centralize all instruments of production in the hands of the state”. When the 16th Amendment passed in 1913 allowing progressive taxation, the New York Times called it “a vicious, inequitable, unpopular, impolitic, and socialistic act”. Our current society has become so accustomed to having a bracketed income tax, that people do not realize the injustice of the system. Progressive taxation “presumes that the property rights of the wealthy are not as sacred as the property rights of the poor”. Cicero said that “justice is equality under the law”. Therefore, if wealthy citizens are no longer being treated equally under the law, then justice no longer exists.


Progressive taxation is an imperfect system of taxation on numerous levels. Primarily, it does not redistribute wealth to the masses as it is intended to. In fact, it does the opposite by reducing income levels for all taxpayers. This paper has also shown that there are massive costs imposed by such a complicated system. Taxing the wealthiest individuals and corporations creates a huge dead-weight loss by reducing incentives to be productive. Not only does a progressive system of taxation infringe upon our most basic personal liberties, but it is also a huge strain on our economic potential.
Appendix A: 2009 Federal Income Tax Rates
	Single

	Taxable income is over
	But not over
	The tax is
	Plus
	Of the amount over

	$0
	8,350
	$0.00
	10%
	$0

	8,350
	33,950
	835.00
	15%
	8,350

	33,950
	82,250
	4,675.00
	25%
	33,950

	82,250
	171,550
	16,750.00
	28%
	82,250

	171,550
	372,950
	41,754.00
	33%
	171,550

	372,950
	 
	108,216.00
	35%
	372,950
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