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Foreword

			People need to understand how the economy really works, not how some professor wishes it would work. In this book, you do have three PhDs who do understand, and upon whom I have relied. The logic, theory, and underlying statistical analysis of my tax bill is exactly what you’ll find in Taxes Have Consequences.

			My 2017 Tax Cuts and Jobs Act was passed and signed into law on December 22, 2017. In short, it accomplished the following:

			I.Over the next two years, from the fourth quarter of 2017 through the third quarter of 2019, U.S. growth went from slightly trailing the eurozone to exceeding eurozone growth by 2.5 percent, or almost $500 billion.

			II.The U.S. poverty rate fell to its lowest level ever (10.5 percent) as of the fourth quarter of 2019.

			III.Real median income rose to $68,703 by 2019, extending the largest increase in this metric in generations.

			IV.The U.S. unemployment rate fell to 3.5 percent in September of 2019, the lowest rate in half a century.

			V.Black unemployment fell to 5.2 percent in August of 2019, the lowest rate ever recorded.

			VI.Hispanic or Latino unemployment fell to its lowest rate ever recorded, 4 percent as of September 2019.

			VII.And finally, the unemployment rate for workers with less than a high school diploma also fell to its lowest rate ever recorded at 5 percent in July 2019.

			But for my friend Arthur Laffer and me, the pièce de résistance came with federal tax revenues.

			As we all know, whenever the corporate tax rate is cut by as much as we cut it, by 40 percent, federal corporate tax revenues will fall mightily. And they did.

			But as we knew then, and as the results now show, noncorporate federal tax revenues rose. Businesses responded to the greater incentives: they earned more, their workers earned more, products were produced more efficiently, tax shelters shrunk, and noncorporate tax revenues rose by a good deal more than corporate tax revenues shrank!

			In fact, in the two years following my tax bill—from the fourth quarter of 2017 through the third quarter of 2019—total federal tax revenues grew by 7 percent (or $245 billion) from the two years prior to the tax cut. That increase was substantially greater in absolute and percentage terms than was the increase up to the two years prior to my Tax Cuts and Jobs Act.

			This revenue increase in only two years should be lesson number one for all those who claimed that revenues would fall following the tax cuts. When marginal tax rates are cut, tax revenues sometimes don’t fall, and in this case, they didn’t. The tax cuts paid for themselves and did so within the first two years. How’s that for egg in your beer?

			And even better, state and local tax revenues rose as well. Over the same time period, total government receipts increased by 8 percent (or $428 billion). The sum total of my tax bill was a win-win-win for everyone.

			Taxes Have Consequences uses in-depth research to tell the real tax history of the United States. My administration built on this history when we cut taxes in 2017. Here is the full story from over a century of our American past.

			—The Hon. Donald J. Trump





Chapter 1

			Whatever

			“Probably the broadest and most serious charge is that the law has close to its heart something very much like a lie: that is, it provides for taxing incomes at steeply progressive rates, and then goes on to supply an array of escape hatches so convenient that hardly anyone, no matter how rich, need pay the top rates or anything like them.”

			—John Brooks on American tax law in Business Adventures (1969)

			Taxes have consequences. A tax applied to a good or a service, or to income or property, changes how people conduct themselves in the economy. A basic principle is that if something is taxed, the price people have to pay goes up. With a price rise, the demand for any item that is taxed necessarily goes down. In addition, a tax is a cost, reducing the amount of money suppliers receive from sale of a product. This necessarily makes supply go down. A tax lowers a buyer’s interest in buying, and the squeeze on profit margins from a tax makes producers sour on their own enterprises. And as indicated in the quote from John Brooks above in the case of the income tax, buyers and sellers will also be incentivized to circumvent the tax if they can.

			Income taxes started for good in the United States a hundred some years ago, in 1913, on the ratification of the Sixteenth Amendment to the Constitution. The universal income tax works no differently from taxes on any product in the economy. Income earners facing a tax will spend less, earn less, and search for ways to avoid paying the tax. And high-income earners will do this the most. The extent of their wherewithal gives them options. High earners can readily change the location of where they earn their income, the timing as to when they receive that income, and the forms in which they receive their income—not to mention how much income they choose to earn. The history of taxation brings these points to light at every turn. In the American experience, taxes on income have provided copious examples.

			The practical implications of the economics of income taxation are enormous. In 1979, we used a striking example of such implications in striving to persuade presidential candidate Ronald Reagan of the power of incentives. The example we called on concerned a tax reform we were implementing at the behest of the government in Puerto Rico. We imagined a case in which two Hilton Hotels managers merited after-tax bonuses of $50,000 each. One was the manager of the Caribe Hilton in San Juan, Puerto Rico, and the other was the manager of the Miami Hilton in Florida. The total cost to the Hilton organization in pretax dollars was, before the tax reform, $385,000 for the Caribe Hilton manager in Puerto Rico, where the highest tax rate was 87 percent. The total cost to the organization was $100,000 to the manager of the Miami Hilton in Florida, where the top tax rate was 50 percent. It cost Hilton a little less than fourfold more to bonus the manager in San Juan compared with the manager in Miami. Taxes have consequences. After our tax reform in Puerto Rico, both locations had a maximum tax rate of 50 percent. As president in the 1980s, Reagan was motivated to cut United States income tax rates even more.1

			The difference that comes with income being a taxed product—like anything else that is taxed—is that income itself is a proxy for all-around economic well-being. A person’s income is that which enables that person to buy, invest, get rich if possible, and give. A person’s consumption and investments, as well as gifts and accumulation of wealth, all come from that person’s income. When taxes raise or lower the cost of earning of income, or curtail or call forth the demand and supply of income, the effect on the economy will be notable. When tax changes are large, the economy can get shaken to the core. Income taxes function as the price of income.

			This book, Taxes Have Consequences, is a history of the riotous time the United States has had in dealing with the national tax regime, captained as it has been by the income tax, since 1913. This history is riotous because of two factors: the size and variation of income tax rates. As goes size, the income tax has at times been ridiculously large, and at times moderate if not small. The top tax rate on the highest incomes, for example, reached a peak of 94 percent during the World War II years of the 1940s. For one long stretch in the 1950s and 1960s, it was stuck up at 91 percent. In comparison, in the latter 1920s and early 1930s, the top rate was at 25 percent. In the latter 1980s through 1990, it was at 28 percent.

			As for variation, in the times of transition from low rates to high or high to low, the differentials have often been immense. When President Herbert Hoover increased the top income tax rate from 25 to 63 percent in 1932, high earners kept only thirty-seven cents on their last dollars earned as opposed to seventy-five cents. This cut down the profitability of making such income by half. When President John F. Kennedy’s tax cut lowered the top rate from 91 to 70 percent over 1963–1965, those subject to it saw a whopping 233 percent increase in their rate of return. These earners had been keeping nine cents on their last dollars made, and now they got to keep thirty cents. Thirty divided by nine is 233 percent. Boom—suddenly, high-end income-earning activity more than tripled its profitability.

			“Such wow,” as internet memes say of amazing phenomena in this world. Such wow—that is what the income tax delivers in terms of its effect on the economy. If the rates of the income tax are high or low, or stable or varying, the incentive implications for those supplying income, or purchasing the services represented by income—which is to say every single person in the economy—are most serious. The United States has had an income tax of notable size and variation since 1913. The economy’s profound reaction to every situation set up by the income tax since 1913 is the subject of this book.

			Taxes Have Consequences is concerned about the nation as a whole—about the fate of the economy inclusive of its hundreds of millions of participants at every juncture—over the century-plus era of the income tax. The central focus however, and most necessarily, is on the highest earners, on those who make the most money every year—on the rich. This is so, this must be so, for several reasons. The first is that the income tax system has always been progressive. The more money a person makes each year, the higher the tax rate applied to each extra increment. In recent years, for example, the first $10,000 in income after standard deductions is taxable at a 10 percent rate, while income above about $500,000 is taxable at the top rate of 37 percent. The more money that earners make, the more they are taxed. A consequence of the progressivity of the United States income tax system—progressivity being characteristic since the outset in 1913—means that the top rate of the income tax, that rate affecting the highest earners, will necessarily have the strongest incentive effects.

			The second reason for a focus on the top rate of the income tax and those subject to it, the highest earners, is that these people have a particular determination to do something about the top rate of tax. Since the highest earners face the highest rate, they have the clearest justification to see to it that their income is not fully subject to that rate. And the highest earners, by dint of their high earning, are exceptionally interested in, dedicated to, and capable of pursuing their own pecuniary advantage. The rich, more than anyone else, have the occasion and the ability to do something about protecting their income from taxation.

			In his seminal work, An Inquiry into the Nature and Causes of the Wealth of Nations, Adam Smith outlined this phenomenon in terms of “commodities”—or goods and services in the economy. His point is valid regarding income as well. Addressing the relationship between high tax rates and corresponding revenues, Smith wrote the following:

			High taxes, sometimes by diminishing the consumption of the taxed commodities, and sometimes by encouraging smuggling, frequently afford a smaller revenue to the government than what might be drawn from more moderate taxes.

			As shall pour forth in glorious (if at times maddening) detail in the upcoming chapters, tempering the top rates of the income tax, within the statutory tax code itself, are legion exclusions and exemptions from these top tax rates. The tax code’s current length of seventy thousand pages essentially corresponds to the degree of these exclusions and exemptions from the top rate of tax. The schedule of individual income tax rates takes a page or two to enumerate. The remainder of the code is, by and large, a list of opportunities that Congress legally affords to the American people not to pay at these enumerated rates. The rich take advantage of these opportunities by virtue of having the resources to know about and exploit them. Indeed, the tax code’s exemptions and exclusions are themselves in good part a record of the congressional lobbying activities of the rich.2

			The final and perhaps most important reason for the focus on the highest earners, on the rich, is that this group governs the allocation of investment capital, and the management of business enterprises, in the economy at large. Jeopardize high-earner income via taxation, and the consequences in terms of who gets investment dollars, and how much, will be severe. So too will be the consequences for the running of enterprises. The higher top income is taxed, the more the managers at the companies employing the mass of the national workforce will be diverted away from enterprise concerns toward the management of their own financial affairs. The matter is inescapable. High tax rates at the top force the rich to focus inward on the management of their personal situations. Low tax rates at the top permit the rich to pursue their natural inclination to put their resources to profitable use in the economy at large.

			The Crucial Word

			In 1913, the income tax came to the United States for good. The Sixteenth Amendment to the Constitution ratified that year specified that “Congress shall have power to lay and collect taxes on incomes, from whatever source derived.” Congress took the opportunity and set up an income tax for individuals. While at first only applying to a small subset of income earners, the tax rates ran from 1 to 7 percent; the higher the income, the higher the rate. Over the century and then some since, individual income tax rates, especially those at the top affecting high earners, have varied widely. The top rate of this tax went up past 75 percent, and then fell to 25 percent, in the teens and 1920s. From 1932 to 1980, the top rate was always above 60 percent. From 1987 through 2020, the top rate swung at rates between 28 and 40 percent.3

			What happened to the income of high earners in the face of widely varying, and at times very high, top income tax rates over the century following 1913 is an interesting story—a very interesting story. In general, what happened is that the total income of high earners—the rich—along with the amount of taxes they paid, was highly variable. However, one thing stayed constant. No matter if tax rates were high or low, the fabled top 1 percent of earners in the economy paid the same proportion of their total income in taxes.

			This number was, as we best are able to ascertain with modern data, about 20 percent. When tax rates at the top were high, as in the five decades prior to the 1980s, the top earners arranged their affairs such that their tax-reported income yielded a payment representing 20 percent of their total income, taxable and nontaxable collectively. When tax rates at the top were low, as after 1980 or in the 1920s, the top earners arranged their affairs such that their tax-reported income yielded a payment representing 20 percent of their total income, taxable and nontaxable collectively. The crucial difference between high and low top tax rate regimes is that in the former scenarios, enormous acts of tax sheltering took place, in conjunction with drops in total income from earners of every station. And with lower top tax rates, sheltering fell out of favor as tax payments from top earners soared and the rich got richer along with everyone else.4

			“Whatever.” That is the crucial word in the Sixteenth Amendment to the Constitution—“whatever.” The word means anything and everything, any big or little item that the subject desires. If you want to do “whatever,” you can do this or that or this and that. Your choice. In taxing income “from whatever source derived,” Congress sees to it that certain kinds of income get taxed and others do not. Congress made such distinctions at the outset in 1913 and has done so voluminously over the years. The main matter in the pages of the tax code, in their prodigious number, is distinguishing between this and that form of income. This kind is subject to the tax, while that one is not. For one example among an uncountable many, in 1913, Congress said that salary income was subject to tax, but that from bonds issued by state and local governments was not. Whatever.

			Here emerged the strategy adopted by high earners and the rich, over the long era of the income tax, to keep the tax portion of their total income level in any tax-rate environment, no matter if income tax rates were high or low. What changed with tax rates were both the amount of income of high earners and the ways that the members of this group reported income for tax purposes. The higher the rates of the income tax, the less the top 1 percent earned in total income and the more that income came from the “source derived” that Congress (per its “whatever” prerogative) said was not subject to high rates. The lower the rates of the income tax, the more high earners said, “Forget about it,” earned plenty however they wished, and paid taxes at the published rates.

			The story of these developments from 1913 to the present is a worthy one in its own right. The extensiveness of the opportunities offered by the tax code for high earners and the rich not to pay at posted high rates, the boldness of the members of this group in pursuing these opportunities, and as well the willingness of these same people to pay a great amount of money in taxes when rates were low, are each of them lurid and purple tales, not to mention major themes in the saga of the national tax system since 1913. But they amount to a secondary story. The primary story ever since the United States adopted an income tax in 1913, the matter of first importance, concerns what income tax rates—in particular those affecting the highest earners—have done at large to the American economy and indeed to American society.

			The top echelon of earners in the United States is a group unique in world history and has been so for over a century, ever since the United States permanently achieved preeminence in the global economy at the peak of the Industrial Revolution in the late nineteenth century. The highest earners and the rich in America have been, over this long time frame, the stewards of the economy that became the greatest in the history of the world. They are the ones who have brought the investment capital, entrepreneurial vision, and managerial talent to the enterprises that have transformed material life globally. They are the ones who have summoned workforces into being that themselves have developed into a mass-prosperous and productive middle class. And these top earners have no like, in that America’s leadership of the global economy has yet to meet any equal challenger from another country. The United States has been the indispensable nation, economically, since the aftermath of the Civil War some 150 years ago.

			Therefore whenever, in the era after 1913, high earners and the rich were busy protecting their income by means of skirting high tax rates, there was, necessarily, a savage efficiency loss to the economy. Having high earners and the rich fundamentally alter their economic activities and their portfolios—the incorrigible effect of high progressive tax rates—whipsaws and rocks the economy as a whole. When an income tax system, care of high rates, drives the money of the top people into alternative investments, ones they would otherwise not have made, the current jobs, livelihoods, and opportunities of the masses of people in society, let alone the current prospects for economic growth, lose a key element of their foundation. Just the same, when low tax rates invite high earners and the rich to keep their wealth and investment portfolios as they please, the economy operates with a degree of normality and lack of interruption that the people at large regularly experience as a general prosperity.

			In this book, we offer a history of how, and a theory of why, taxes have had consequences in the American economy since the rise of the income tax in 1913. We observe that a tax system that makes a point of imposing elevated tax rates on high earners and the rich necessarily incentivizes this group to avoid those tax rates. We illustrate from over the decades how high earners and the rich have so very artfully managed their income after taxes no matter the tax rate supposedly affecting that high income. Accompanying this story at every turn is the collateral effect on the economy in general. Invariably, when high tax rates force the top earners into concentrating on rearranging their affairs to lessen their exposure to those rates, the economy goes into an abeyance because it wants for the capital and attention of its entrepreneurs and managers. In a similar fashion, tax rate cuts at the top impel the rich to recommit to straightforward profit-making enterprises in the real world. The effects at large are booming employment, a bounty of consumer goods, and broad economic opportunity.

			In the process of chronicling the consequences of taxation in America since 1913, we knock over sacred cows. We find that the tax payments of the rich, compared to everyone else, are regularly highest when tax rates on the rich are low. Accordingly, tax payments of the nonrich regularly increase the most when tax rates on the rich are high. The quintessential example of developments of this nature is the decade of the 1920s, when tax rate cuts at the top led to a revenue harvest from the top that kept the federal budget in surplus for eleven years. This was even as the government had its largest debt-service obligations ever (owing to World War I). In our chapters on the Great Depression, we uncover the manifold tax villains at the center of the causation of this horrible event. We force attention first on the radical federal tax increases of 1930 and 1932, signed into law by President Herbert Hoover. Second, we call out the massive tax impositions of state and local governments across the country in the early 1930s, which were the root of both the housing foreclosure and the associated banking crises. The enormous mass of evidence of tax increases in the 1930s drives away any lingering contention that “capitalism” or the gold standard (a favorite of economists) caused the Great Depression. That outrageous event came care of a metastatic cancer of the tax system.

			We take on the myth that World War II ended the Great Depression. We show the opposite: that the war economy deepened the Depression in terms of the crucial measurement, the degree of the national standard of living. The Depression ended, the evidence indicates, for two reasons, both fiscal. First, tax rate cuts, including at the top, came immediately at the end of the war in 1945 and were sustained through popular pressure on Congress and the president through the latter 1940s. Second and at least as decisive, accompanying these tax rate cuts was an epic decline in government spending (remembering that government spending, which soaks up goods and services that the economy produces, is taxation). As for the prosperity of the 1950s, it was less pronounced than national memory serves: there were four recessions over the eleven years from 1949 to 1960. The top rate of the income tax was at 91 or 92 percent throughout the 1950s, ensuring a halting economy. But as we make plain, all parties alternatively ignored and abused the high tax rates at the top of the income scale in the 1950s. Congress provided “loophole” (a means of legal tax avoidance) upon loophole to escape the rates, as high earners dreamed up more and forced the uninterested feds to challenge them in court. A major reason there was a degree of prosperity in the 1950s, we contend, is that the high tax rates of the era had no practical validity. For a tax rate to matter, it has to be enforced to some minimal degree.

			The 1960s began the long era of tax-cutting and top-rate reasonableness that prevailed through at least 2020. John F. Kennedy cut tax rates at the top, occasioning a growth boom in the 1960s that routed the economic performance record of the 1950s. Kennedy’s successors in the late 1960s and 1970s raised taxes, as did states and localities. The result was slow growth and price inflation: the maligned “stagflation” that made Kennedy’s go-go 1960s look even better. The tax cuts President Ronald Reagan and a bipartisan Congress developed in the 1980s established the tax regime that held for four decades. The top rate settled under 40 percent for the duration. Growth has been variable in this era—far stronger in the 1980s and 1990s than in the 2000s—while the engine of federal tax revenue has been the income of the rich submitted to sub-40 percent rates.

			If it is wise to try to learn from history, the consequences of taxation in the United States since the constitutional income tax came on in 1913 offer lessons of great clarity. The incentive effect of high tax rates on the rich is profound, much more than for any other group. In a progressive tax system, in which rates increase with income, the highest earners face the highest rates. This is a double whammy. The higher the rate, the greater the incentive to avoid that rate and the lower the incentive to earn income in general. What the top people cannot hide they will not earn. And the richer the taxpayer, the greater the determination and wherewithal to avoid high rates, up to and including not working. The decisive point is that the members of the group about which we are talking here, the top earners, are the stewards of epochal economy of the United States.

			The capital and talents of the rich flow into the economy unimpeded in times of low tax rates, or tax rates newly reduced from high levels. Inevitably the result is a season of general economic prosperity. In contrast, when tax rates are high or substantially upped, the rich turn inward, focusing their capital and talents on their own affairs, on the maintenance and protection of their wealth portfolios. Inevitably, the result of high taxes is a substandard economy, if not very horrible extended experiences on the order of the Great Depression itself. A guarantor of American prosperity in the modern era has been the strong current of democratic wisdom that understands that tax rates at the top of the income scale had better at most be moderate.

			A Striking Relationship

			Reporting one’s income on a tax return has become a national duty in American life every year thanks to the mandate of the federal income tax. All that income reported—or not reported—on tax returns provides the basic information of how taxes have consequences in the economy. As for income reported and not reported for tax purposes, there is a most revealing example from the high-tax-rate era of the middle twentieth century, when the top individual income tax rate stood at 91 percent. At this time, the 1950s, one seriously rich person, the widow of a founder of the Dodge automobile company, regularly reported for taxes the income of none of the proceeds of her fortune of $56 million (about half a billion dollars today). This was because Mrs. Dodge had put all of her money in municipal bonds—the state and local government securities whose interest has always been untaxable at the federal level. In the 1950s, because this sort of income was not taxed, it was not even necessary to report it (even if subject to a zero rate) on any Internal Revenue Service form.

			The Dodge example offers a glimpse into the key phenomenon: when tax rates are imposed on the prices of products, the prices of those products should rise in the marketplace, and the price left over after the tax for suppliers should fall. The higher market price reduces demand, while the lower after-tax price to suppliers reduces supply. Taxes on incomes of the rich must work this way. If tax rates on the rich rise, the income of the rich should rise as well, as the rich strive to keep themselves close to whole. Lower after-tax incomes to the rich, in turn, should prompt a withdrawal of their services from the market.

			However, if we use income tax returns to count the income of the rich, we would miss Mrs. Dodge’s million-dollar-plus 1950s income entirely. If in fact as tax rates rise, the income of the rich falls (as it would in this case as Mrs. Dodge at some point in the past had shifted her assets from company stock to nonreportable municipal bonds), this is a strong suggestion—tantamount to proof—that we are not counting income correctly. If the income of the rich reported on tax returns falls with higher tax rates, that decline is the reason we should be confident that a good portion of the rich’s income has been sheltered on account of high tax rates. This phenomenon cannot be small when tax rates at the top reach for 91 percent.

			Here is a striking graph showing the average income of the highest earners, as reported on tax returns, against the “retention rate,” or the percentage such earners get to keep after paying the top rate of the income tax:

			Figure 1

			Average Income of the Top 1% Detrended vs. Retention Rate of the Top 1%

			(1913–2018, Average income series calculated using 2018 dollars detrended 1.5% per annum)

			[image: ]

			Source: Tax Policy Center, PSZ

			Note: Detrending posits a standard rate of increase, in this case 1.5 percent per year, from a beginning to an end point. The first and last year are at trend, or a 0 percent deviation. Values above 0 indicate income above a 1.5 percent annual increase to date; values below indicate income beneath a 1.5 percent annual increase to date. A rise indicates performance better than trend, a fall worse than trend.

			This graph shows a very direct relationship. As the retention rate—or 100 percent minus the top tax rate—has gone up, so has the average income of the rich. And as the retention rate has gone down, so has the average income of the rich. The crucial fact here is that our statistics about the income of the rich come from tax returns. Tax-reported top income goes down when tax rates at the top are high, and it goes up when tax rates at the top are low. But what of the actual income of the rich—not merely that reported on tax returns, but the extra as well, such as the haul of Mrs. Dodge in the high-tax 1950s?

			When progressive tax rates are high, tax reporting by the rich goes out the window—the following chapters will demonstrate this point to a necessarily ludicrous degree. The trick for the detective-minded economic historian interested in this topic is not to stop there, but to move on and see where unreported income of the rich resides in eras of high top tax rates. Crucially, this income does not flow to the nonrich. There is a common belief that high taxes on the rich convey, somehow, more income for everyone who is not rich in the economy. There is no theoretical or factual basis to this belief. Income at the top is the most variable of all income because the people earning it do not desperately need it. There are two effects to raising tax rates at the top. The first is that top earners will earn less income. The second is that the income that remains will be increasingly sheltered from taxation.

			When tax rates at the top go up and tax reporting from high earners goes down, it means that some share of assets is going into shelters so that high income is subject to lesser or no taxation. The inefficiency of this development, of forcing the rich into shelters, in turn makes economic growth slow down. This affects the rich themselves. They take even less income, on account of declining growth, when shielding their capital from taxation is what must be done to avoid punitive tax rates. The lowness of high-earner income in the middle decades of the twentieth century in the above graph is a tip-off that the rich have to a notable degree exited the economy when tax rates at the top have been high. The top 1 percent’s average income goes down, as it must, under high tax rates because of strategies of tax reporting and slower growth—not because income has shifted from the rich to the nonrich. Woe be to any economy in which the rich do not prefer to put their capital assets, let alone their expertise, to vigorous use.

			Helter Shelter

			Average pretax reported incomes of the top 1 percent fall when top tax rates rise: this relationship is obvious. If taxes are raised and the top people report less pretax income, to some degree surely, they are earning less. But given the realities of the American tax system since 1913, not to mention the steeliness and determination of the top 1 percent regarding their own pecuniary instincts, it is clear that these people must be sheltering their incomes from taxation at least as much if not more. Tax sheltering by definition reduces tax reporting (and tax revenues), while having the tremendous side effect of yanking the resources of the rich out of uses doing real economic work.

			As we begin to lay out in detail in Chapter 2, the top 1 percent of every era has had a wide range of tax shelters readily available to them. The members of this top group also have the wherewithal to use these shelters intelligently and without legal risk. And crucially, they have the motive. Protecting one’s money from high tax rates becomes a priority when either of two conditions obtain: when rates are high at the moment in which one has money (i.e., is wealthy), or has a stream of serious earnings. If sheltering opportunities had not existed—and certainly they have existed, in proportions that are enormous—then the pretax income of the rich should have risen with high tax rates, not fallen as it did.

			Here is an inventory of some favorite tax-sheltering devices from over the years. Any number of these remain in force and favorites today. The top income earners, in response to higher taxes, will:

			1.Choose lower-taxed forms of incomes such as increases in unrealized capital gains, which are currently, as they have generally been throughout history, taxed at zero percent. Unrealized capital gains, if transferred at death, or given to a charity or educational institution, have a “stepped-up basis”—which means that taxes will never be paid on the unrealized gain.

			2.Shift assets producing income streams into forms hit lightly by tax law, such as those yielding municipal bond interest (which is, and always has been, tax-free).

			3.Evade taxation by not reporting taxable income—a criminal offense, but widely practiced.

			4.Move income away from high-tax locations to lower-tax locations such as offshore tax havens and community-property states.

			5.Reduce taxation by changing the timing of income receipts, via such devices as deferred-compensation arrangements (a darling of executives in the 1950s), elaborate retirement plans, and generation-skipping trusts.

			6.Resort to untaxed barter rather than taxable forms of income.

			7.Receive income in untaxed corporate perquisites such as expense accounts, art-bedecked skyscraper offices, luncheon clubs, corporate jets, club memberships, tuition payments, company cars, and so forth—the proportions in these realms were breathtaking in the mid-twentieth century.

			8.Retain income in closely held businesses as an unrealized capital gain, funding lifestyles with interest-deductible debt collateralized by the equity in the business.

			9.Make extensive use of tax credits.

			10. Incorporate consumption items such as golf memberships, yachts, hobby farms, equestrian ranches, and sports teams (a rage of the well-heeled in the 1930s).

			These ten items alone are sufficient to account for the greater part of the variation in Figure 1. Indeed, the very purpose of these tax-avoidance measures is to maintain the standard of living of the highest income earners while simultaneously reducing their reported pretax income. In every case, the tax-avoidance device is highly sensitive to top tax rates and serves to negate any assessment of the true distribution of income based on tax reporting. Example: “I haven’t paid for my lunch in thirty-one years,” said a Manhattan executive in 1960. This executive’s corporation paid for those lunches so that it could compensate the executive, who otherwise faced a high personal income tax rate, while itself deducting the cost of this compensation on its own corporate tax return. All these legion forms of tax sheltering on the part of the top one-percenters, in collusion with the political class, do plenty to explain the strange course of average top income since the income tax began to dominate the federal tax system in 1913. But what of the effect on the economy?5

			Tax Rates High or Low: The Economic Saga

			High top tax rates have caused gargantuan tax-avoidance activities on the part of the rich. By that mechanism, high top tax rates have forced the economy into its periods of substandard performance. It is these periods that form the context of lessened incomes of the rich—as measured by tax reporting and which are no indication of corresponding income gains of the nonrich. The next fifteen chapters of Taxes Have Consequences chronicle this history, and its obverse in the low top-tax-rate eras, striving to relate the phenomenal detail and significance. Here is the snippet view:

			1913–1923

			During the period from the inaugural income tax in 1913 until 1923, there was a short-lived interval of superhigh tax rates on the very rich. In 1918, the highest tax rate was increased to 77 percent, up from 7 percent in 1915. In order to be taxed at the 77 percent rate, the tax filer had to earn upwards of $15 million in today’s dollars. Time was spent in recession every year from 1918 to 1921. The top 1 percent’s average income fell sharply from 1916 to 1921, as moneyed people sheltered their incomes.

			1924–1928

			The big successive drops in top tax rates in the 1920s accompanied an economic breakout: the incredibly robust economy of the Roaring Twenties. As the economy roared and tax rates tumbled, the rich submitted much more of what they earned to the lowered tax rates, and virtually everyone was better off. In 1928, with the top tax rate down to 25 percent (from 77 percent a decade earlier), the top 1 percent’s average income rose abruptly. Correspondingly, tax revenues from the top 1 percent increased prodigiously.

			1929–1932

			Dramatic declines in tax-reported income at the top began with Hoover’s signing of the Smoot-Hawley Tariff bill—the largest tax increase on traded products in peacetime American history—in June 1930. In anticipation of the tariff, the stock market began its correction in 1929 with a 35 percent drop in the Dow Jones Industrial Average by year-end. There was a slight slowdown in the real economy in 1929. The decline in the average income of the rich, as tax increases loomed, signaled a worsening economy.

			After the tariff bill became law in June 1930, all things unmerciful broke loose. The stock market cratered, tax revenues dove, and unemployment soared. In 1932, an increase in the top individual income tax rate from 25 to 63 percent took effect as unemployment hovered between 20 and 25 percent. The top earners took action to reduce the impact of much higher tax rates—and the consequences were monstrous. High tax rates strongly correlated with a decline in reported income of the rich coincident with an economic collapse.

			1933–1941

			President Franklin D. Roosevelt, inheriting an economy in shambles, at first declined to add to Hoover’s tax structure. This led to both somewhat higher tax-reported incomes on the part of top one-percenters and a suggestion of economic growth in the mid-1930s. But FDR could not keep it up. In 1936, he opted for more tax increases and raised the top rate of taxation to 79 percent, setting up the remainder of the decade as a proving ground for works projects, staggering levels of unemployment, torrents of underreported income on the part of the rich, and nagging poverty. Against this record of widespread losses, average income of the rich bucked its mid-1930s improvement, resumed the early Great Depression pace, and stayed historically low.

			1942–1945

			The worst years for the U.S. standard of living came during World War II, when top tax rates on the rich were raised to as high as 94 percent. Confiscation of output soared only to be destroyed in the military theaters of Europe and the Pacific. Private consumption per hour worked fell to lows not seen since the hardest of times in the previous century. The life of the common person on any normal definition was penurious: long hours of work, few goods available for purchase, and the dreadful consequences of war. And again, the measured income of the rich stayed low.

			1946–1949

			By the postwar period, the nation had become accustomed to nosebleed-high top tax rates. Lawyers, accountants, and financial experts all were well-trained at that point, a full generation after 1913, in the practices of tax-reporting wizardry. The tax statutes and rule books were tools and filters which diligent financial hunters could use to seek out and find delicious tidbits of tax complexity to avoid reporting taxable income. Earning and retaining high incomes had become an inside game excluding the participation of the less moneyed. Lacking the financial skills to avoid high tax rates, the poor and the disenfranchised were effectively blocked from ever joining the upper echelon of the prosperous—even if they had a run of good financial performance or luck. Tax codes stacked with high rates and mind-numbing complexity guaranteed that occasional high earners would never become rich.

			In the four-year stretch from latter 1945 through 1949, there was an enormous reduction in government spending and notable tax cuts at the highest rates. The result was considerable prosperity. Everyone was better off, rich and poor alike. The highest tax rate fell from 94 percent in 1945 to the low 80s in 1948.

			1950–1960

			From 1950 through 1952, the tax cuts of the previous half-decade were reversed. The top tax rate went up from 82 to 91 percent as the United States became involved in the Korean War. Top 1 percent average income declined, as did the nondefense portion of the economy—that representing the standard of living. Under the presidency of Dwight Eisenhower, 1953–1961, came a period of sluggish growth, moderately high unemployment, and three recessions under the continuation of high top tax rates and the flourishing of tax shelters and tax dodges. Washington, D.C., lobbyists prospered as never before. Reported income of the rich stayed in a low range, where it would remain until President Kennedy took office. The indifference of Washington toward enforcing superhigh tax rates permitted easy drastic underreporting of income. The economy logged economic growth that was slightly below average.

			1961–1967

			In the era personified by John F. Kennedy, the economy of the “go-go” sixties boomed, the stock market rose briskly, unemployment dropped, and the budget approximated balance as tax rates at the top went down sharply. The highest income tax rate fell from 91 percent to 70 percent, the corporate rate fell from 52 percent to 48 percent, and taxes on trade across the planet were reduced. The average reported income of the rich bolted upward as high earners shifted portions of their portfolios out of shelters. Lower taxes, an unambiguous general prosperity, and higher income of the top 1 percent coexisted amicably.

			1968–1982

			After the effective years of the Kennedy tax cuts, there was a long, dispiriting era of mediocrity in the economy. It came along with a commensurate increase in underreporting of income from the rich. It all began with tax rate increases. An income tax surcharge became law in 1968, and the top capital gains rate went up by 10 points in 1969. Thereafter, extreme price inflation served as a tax increase. Taxes were “unindexed” for inflation. This meant that if one got more money to cover the regular big increases in consumer prices (often 10 percent per year) in the 1970s and early 1980s, one faced higher tax rates on the extra income. For example, in 1964, it took an income of $1.75 million (in 2021 dollars) to be in the top tax bracket. By 1981, a person hit the top tax rate at $325,000 of income (in 2021 dollars). This was a most hefty tax increase on the highest earners. In Figure 1, the lowest year since 1933 of average income reported by the rich was 1976.

			Over the last years of President Lyndon Johnson and on through Presidents Richard Nixon, Gerald Ford, and Jimmy Carter, and ending after Ronald Reagan’s second year in office, the decline in the average income of the rich came at great expense. This was the maddening combination of negligible economic growth with enormous price inflation. The name it went by was “stagflation.” One important countermeasure, a capital gains tax rate cut, became law in 1978. It heralded the coming of a new era.

			1983–1989

			When Ronald Reagan became president in 1981, the highest marginal personal income tax rate had remained at 63 percent or higher since 1932. The highest top tax rate at the end of Reagan’s second term (1989) was 28 percent. The capital gains rate, reduced from effective levels above 40 percent in 1978 to 28 percent, went down again with Reagan’s 1981 tax cut to 20 percent. The corporate rate fell from 46 to 34 percent. Tax brackets were indexed for inflation. Since 1990, the highest marginal tax rate of the personal income tax has risen above the late Reagan level of 28 percent but always stayed below 40 percent. The capital gains and corporate rates have held close to or gone under the Reagan-era lows. During Reagan’s two terms in office, massive tax rate cuts coincided with enormous increases in employment (twenty million new jobs from 1982 to 1990), sharply declining inflation (these two effects killing off stagflation), and the ending of the Cold War. As ever given such developments, tax-reported income at the top soared. High-income earners drastically curtailed the use of tax shelters—they were no longer necessary.

			1990–1994

			President George H. W. Bush pulled back from the Reagan precedent. The highest tax rate inched up under Bush in 1990, and in President Bill Clinton’s first year in office (1993), it settled at 39.6 percent, up from the final Reagan rate of 28 percent. The economy stumbled along with a recession in 1990–1991 precipitated by the Bush tax hikes on the rich, including even on the production of luxury goods. A sharp downturn in the average income of the top 1 percent, again as ever, accompanied the recession. Higher tax rates once again brought more tax sheltering and a dispirited economy.

			1995–2000

			The years that followed Bush were, so to speak, the two Clinton presidencies. In 1993–1994, Clinton raised tax rates at the top and made a push for national government health care. The whopping electoral defeats the Democrats suffered in the midterm elections happened the very week, in November 1994, when the stock and bond markets both assumed their long-term bottoms. A tremendous wave of growth spread over the land as Clinton thereupon reformed welfare, cut government spending, and reduced the capital gains rate, all while having shepherded Reagan’s North American Free Trade Agreement to passage. Less government spending and lower taxes—distinctly at the trade and capital gains levels—led to 4 percent per annum economic growth, a powerful stock market rally, and another nineteen million new jobs.

			2001–2020

			Through the Clinton years, as well as through the presidencies of George W. Bush, Barack Obama, and Donald Trump, the tax-reported income of the top 1 percent rose, save for the two market crashes and recessions associated with the beginning and the end of President George W. Bush’s term in office—the recession of 2001 and the Great Recession of 2008–2009. More and more high earners reported fully what they had earned. During the downturns, the pretax reported income of the top 1 percent was reduced. As always, higher tax rates and recessions corresponded to lesser income at the top. Over 2017–2019, tax rate cuts coincided with a drop in the unemployment rate to historical lows.

			Paradoxes

			The paradox of the average income of the rich, against the retention rate from the top rate of the income tax, is that as the cost of earning high income—the taxes paid at the top tax rate affecting only high income—went up, the level of that income went down. In no normal world does a price of something go down when a tax is laid on it. Were it not for tax sheltering, the reported income of the rich should have gone up with increases in tax rates on that income. If somehow the reported income of the rich actually went down with high tax rates in the absence of tax sheltering, it would have meant that the rich were content to work and invest the same as before while being paid less.

			That the level of high income went down with an increase in the cost of producing that income—the top tax rate—indicates that high earners acted to protect their income in high-tax circumstances. High rates of the income tax resulted in a combination of tax sheltering, lower total incomes of the top 1 percent, and a damaged economy. Plus one more consequence: as the reported incomes of the top 1 percent fell under high top tax rates, further tax exactions on those earning less than top-1-percent levels of income were required. This is a topic we explore extensively in subsequent chapters.

			The incentives sure were there for the top 1 percent. The examples reached levels of absurdity when top tax rates were over 90 percent, as in the 1950s. The higher the tax rate, the more profound the necessity of the rich to see to it that that rate had the least possible effect on their real income. As a general rule, at a 25 percent top tax rate, members of the top class of income earners logically spend 25 percent of their efforts on trying to reduce the tax impact on their earnings and 75 percent on expanding profits. However, when the top tax rate hits 75 percent, their efforts are reversed: 75 percent on reducing the effects of taxes and only 25 percent on expanding profits.

			Moreover, as American tax history since 1913 reveals, high tax rates have made the economic activity of the rich ominously less rewarding. High tax rates at the top have curtailed productive work and investment from this economically decisive group. What was earned was largely sheltered, shelters were less remunerative than normal investments, and less was earned overall. The consequences of elevated tax rates flowed down into the economy, pushing underperformance into every corner. When the rich became poorer, so did everyone else.

			The final point concerning the bottom tier of earners is critical. The data show unambiguously that this group did not improve in the era of high tax rates. In fact, the lower half’s average income relative to other cohorts has been going steadily down for the last seventy-five years, no matter the tax rates on anybody. This includes the top tax rate imposed on high earners, which over this period has varied widely. In the following graph, we plot the average income of the bottom 50 percent of earners. All this series does is go down. The average incomes of the top 1 percent, and the top 50 percent minus the top 1 percent, have their variations. Not so the average income of the bottom 50 percent. When taxes at the top in the 1950s, 1960s, and 1970s were high, the income of the bottom-half group went down in comparison to peers. The same happened after taxes at the top went and stayed down beginning in the 1980s (Figure 2):

			Figure 2

			Top 1%, Top 50% (ex. Top 1%), and Bottom 50% Real Average Income

			(annual, 1943–2017, indexed to 1943 = 100 in 2018 $)

			[image: ]

			Source: IRS

			To clinch the point, as elaborated in the chapters ahead, it was in eras of high tax rates on the rich that the bottom 95 percent of earners—inclusive of the bottom 50 percent of earners—increasingly bore the brunt of paying taxes due. The taxes paid by high earners and the rich as a share of gross domestic product (GDP) in these years of high tax rates on the rich scarcely ever moved. Likewise, when tax rates at the top were low, supremely in the 1920s but after 1980 as well, total taxes as a share of GDP paid by the nonrich fell precipitously and that of the rich soared. Here is the plot of the numbers in their glory (Figure 3).

			Figure 3

			Tax Revenues as a Share of GDP for the Top 1% of Income Earners vs. Bottom 95% of Income Earners vs. Highest Marginal Tax Rate

			(annual 1916 to 2013)

			[image: ]

			Source: IRS Statistics of Income, Laffer Associates

			So there is a story to laying high tax rates on the rich in the last century-plus of the American past. Jack up tax rates on that group and the response from its members will be a carnival of sheltering that leaves the group with lower, if protected, total income. Ominously, this leaves the economy in the parlous state of having to fend for itself without the attention and resources of its very own leadership. The outlook for the nonrich is grim. Cutting down those top tax rates lets the economy get the full services of that most fabled, driven, and bent-on-mass-prosperity rich, unique as such in all of global history, America’s. Everyone from top to bottom will be set to prosper.

			The “U”

			In recent years, a group of progressive economists headlined by Thomas Piketty has argued that tax rates on the rich should be increased drastically, up past 70 percent. Piketty’s 2014 book Capital in the Twenty-First Century encapsulated this perspective. The book was a publishing phenomenon. It sold over two million copies. Its central feature was a “U-shaped curve” showing the course of pretax reported “income inequality” since 1910. The curve showed that the top 1 percent took a high percentage of total pretax reported income at both the outset and the latter part of the period. But in between, from the 1930s through the 1970s, the top 1 percent took a smaller percentage. Hence the “U”: income inequality used to be high, as it has been high in recent years (the sides of the U); however, in the mid-century, income inequality was low (the bottom of the U). Overlaying the U is the course of the top tax rate, an inverted U. There appears to be a correlation. Inequality goes up with low top tax rates and down with high top tax rates. But of course, as we know, these high tax rates did hurt the rich, but what they did earn they did not fully report. The lowest income earners suffered enormously. Why would anyone ever want greater equality when everybody is worse off?6

			Piketty developed this curve with his colleague Emmanuel Saez. These two economists have been joined by new colleagues, in particular Stefanie Stantcheva and Gabriel Zucman, in continuing research in this vein. In researching this book, we have by and large accepted the tax data from 1913 to World War II (when complete IRS data became available) that these economists have impressively assembled and offered. The evidence that this group has put together is novel and useful for our purposes. It is hard to imagine our writing this book without this research. The problem is that their conclusions do not fit with their data.

			Our perspective and conclusions are different. We have found, in considering the evidence of American tax and economic history since 1913, that increases and declines in inequality are illusions masking far more important developments. We have found that perhaps the rich take a hit when tax rates are high—but lower earners get creamed as a result. And we have found that the rich do quite well when tax rates at the top are low—so well that the great majority of the country prospers while the rich pick up the lion’s share of the nation’s tax bill via voluntary compliance. Taxes Have Consequences is the title and theme of our book. Chief among these consequences is that taxing the rich has proven, across the many years of the income tax since 1913, to put a damper on the American Dream. Likewise, taxing the rich moderately to lightly has consistently equated to the spread and realization across all levels of society of that same halcyon ideal.





Chapter 2

			Income Tax Avoidance: The Income of the Rich Is Not What It Seems

			The income tax, perhaps aside from the military draft itself, is the most invasive policy that the federal government enforces upon its citizens. It requires, according to the language of the income tax code, Americans to declare each year to the authorities “all income from whatever source derived,” so as to present it for taxation. Especially for a high-earning person, such a presentation amounts to an inventory of one’s activities—comprehensive, revealing, and a window into one’s very self. It is astonishing that government would presume to require such a thing. Perhaps in a tyranny something along these lines could be imagined and justified—but in a democracy?7
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