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ABSTRACT

Partisan Tax Policy and Income Inequality in the U.S., 1979-2007"

We assess the effects of U.S. tax policy reforms on inequality by applying a new
decomposition method that allows us to disentangle the direct policy effect from the effect of
changing market incomes. Over the whole period 1979-2007 the cumulative tax policy effect
aggravated income inequality by increasing the income share of the top 20% in contrast to
the middle class’ share. The tax policy effect accounts for up to 29% of the total change in
inequality; its contribution increases up to 41% if we take into account behavioral responses.
Using our unique policy effect measure and variation in tax policies across U.S. states and
time, we also identify the redistributive intention of policymakers. The estimated effect of
partisan politics on the U.S. income distribution is statistically significant and economically
important. Republican policymakers increased inequality especially at the top whereas
Democrats increased the income share of the bottom 80% of the distribution.
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1 Introduction

Over the past decades incomes have become more unequally distributed in most OECD
countries and especially in the United States (OECD 2011). In particular, the increase
of the top 1%’s income share has received considerable attention (e.g., Piketty and
Saez 2003) resulting in numerous calls for higher taxes on the rich (e.g., Diamond and
Saez 2011, Piketty et al. 2011). Yet, very little is known about the actual impact of
tax policy changes on inequality. The reason is that the usual evaluation approach
— comparing income inequality measures before and after taxes (see, e.g., Gottschalk
and Smeeding 1997 or Heathcote et al. 2010) — is not able to isolate the pure policy
effect because tax burdens are determined by both tax policy and pre-tax income
distribution. For instance, a given progressive income tax schedule redistributes more
when the distribution of taxable incomes becomes more dispersed, and not at all if
everybody earns the same (Musgrave and Thin 1948, Dardanoni and Lambert 2002).
Hence, it is unclear how much of an observed change in tax liabilities (and resulting
inequality) is due to policy reforms and what part is due to other factors, notably the
change in the underlying pre-tax income distribution.

This paper is the first to isolate and quantify the pure tax policy effect on inequality
in the U.S. for the period 1979-2007. Our paper can be seen as a natural follow-up of
the study by Piketty and Saez (2007) who analyze changes in the progressivity of the
federal income tax over time but cannot disentangle policy changes from other factors.
We also use tax return micro data from the Statistics of Income (SOI) division of the
Internal Revenue Service (IRS)! and the NBER’s TAXSIM calculator for our analysis
which proceeds in two steps. First, we perform a series of detailed counterfactual
simulations that show how the post-tax income distribution would have looked like if
either tax policy (federal and state level income and payroll taxes) or the distribution
of pre-tax incomes had remained unchanged between two given years. This allows us
to quantify the direct tax policy effect on inequality and to provide novel empirical
evidence on the question to what extent the increase in inequality, in particular the
surge in top income shares, is market driven or caused by major U.S. tax reforms during
the past three decades.? In addition, we extend the baseline decomposition by using

estimates for the elasticity of taxable income (ETI, see Saez et al. 2012 for a survey)

! Note that as a robustness check, we perform the decomposition analysis on the Current Population
Survey (CPS) and show that results are in line with those based on tax return data. This comparison
of how the policy effect on inequality differs between IRS SOI tax return and CPS data complements
the analysis by Burkhauser et al. (2012a) who reconcile estimates on top income shares between these
two data sources.

20ur approach formalizes analyses of policy effects, as performed for instance by Clark and Leices-
ter (2004) for the United Kingdom. See also Bargain and Callan (2010) for France and Ireland. A
related concept for the comparison of tax regimes with respect to progressivity — the transplant-and-
compare procedure (Dardanoni and Lambert 2002) — is applied by Lambert and Thoresen (2009) for
Norway. They isolate the tax policy effect by comparing pre-tax income distributions which have been
adjusted to a common base.



in order to account for indirect policy effects due to behavioral responses. Second,
we use the derived policy effect to uncover policymakers’ redistributive intentions.
Thus, we contribute to the literature on the political economy of redistribution (e.g.
Bartels 2008) by estimating the partisan tax policy effect. In contrast to conventional
measures, such as pre- or post-tax inequality which are affected by other factors beyond
the control of policymakers, our decomposition method enables us to investigate the
‘intended’ impact of partisan politics on the income distribution. For identification, we
exploit the substantial heterogeneity in tax policies across U.S. states and over time.

Our main findings are as follows. The baseline decomposition shows that the size of
the policy effect corresponds to 11-29% of the total change in income shares of different
income groups. The impact is largest for taxpayers in the 95th to 99th percentile of the
income distribution, but smallest for those in the top 1%. This shows that tax policy
had a non-negligible effect on changes in inequality, but explains only a small fraction
of the sharp increase of the top 1%’s income share, where other forces played a much
more important role. Extending the baseline decomposition and accounting for indi-
rect policy effects (i.e. behavioral responses) does not affect our results qualitatively,
but yields a larger overall policy effect on inequality (up to 41% of the total change).
We also find that reforms in the 1980s and early 2000s exacerbated trends of growing
inequality, those in the early 1990s benefited low-income taxpayers. The cumulative
policy effect over the entire period contributed to the increasing income share of tax-
payers in the top quintile (and especially the top decile) at the cost of middle class
taxpayers. Hence, without any tax policy changes, observed inequality would be lower
nowadays. In the second part of our analysis, we show that partisan tax policy effects
are statistically significant and economically important. Tax reforms of Republican
policymakers benefited the top quintile at the cost of the bottom 80%, whereas the
opposite is true for Democrats. The partisan effect of controlling either the legislative
or the executive branch of state governments accounts for 12-42% (depending on the
inequality measure) of the total change in post-tax inequality.

The rest of the paper is organized as follows. Section 2 reviews the related U.S.
income inequality literature. The decomposition analysis, the data and income concepts
are described in section 3. Decomposition results are presented in section 4. Section 5

analyzes how the political cycle in the U.S. has affected inequality. Section 6 concludes.

2 Related literature

Rising income inequality in the U.S. has stimulated a large body of research examining
the underlying driving factors. In this literature, several strands have emerged which
focus on different types of inequality. While the focus of this paper is on redistribution

and the impact of tax policy on trends in post-tax income inequality, this cannot be



comprehensively assessed without taking into account trends in pre-tax inequality.

The existing evidence on pre-tax inequality in the U.S. points to a widening gap,
in particular at the top of the distribution. In a seminal contribution, Piketty and
Saez (2003) (updated 2012) build a series of pre-tax income shares based on tax return
data from the IRS. They find that inequality grew relatively smoothly in the time
period considered here. Further studies relying on IRS tax return data are, among
others, Slemrod (1992), Feenberg and Poterba (1993), DeBacker et al. (2012) and
Bakija et al. (2012) who, in particular, look at top incomes. Similar trends are found
in analyses using CPS data.®> A general conclusion from these studies is that total
income inequality, i.e. inequality in pre-tax, post—transfer income rose sharply in the
1980s, and that this growth continued at a reduced pace in the 1990s and early 2000s.
Burkhauser et al. (2012a) seek to reconcile findings from IRS SOI and CPS data. They
use internal CPS data which are — compared with public-use CPS — much less affected
by topcoding (although a number of other measurement and conceptual differences
remain) and apply similar income definitions as Piketty and Saez (2003) do, namely
pre-transfer, tax-unit income. They conclude that the rise in inequality from 1993
onwards is mainly due to gains made by the top 1% of the income distribution.

We contribute to the literature which examines the impact of tax policy on post-
tax income inequality. By extracting the direct policy effect through counterfactual
simulations, we complement analyses conducted by Piketty and Saez (2007) or the
Congressional Budget Office (2010). In these studies, shares of post-tax income and
average federal tax rates are calculated for all income groups and similar time periods.
However, the estimates do not allow to isolate the direct policy effect since they reflect
both legislative changes as well as other factors which influence tax rates. Some studies
have conducted so—called “what if” calculations (Poterba 2007) but to the best of our
knowledge, none of these papers have sought to identify a policy effect on a year—by—
year basis over a long time period. We are aware of two contributions which explicitly
consider — via counterfactual simulations — the impact of tax policy on the post-tax
income distribution. In an analysis of policy changes during the 1980s, Gramlich
et al. (1993) apply tax and transfer policies of 1980 and 1985 to the pre-tax income
distribution of 1990. They report that 16% of the increase in the Gini coefficient from
1980 to 1990 are due to changes in taxes and transfers. More recently, Poterba (2007)
conducts conceptually similar policy swaps by applying 2004 effective tax rates to the
2000 pre-tax income distribution and vice versa and examines the resulting effects
on the share of post-tax (but before payroll tax) income accruing to various income

groups. A key finding from his analysis is that the impact of changes in the pre-tax

3See e.g. Gottschalk and Danziger (2005), Heathcote et al. (2010), Burkhauser et al. (2011) and
Burkhauser et al. (2012b). Differences between these studies exist with regard to the definition of
the income unit (family vs. household), sample selection (full population vs. working-age population)
and whether or not topcoding in the public-use CPS is accounted for.



income distribution is approximately four times as large as the policy effect of changes
in effective tax rates.?

The second strand of literature to which our study directly relates examines the
relationship between partisan politics and redistribution. Here, it is important to differ-
entiate between studies which seek to identify partisan effects either on social spending
and tax levels or on direct measures of inequality such as pre- and post-tax inequality.
Traditionally, some measures of social spending or tax levels are used to evaluate the
generosity of government policies (McCarty and Pontusson 2009). Pettersson-Lidbom
(2008) finds spending and tax levels to be 2-3% higher under leftist governments in
a panel of Swedish local governments. Reed (2006) estimates for a 40-year panel of
U.S. states that a Democratic state legislature is associated with a 3-5% higher state
tax burden. Scheve and Stasavage (2009) analyze the effect of partisanship on pre-tax
inequality for a panel of 13 OECD countries spanning the 20th century and do not find
a statistically significant effect — except for the income share of the top 1% which is
very small, however. Bartels (2008) compares real pre-tax income growth of affluent,
middle-class and working poor families for the period 1948-2005 showing that overall
pre-tax income growth was largest for high-income families, but only in periods with
Republican Presidents. He finds similar patterns of post-tax income growth for the pe-
riod 1980-2003. Leigh (2008b) estimates for a panel of U.S. states from 1941-2002 the
effect of gubernatorial partisanship on various economic outcomes including pre- and
post-tax inequality and finds mostly insignificant results. Our approach differs from all
these studies since our policy effect, which summarizes the impact of multi-dimensional
tax policy reforms, is unaffacted by changes in pre-tax inequality and, hence, can be

seen as a direct measure of the partisan effect on post-tax inequality.

3 Methodology

3.1 Decomposition

In order to decompose inequality changes into the effect of tax policy and other factors,
we follow and extend the approach suggested by Bargain and Callan (2010). Consider
a data matrix y containing information on individuals’ pre-tax income from different
sources as well as various individual and household characteristics which are relevant

for the calculation of income and payroll taxes. The tax function d represents the rules

4Further studies examining the degree of redistribution of the U.S. income tax system by means
of policy swaps are Kasten et al. (1994), Mitrusi and Poterba (2000), Alm et al. (2005), Leigh (2008a)
and Meyer (2010). However, these studies do not quantify how much of an observed change in post—tax
income inequality is due to policy changes. Instead, the focus of these contributions is on the changing
importance of income and payroll taxes over time (Mitrusi and Poterba 2000), on the progressivity of
the income tax (Kasten et al. 1994 and Alm et al. 2005), the redistributiveness of state taxes (Leigh
2008a) and the distributional effect of the EITC reform enacted through the American Recovery and
Reinvestment Act of 2009 (Meyer 2010).



and structure of the tax system (e.g., marginal tax and contribution rates) while vector
p accounts for all the monetary parameters (e.g., tax brackets). The distribution of
post-tax income is represented by d;(p, y') for tax rules of year 7, tax parameters of year
J and nominal incomes (and characteristics) of year [. For counterfactual simulations,
it is necessary to nominally adjust income levels by an uprating factor o accounting
for nominal changes (e.g. inflation) between base and end year.

For the decomposition, two different approaches are possible: it can be conducted
either on base year or on end year incomes while applying tax policy of the respective
other year. First, the counterfactual situation d;,;(p"*t, a'™ly") represents post-tax
incomes obtained by applying tax rules and parameters of year ¢ + 1 on year t data
nominally adjusted to year t + 1. Here the policy of end year ¢ + 1 is applied while
holding the pre-tax incomes of year ¢ constant. Second, we can apply the initial policy
from year t to the pre-tax income distribution in ¢ + 1. For this, we need to construct
a counterfactual d(p’, %) where pre-tax incomes are adjusted with the same factor

t+1 used to scale up the distribution of pre-tax income between period t and t + 1.°

o
As further explained below, policy changes usually combine changes in policy structure
d and changes in parameters p (the ‘uprating policy’).

In the empirical part, we are interested in distributional measures M, computed
as a function M [dz(zﬂ ,yl)} of the simulated distribution of post-tax income. The
advantage of the present approach is that we can use any measure and not only those
with specific properties (i.e., decomposable inequality indices). More generally, it is
possible to decompose any scalar M such as inequality indices, (top) income shares,
average and marginal tax rates or measures of redistribution. Characterize the total

change AM in measure M between initial and final period as

AM = M [dyr (p", 9" )] = M [di(p",y")] (1)

and notice that the last term can also be written M [d;(a!™pt, a'™1y')] since function d

is linearly homogenous in p and y.° Then, the total change between periods t and ¢+ 1
can be decomposed into a change in tax policy and a change in the pre-tax income
distribution. We refer to the last change as the ’other effect’. The ’policy effect’ can

1

be assessed on end period data y'™!, and in this case, the other effect is assessed on

the base period tax system, yielding decomposition I:

® A measure d; (p’,y'*!) would not be consistent since base-period parameters would be artificially
applied to end-period income levels. For instance, previous tax band thresholds would be applied
to new and possibly higher income levels, thereby generating artificial ‘fiscal drag’ or ‘bracket creep’
(Saez 2003).

6Converting tax parameters and income from dollars into euros does not change the relative
location of households in the distribution of post—tax income.



yitl
AM = M[dt+1(pt+17yt+1)]—M[dt(ptaﬁ)] (2)

N J/

poli(:ytﬁe(:t 1
t+1
)
+ M{dy(p', 7)) = M (0", y')]

(. J/

~
other effect T

1

In this case, base period tax parameters are applied to end period data y'*™! after

nominal adjustment, i.e. Zi—i Symmetrically, the decomposition can be written as a
policy effect assessed on base year data followed by a change in the underlying data

conditional on the new policy. Decomposition II can thus be written as:

AM — M[dt+1<pt+1ayt+l)] o M[dt+1(pt+1’at+1yt)] (3)
otllerzgect 11
+ Mldi (p, oy = M{di(p',y')]

Vv
policy effect 11

Here, the end period tax system is evaluated on nominally adjusted base period data
attlyt,

As the decompositions are path-dependent, we suggest to simply average both pol-
icy and other effect over the decompositions I and II. This corresponds to Shorrocks
(1999)’s reinterpretation of the Shapley value procedure. In the empirical part, we
verify that results based on decompositions I and II usually do not differ (much).
Exceptions indicate that significant (behavioral or conceptual) changes between base
and end year occured, which were not captured in one year’s data but present in the
other years’ data (such as income shifting between the corporate and private sector in
anticipation of TRAS86, as discussed below).

Notice that policy and other effect are affected by the choice of the uprating pa-
rameter a. The way tax brackets are uprated by governments can have important
implications for the income distribution in the long run. Usually there are three op-
tions: (1) no uprating, (2) uprating according to the level of price inflation, (3) uprating
according to the level of earnings growth. With non-indexation of tax brackets in pro-
gressive systems, or price indexation when incomes rise faster than prices, the total
number of tax payers (and the number of higher-rate taxpayers) increases. This phe-
nomenon of bracket creep is likely to affect the final distribution of post-tax income.
In our empirical application, we use changes in the consumer price index to adjust
pre-tax incomes in the counterfactuals which is equivalent to an indexation of tax
brackets. This reference situation is extensively used in policy analyses of tax reforms

(cf., discussion in Clark and Leicester 2004). In a robustness check, we rely on a more



conservative approach based on nominal wage growth, i.e., a distributionally-neutral
scenario (Bargain and Callan 2010).

Our baseline decomposition accounts for direct effects of tax policy changes but
does not consider behavioral responses to changes in tax policy.” In section 4.3, we
further decompose the other effect into an indirect policy effect and a residual effect

based on stylized estimates for the ETT.

3.2 Data

Several data sources have been used in studies on the impact of taxation on income
inequality, in particular tax return data (e.g. Piketty and Saez 2007) and household
surveys such as the CPS (e.g. Alm et al. 2005). It is well-known that there are advan-
tages and disadvantages for both types of data (Poterba 2007). In brief, tax return data
allow to precisely calculate top income shares, but do not contain information about
non-filing households (typically at the bottom of the distribution) and lack certain (not
tax-relevant) components of household income. In this study, we use large public use
files of tax return data released. Annual cross-sectional micro-data are available from
the SOI since 1960, but given that TAXSIM is able to simulate state level income taxes
only from 1979 onwards, we start our analysis in 1979.8

We follow Piketty and Saez (2007) in terms of sample selection and include both
filing and non-filing tax units so that income groups such as quintiles or top percentiles

9 Throughout this paper, we focus on pre- and

are based on the total population.
post-tax income inequality. Tax units are ranked based on pre-tax incomes excluding
capital gains as they are not a regular stream of income. For all subsequent calculations,
capital gains are added back to pre- and post-tax incomes. Pre-tazx income includes all
sources of market income which are reported on tax returns, i.e. wages and salaries;

bonuses and exercised stock-options; employer and private pensions; self-employment

"This approach is supported by Piketty and Saez (2007) who argue that given the controversy
about behavioral responses to taxation "/...] considering the basic case with no behavioral response is
a useful starting place" (p. 9).

8In a previous version of this paper, we have performed our calculations with data from IPUMS-
CPS (Integrated Public Use Microdata Series, Current Population Survey) which is a rich micro-data
set of U.S. households and a primary data source for investigating income distribution trends. However,
it does not contain information about itemized deductions and capital gains which are important in
any analysis on top incomes. Further, for confidentiality reasons, the U.S. Census Bureau “top codes”
all income sources, with differences in methods between some years. This can cause a downward bias
of income inequality estimates (cf. Burkhauser et al. 2011). We compare the result from SOI to those
obtained from CPS data in section 4.4.

9The total number of tax units in the US ranges from 97.5 million in 1979 to almost 150 million
in 2007. Over the sample period, the share of tax units which file a tax return is roughly between
92-96% (see online appendix of Piketty and Saez (2003), updated to 2010). Non-filing tax units are
imputed as in Piketty and Saez (2007), i.e. under the assumption that they earn 20% of the average
income of filing units. Because of this imputation, we usually do not report the decomposition results
for the bottom quintile (P0-20) which mainly consists of non-filing tax units or households with low
market incomes.



income; business income; dividends, interest, and rents; and realized capital gains.
Post-tax income is defined as pre-tax income minus the simulated components of the
income tax system including federal and state level income taxes, employee social
insurance contributions (payroll taxes), and tax credits (e.g. EITC). As is common in
the literature, we thus assume that the burden of the taxes is borne by those who remit
them and is not shifted elsewhere through adjustments in pre-tax wages and prices.
Our measures of income do not include imputed corporate or federal estate and gift
taxes. It is important to note that the policy effect, which is the focus of this study,
is not affected by (omitting) these taxes given that we simulate them neither in the
baseline nor in the counterfactual scenarios.!’

In order to calculate income and payroll taxes, we use NBER’s simulation model
TAXSIM.! The simulation approach allows us to conduct controlled experiments by
changing the parameters of interest while holding everything else constant which avoids,
by definition, endogeneity problems when identifying the effects of the policy reform
under consideration (Bourguignon and Spadaro 2006). When assessing the isolated
role of tax policy on income inequality (i.e. the policy effect), we are thus able to
account for changes in federal and state level income taxes as well as payroll taxes and

tax credits. Importantly, the policy effect is solely affected by changes in these taxes.

3.3 U.S. tax history

In this section, we briefly outline the major changes in the U.S. income tax system from
1979 until 2007 which are also summarized in an online appendix (Appendix A.3). We
concentrate on large legislative changes which drive the tax policy effect. Reforms of
interest are the Economic Recovery Tax Act of 1981 (ERTAS1), the Tax Reform Act
of 1986 (TRAS86), the Omnibus Budget Reconciliation Act of 1990 and 1993 (OBRA90
and OBRA93), the Taxpayer Relief Act of 1997 (TRA97), the Economic Growth and
Tax Relief Reconciliation Act of 2001 (EGTRRAO1) and the Jobs and Growth Tax
Relief Reconciliation Act of 2003 (JGTRRAO3).

ERTAS8I1 introduced the indexation of individual income tax parameters which be-
came effective in 1985. Tax cuts were phased in over the years 1982-1984, with a
reduction of top marginal tax rates from 70% to 50% in 1982 and of other tax rates by
23% in three annual steps. Further, the income threshold for the top rate substantially
increased from $85,600 in 1982 to $109,400 (1983) and $162,400 (1984) for married

10Some of the caveats discussed by Piketty and Saez (2007) apply to our study as well. In particular,
we ignore the redistributive effect of government transfers and untaxed income such as in—kind benefits
(except tax credits such as the EITC). Furthermore, our data are repeated cross-sections and we
therefore abstract from any lifecycle perspective.

YFor more information on TAXSIM see Feenberg and Coutts (1993) or visit
http://www.nber.org/taxsim/. It contains all income and payroll tax rules which apply in a
given year. A regression of tax liability observed in the income tax return data with the simulated
TAXSIM output yields an R? of 0.99 or more for each year.



couples filing jointly. Similarly, thresholds were increased for couples filing separately
and for singles. The reduction in tax revenue amounted to 2.89% of GDP (four year av-
erage, c.f. Tempalski (2006) for estimates of revenue effects mentioned in this section).
Key aspects of TRA86 were the broadening of the tax base and reductions in marginal
tax rates. Overall, the reform was almost revenue neutral.'? TRAS86 further lowered
the top marginal rate to 38.5% in 1987 and to 28% in 1988, reduced the number of tax
brackets from 15 in 1986 to four in 1988, but also substantially expanded the EITC
with financial benefits for low—income households.

OBRA90 contained increases in income taxes as well as expansions of the EITC
and other low—income credits. Furthermore, payroll taxes were increased by lifting the
taxable maximum for Hospital Insurance which was finally abolished in 1994. OBRA93
then led to the largest single expansion of the EITC (cf. Eissa and Hoynes 2011), and
further increases in income tax rates were implemented, e.g. the top rate rose from
31% to 39.6% in 1993. The EITC became much more generous in 1994 with higher
maximum credits and an expansion to single workers with no children. The EITC was
further expanded in the following years. The revenue effect of OBRA90 and OBRA93
was — again evaluated on a four year average — positive and amounted to 0.5% and
0.63% of GDP, respectively. TRA97 lowered capital gains tax rates and introduced
additional tax credits (child and education tax credits).

EGTRRAO1 and JGTRRAOQO3 were characterized by reductions in marginal tax
rates, both for low— and high—income families, expansions of the child tax credits, and
reductions in taxes on dividends. In 2003, JGTRRA accelerated those provisions of
EGTRRA which were not set to become effective until 2006. Both reforms had a
revenue—decreasing effect (—0.71% and —0.57% of GDP, 4 year average).

4 Decomposition results

4.1 Major tax reforms

We start our analysis by illustrating the decomposition procedure for each major tax
reform in our sample period. In Table 3 in Appendix A.2, we compare average tax rates
(including federal and state level income as well as payroll taxes) and post-tax income
shares for various income groups before the start of the reform and after it was fully
phased-in (base and end year). We decompose the total change into two components
as explained in section 3. The first is due to tax reforms (policy effect) while the second
is due to changes in the pre-taz income distribution (other effect). The left part of the
table reports the different components of the decomposition, including base and end

period baselines (columns (1) and (4) respectively), the two relevant counterfactuals as

12 As part of the tax burden was effectively shifted from the individual to the corporate sector which
is not part of our analysis, TRA86 constitutes a tax cut in the context of this paper.



well as the total change. Columns (2) and (3) show the counterfactuals with average
tax rates and income shares given end period pre-tax incomes and base period tax
legislation (column 2), and base period pre-tax incomes and end period tax legislation
(column 3). The right part of Table 3 reports both the policy and the other effect for
decompositions I, IT and the Shapley—value (i.e. the mean of the two decompositions).
As they yield almost identical results in most cases, we will focus on the Shapley-
value. An exception is TRA86 where the difference between decomposition I and II

does matter which is discussed below.

Policy vs. other effect. The policy effect reveals how average tax rates and income
shares would have changed under constant pre-tax incomes but changing policy. It
is based on a counterfactual scenario in which the composition of pre-tax incomes
remains constant, and pre-tax incomes grow in accordance with the inflation rate which
is used for parameter adjustments in the counterfactuals.'® Adding the policy effect
to the baseline values yields counterfactual values of average tax rates and income
shares under ‘constant pre-tax incomes’, but changing policy parameters. A positive
(negative) value of the other effect implies that the average tax rate of a given income
group would have increased (decreased) in the absence of policy changes. This can
either be due to pre-tax income growth above (below) the inflation rate or due to
changes in the composition of pre-tax incomes or tax units.!* In the case of post-tax
income shares, the interpretation slightly differs as an increase in the income share of
one group automatically implies that the share of at least one other group must have
decreased. Here, the other effect simply shows how income shares would have changed
in the absence of any policy changes.

From 1981 to 1984, the period around ERTAS81, average tax rates decreased for
all income groups. Starting with the other effect, we observe that changes in pre-tax
incomes have pushed average tax rates up only for the top 0.1% of the population. For
all other income groups, average tax rate would have decreased even in the absence of
the tax reform due to the the recessionary period in the early 1980s. Results for the
policy effect show that with the exception of the second quintile, legislative changes led
to reductions in average tax rates which were largest for the upper part of the income
distribution. As an example, the cumulative policy effect from 1981 to 1984 reduced
the average tax rate for those in the top 0.01% by 5.6 points, while the negative policy
effect for the third and fourth quintile (-0.1 and -0.7, respectively) was only marginal.
With regard to the absolute size of policy and other effect, the reduction in average tax

rates due changes in pre-tax incomes was larger than the reduction caused by policy

13Results are robust when the adjustment of pre-tax incomes in the counterfactuals is based on
mean nominal wage growth instead of the inflation rate (see section 4.4).

14 A shift in the income composition to sources which are taxed by a lower rate ceteris paribus leads
to a negative other effect.
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changes for taxpayers up to the fourth quintile. For those in the ninth decile and above,
the absolute size of the policy effect was larger than the other effect. Moving to the
effect of ERTA81 on inequality, we find that income shares for those below (above) the
80th percentile would have decreased (increased) in the absence of any policy changes.
The policy effect strengthened this effect. We conclude that ERTA81 exacerbated the
increase in inequality such that post-tax income shares were more unequal in 1984
compared with a counterfactual of no policy changes.

Contrary to ERTA81, TRAS86 contained both inequality-increasing (reduction in
top marginal tax rates) and -decreasing elements (expansion of EITC, tax base broad-
ening). Table 3 reveals that it was mainly the top 1% which experienced substantial
reductions in average tax rates and increases in their income shares. Furthermore, our
decomposition for TRA86 shows that, it makes a difference if the policy and other
effect are evaluated on base or end period data. This can be explained by behavioral
reactions, in particular income shifting and timing responses. Capital gains realiza-
tions peaked in 1986 in anticipation of the increase in the marginal tax rate on realized
long-term capital gains from 20% to 28% in 1987. Furthermore, taxpayers shifted in-
come from the corporate to the individual sector as a response to the reduction of the
top marginal rate which fell from 1986 to 1988 in two steps from 50% to 28% and
thus below the basic corporation income tax rate (see e.g. Auerbach 1988, Feenberg
and Poterba 1993 and Slemrod 1996).!° For taxpayers in the top 1%, the hypothetical
average tax rate with 1988 policy parameters, but 1986 pre-tax incomes (column 3)
would have been much higher than the observed average tax rate in 1988 (column 4)
due to the fact that a substantially larger share of their income in 1986 consisted of
long—term capital gains which were taxed at a higher rate in 1988. Conversely, the
hypothetical average tax rate with 1988 pre-tax incomes, but 1986 policy parameters
(column 2) picks up the effect of a larger share of wage and entrepreneurial income
reported by affluent taxpayers in 1988. Differences between decompositions I and II
are thus driven by behavioral responses of taxpayers which caused a dramatic change
in their income composition around TRAS6.!°

OBRA90 and OBRA93 counteracted the growing inequality at that time — at least
to some extent. Average tax rates for those below the 60th percentile would have

declined even without any policy changes due to low income growth as shown by the

5For those in the top 1%, entrepreneurial income made up 11.1% of their total income (excl.
capital gains) in 1986, but 21.2% in 1988. Conversely, capital gains made up 38.8% of their total
income (incl. capital gains) in 1986, but only 14.6% in 1988 (see updated tables to Piketty and Saez
(2003), accessible at http://elsa.berkeley.edu/“saez/).

16Note that the way we rank tax units, i.e. based on their pre-tax incomes excluding capital gains
which are added back for the calculation of average tax rates and income shares, might critically affect
our decomposition results when significant changes in the amount of realized capital gains occur from
one period to the other. In section 4.4, we show how results change for TRA86 when tax units are
ranked based on pre—tax incomes including capital gains, which provides additional evidence for the
impact of behavioral changes around TRA86 on our decomposition results.
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negative other effect. In a similar vein, the other effect on post-tax income shares was
negative for those below the 80th percentile implying that their income share would
have declined substantially in the absence of the tax reforms. Due to expansions of the
EITC the policy effect led to a considerable reduction in average tax rates of those in
the lower half of the distribution, in particular in the second quintile, while increases
in marginal rates caused average tax rates to rise in the upper half of the distribution.
This effect was strongest at the top of the distribution where the policy effect increased
average tax rates, for instance, for those in the top 0.01% by more than 11 percentage
points. Unsurprisingly, the cumulative policy effect of OBRA90 and OBRA93 on the
income share of the top 1% was negative, while it was positive for the rest of the
population and again largest for those in the second quintile.

Decomposition results for EGTRRAO1 and JGTRRAO3 show that, similar to pre-
vious periods, the other effect pushed average tax rates up only for the top 1%. The
tax cuts enacted in 2001 and 2003, however, led to substantial reductions in average
tax rates across the distribution, with strongest policy effects — in absolute terms — at
the top of the distribution. The positive policy effect on the income share of those at

the top underlines the inequality-increasing effect of the Bush tax cuts.

4.2 Cumulative effects over time

In this section, we focus on the cumulative effect of changes in policy and pre-tax

incomes on average tax rates and income shares over the entire period.

Average tax rates. We first turn to the results for average tax rates. Figure 1
shows how the total average tax rate developed from 1979 to 2007 (black diamond).
Additionally, we consider two counterfactual scenarios. These counterfactuals reveal
how the average tax rate would have changed if either policy parameters or pre-tax
incomes would have remained as observed in the base year 1979. Over the entire
period, the policy effect (other effect) pushed the average tax rate down (up) as can
be seen by the hollow (black) triangles. In particular, policy changes implemented in
the 1980s and early 2000s had a dampening impact on the total average tax rate, while
the reforms in the early 1990s to some extent reversed the Reagan tax cuts. If policy
parameters had remained constant on their 1979 level, the total average tax rate would
have almost constantly grown from 1982 until 2000. This is due to the fact that total
income grew faster than the inflation rate which is used to adjust pre-tax incomes in
the counterfactuals.

Clearly, any diverging trends across income groups are hidden behind this aggregate
average tax rate. Therefore, in Figures 2 and 3, we plot changes in average tax rates for
income quintiles and fractiles of the top 1% comparing the actual change (left panel)

with the counterfactual scenario of constant pre-tax incomes (right panel), respectively.
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Figure 1: Average tax rates 1979-2007
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Note: The dashed vertical lines indicate the start of implementation of significant changes
in tax legislation (section 3.4). Shaded areas show recession periods (NBER classification).
Uprating according to the level of price inflation. Sources: Own calculations based on SOI
IRS income tax return data and NBER TAXSIM calculator.

Importantly, the difference between these two series is given by the other effect cap-
turing the impact of changes in pre-tax incomes on the average tax rate conditional on
constant policy parameters.

We start with the income shares reported in Figure 2. Several important findings
stand out. First, in absolute terms, the dampening policy effect on average tax rates
was smallest for the third (P40-60) and fourth (P60-80) quintile and largest for the
second (P20-40) and fifth (P80-100) quintile. Hence, it is the middle and upper middle
class which benefited least from changes in tax policy. Second, taxpayers in the top
quintile benefited more from tax policy than is visible in the left panel due to the fact
that the other effect pushed their average tax rate up. The opposite is true for all
other taxpayers for whom the other effect had a dampening effect on the average tax
rate. Third, the right panel gives an indication of how the political cycle might have
affected average tax rates at different parts of the income distribution. In short, the
tax burden on high-income taxpayers (fourth and fifth quintile) was reduced under the
Republican administrations in the 1980s and early 2000s, whereas low-income taxpayers
(second quintile) faced largest reductions under the Democratic administrations in the
1990s. The picture for the third quintile is different as their tax burden first rose under
Republican administrations in the 1980s, but was subsequently reduced to a similar

extent under Democratic (1990s) and Republican (early 2000s) administrations — this
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Figure 2: Average tax rates for quintiles: Observed vs. Policy
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Note: P20-40: Second quintile, P40-60: Third quintile, P60-80: Fourth quintile. P80-100:
Fifth quintile. The dashed vertical lines indicate the start of implementation of significant
changes in tax legislation (section 3.4). Shaded areas show recession periods (NBER
classification). Uprating according to the level of price inflation. Sources: Own calculations
based on SOI IRS income tax return data and NBER TAXSIM calculator.

will be investigated more thorougly in Section 5.

Figure 3 reveals that policy changes affecting the top 1% of taxpayers had a much
stronger impact on average tax rates than for the rest of the population. Even within
this group, taxpayers were affected rather differently. Policy changes reduced the aver-
age tax rate of taxpayers located within the 99-99.5 fractile by roughly three percentage
points, but by more than twelve points for those in the top 0.01% between 1979 and
2007. Observed changes in average tax rates were mainly driven by the policy effect.
In contrast to results for taxpayers in the top quintile (Figure 2), the other effect did
not push up average tax rates of the richest taxpayers despite the tremendous income
growth this group experienced over the sample period. As discussed above, the neg-
ative other effect on average tax rates for those in the top 1% was largely due to the
changing composition of their pre-tax incomes, partly caused by behavioral reactions
around TRASG.

Income shares. Now we turn to the effect of tax policy on inequality. The left panel
of Figure 4 shows how post-tax income shares of taxpayers in the second to fifth quintile
have changed relative to the base year pre-tax income share, while the policy effect on

post-tax income shares is shown in the right panel. We find a stark contrast between
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Figure 3: Av. tax rates for fractiles of the top 1: Observed vs. Policy
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Note: The graph shows changes for four fractiles within the top 1%. The dashed vertical
lines indicate the start of implementation of significant changes in tax legislation (section
3.4). Shaded areas show recession periods (NBER classification). Uprating according to the
level of price inflation. Sources: Own calculations based on SOI IRS income tax return data
and NBER TAXSIM calculator.

the observed change in income shares and the policy effect. The income share of those
in the top quintile increased by roughly 24% over the whole sample period, whereas all
other groups saw their income shares declining, with cumulative losses ranging from
22% (fourth quintile) to 28% (second quintile). Tax policy contributed to the increase
(decrease) in the income share of those in the top (third and fourth) quintile with an
overall policy effect of roughly 1% (minus 2%). Remarkably, the cumulative policy
effect on the income share of those in the second quintile almost canceled out over
time. Tax policy was equalizing in some periods and disequalizing in others which is
in line with the results for the policy effect on average tax rates. Again, the different
sub-periods broadly coincide with the political cycle.

Figure 5 shows results for taxpayers in the top 1%. As for average tax rates (Figure
3), observed changes in income shares as well as the policy effect were much larger at
the top of the distribution than for any other income group. For instance, from 1979
to 2007 the income share of those in the top 0.01% has risen by 350% with the policy
effect contributing 18% to the increase. Interestingly, the highly disequalizing policy
effect in the 1980s was almost completely reversed after OBRA93, but the tax cuts in

the early 2000s reinforced the overall increase in inequality:.
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Figure 4: Income shares for quintiles: Observed vs. Policy
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classification). Uprating according to the level of price inflation. Sources: Own calculations
based on SOI IRS income tax return data and NBER TAXSIM calculator.

Relative importance. The difference in scale of the left- and right-hand side panels
in Figures 4 and 5 suggests that changes in pre-tax incomes (the other effect) were
the main driver of the total change in inequality. While this finding clearly confirms
general perceptions about the roots of increasing inequality, it does not account for the
fact, however, that the policy effect was equalizing in some periods and disequalizing
in others and that these differential effects to some extent canceled out over the period
of analysis. Calculating the mean of the absolute values of the policy effect and the
total change, respectively, and expressing the former as a fraction of the latter, we find
a non-trivial impact of policy changes. This is shown in Table 1 for average tax rates
and income shares. Columns (1) and (3) present baseline results for the direct policy
effect without behavioral reactions (see section 4.3 for the total policy effect including
indirect policy effects). Unsurprisingly, column (1) reveals that policy changes matter
more for average tax rates than changes in pre-tax incomes with the policy effect as a
fraction of the total change ranging from 51% to 99% depending on the income group.
Interestingly, the importance of the policy effect relative to the other effect is highest
for taxpayers in the 95th to 99th percentile. The corresponding value for those in the
top 1% is much smaller (77.5%). The reason is that the other effect was larger for the
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Figure 5: Inc. shares for fractiles of the top 1: Observed vs. Policy
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3.4). Shaded areas show recession periods (NBER classification). Uprating according to the
level of price inflation. Sources: Own calculations based on SOI IRS income tax return data
and NBER TAXSIM calculator.

top 1% than for those in the 95th to 99th percentile due to the tremendous income
growth experienced by the richest taxpayers.

For income shares the mean (absolute) policy effect expressed relative to the mean
(absolute) total change is lower, but still substantial and ranges between 11% to 29%.
Here, among all taxpayers the relative importance of the policy effect is smallest for
those in the top 1% which again reflects the fact that pre-tax income growth was
the main driver of their rising post-tax income shares. These findings are in line with
Poterba (2007) who shows that the effect of changes in pre-tax incomes on the post-tax

income distribution was four times as large as tax policy changes in the early 2000s.

4.3 Indirect policy effects

The baseline decomposition presented above abstracted from indirect policy effects
which are captured by the other effect. Changes in pre-tax incomes may be unrelated
to tax policy, but could also result from behavioral responses of taxpayers, in particular
after significant changes in tax policy. For instance, it has been shown that the EITC
reforms had a substantial impact on participation rates of married couples and single

mothers (cf., Eissa and Hoynes 2006 and Eissa et al. 2008, among others). In addition
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Table 1: Relative importance of policy effect

ETI=0 ETI=1 ETI=0 ETI=1

Av. tax rates Income shares

(1) (2) (3) (4)
P20-40 50.8 41.9 21.4 32.2
P40-60 77.9 62.5 17.4 29.4
P60-80 87.0 78.2 15.8 26.1
P80-90 96.2 87.6 12.4 20.9
P90-95 98.3 83.6 20.4 33.5
P95-99 99.0 85.1 29.3 40.5
P99-99.5 80.4 71.6 11.9 18.1
P99.5-99.9 73.4 64.5 13.9 23.1
P99.9-99.99  75.5 68.2 12.1 21.6
P99.99-100  69.3 57.3 10.9 20.8
Top 20% 94.6 87.9 19.2 28.3
Top 10% 92.1 85.8 15.9 26.0
Top 5% 89.0 83.0 14.2 24.8
Top 1% 77.5 69.4 12.5 22.4

Note: The mean of the absolute values of the policy effect is expressed in % of the mean of
the absolute values of the total effect. Average tax rates (%) include federal and state level
income and payroll taxes. Uprating according to the level of price inflation. Ranking based
on pre-tax income excl. capital gains. Sources: Own calculations based on SOI IRS income
tax return data and NBER TAXSIM calculator.

to adjustments in participation or hours worked, tax reforms may affect other margins
such as tax evasion, income shifting or the timing of capital gains realizations with
the latter two of particular relevance at the period around TRA86 (Auerbach 1988,
Feenberg and Poterba 1993, Slemrod 1996, Auerbach and Slemrod 1997). The recog-
nition of the importance of these responses has led to the growing tax responsiveness
literature focusing on the ETI which shall capture all these behavioral responses (see
Saez et al. 2012 for a survey).

In order to single out indirect policy effects in our decomposition framework, it
is necessary to make assumptions about potential behavioral changes of taxpayers
after policy changes. We proceed as follows. We extend our (mechanical) baseline
decomposition and retrieve hypothetical pre-tax incomes for each income group in
both counterfactuals by accounting for the ETI. Following Giertz (2009), who studies
how tax revenues could be affected by behavioral responses after an expiration of the
Bush tax cuts, we use stylized values of the ETT of 0.2, 0.5 and 1.0 in order to consider
a reasonable range of values for the indirect policy effect (Saez et al. 2012). Note that
our baseline decomposition can be considered as a lower bound as it is implicitly based

on the assumption of a zero ETI. For the sake of simplicity, we assume the ETI to be
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constant across income groups (as in Giertz 2009) and over time. We are thus able to
quantify what fraction of the total change in pre-tax income from period ¢ to t + 1 is
due to behavioral responses and other factors, respectively. The indirect policy effect
is derived such that it precisely corresponds to that fraction of the other effect (see
Appendix A.1 for a formal derivation).

Table 4 (Appendix A.2) shows decomposition results for all major tax reforms in
our sample period including indirect policy effects. Columns (1)—(5) correspond to the
baseline decomposition (Table 3), while columns (6)—(11) report results for indirect and
residual effects. Note that the direct policy effect from our baseline (column (4)) is
not affected by the extension as it mechanically captures changes in policy parameters,
but no behavioral responses. On average, for an ETT of 0.2, indirect policy effects are
much smaller than direct policy effects. They become larger if we assume an ETI of
0.5 and are often as important as direct policy effects for an ETI of 1.

In Figure 6, we relate the direct policy effect (equivalent to the right-hand side
graph in Figure 4) to the upper bound estimate of the total policy effect which is given
as the sum of direct and indirect policy effects. Results based on an underlying ETT of
0.2 and 0.5 are presented in Figures 7 and 8 in Appendix A.2. Importantly, our baseline
results are quantitatively affected, but not qualitatively.!” Over the whole time period,
taxpayers in the top quintile benefited most from tax policy and this effect is larger
the higher the underlying ETI. The opposite effect can be observed for taxpayers in
the second to fourth quintile.

In columns (2) and (4) of Table 1, the upper bound estimate for the total policy
effect (ETI=1) is expressed in relation to the total change in average tax rates and
income shares. While the fraction becomes smaller for average tax rates when indirect
policy effects are accounted for (column (2) vs. (1)), the overall impact of tax policy
on inequality becomes larger which amplifies the direct effect. It now ranges between
18% and 41%.

4.4 Sensitivity checks

In this section, we check the sensitivity of our results with respect to several choices

made.

Choice of the uprating factor. As a first sensitivity check, we replicate the analysis
with mean nominal wage growth as uprating factor (« in formulae (2) and (3)) in order

to answer the question to what extent our results depend on the choice of the uprating

17 An exception is the upper bound estimate on the total policy effect for taxpayers in the second
quintile which turns out to be more negative than for taxpayers in the third quintile (Figure 6). For
the total policy effect, it is important to note that a substantial part of the behavioral responses,
in particular around TRAS86, consisted of avoidance and timing responses which do not imply any
additional income.
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Figure 6: Income shares: Direct vs. total policy effect with ETI=1
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Note: P20-40: Second quintile, P40-60: Third quintile, P60-80: Fourth quintile. P80-100:
Fifth quintile. The dashed vertical lines indicate the start of implementation of significant
changes in tax legislation (section 3.4). Shaded areas show recession periods (NBER
classification). ETI = 1. Uprating according to the level of price inflation. Sources: Own
calculations based on SOI IRS income tax return data and NBER TAXSIM calculator.

factor. Over the whole sample period, mean nominal wages grew faster than the
inflation rate which implies that taxpayers might move into higher/lower tax brackets
when adjusting pre-tax incomes in our counterfactuals.'® Figure 9 (Appendix A.2)
shows that results do not change much with nominal wage indexation. The overall
effect of tax policy is slightly more disequalizing than in our baseline. Cumulative
policy effects on income shares are more beneficial for taxpayers in the fourth and fifth

quintile relative to those in the the second and third quintile.

Ranking of tax units. In our baseline, we follow the approach of Piketty and Saez
(2007) and rank tax units based on their pre-tax incomes excluding capital gains given
that realized capital gains are not a regular stream of income. Capital gains are added
back to pre- and post-tax incomes for the calculation of average tax rates and income
shares. This might affect our results in particular for those periods in which significant
changes in the amount of realized capital gains occurred, as can be observed around
TRAS86. Table 5 (Appendix A.2) shows decomposition results for TRA86 when tax

18We choose the National Average Wage Index according to which the taxable maximum for So-
cial Security is automatically adjusted. See http://www.ssa.gov/OACT/COLA/AWILhtml for further
information. If the consumer price index (CPI-U-RS) and the National Average Wage Index are
normalized to 1 for the base year 1979, their 2007 values are 2.66 and 3.52, respectively.
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units are ranked based on pre-tax incomes including capital gains. For the base year
1986, average tax rates appear to be substantially higher for taxpayers at the top 0.1%
of the distribution than in our baseline (Table 3), whereas for 1988 average tax rates
for the richest tax units are similar to those in our baseline. These differences can be
explained by the fact that realizations of long—term capital gains peaked in 1986, in
particular among affluent taxpayers, in anticipation of the tax increase in 1987.

The ranking of tax units also affects our decomposition results. This is especially
evident when hypothetical average tax rates with 1986 pre-tax incomes and 1988 policy
rules are compared (column (3) in Tables 3 and 5). The counterfactual average tax rate
for taxpayers at the top 0.1% is substantially higher when taxpayers are ranked based
on pre-tax incomes including capital gains. As a consequence, the beneficial effect of
TRAS8G for the richest taxpayers (top 1%) appears to be much stronger in our baseline,
while results for the bottom 99% do not critically depend on the way tax units are
ranked. Decomposition results for all other tax reforms in our sample period are not

affected by the way tax units are ranked.

SOI IRS vs. CPS data. In a previous version of this paper, we have conducted the
decomposition analysis using data from the CPS. Results are not directly comparable
due to various data issues such as the need to impute itemized deductions and top-
coding of high incomes in the CPS.!? As a consequence, we have relied on percentile
ratios such as the P90/P10, P90/P50 or P50/P10 and the Gini rather than (top) income
shares for the calculation of the policy effect. Nevertheless, overall conclusions are the
same. The policy effect is non-marginal, but smaller than the other effect. Tax policy
was equalizing in the early 1990s, but highly disequalizing in the 1980s and early 2000s.
A comparison of policy effects on the Gini coefficient based on these two data sources
is shown in Figure 10 (Appendix A.2). For most years of our sample, the policy effects

are of similar size.

5 Partisan effects on inequality

The previous analysis has shown that tax policy had a differential impact on inequal-
ity in different sub-periods which can be broadly classified by Republican and Demo-
crat presidencies. Therefore, one interesting question that arises from our analysis is
whether the direct policy effect on inequality is significantly affected by partisan pol-

itics. A key advantage of our policy effect compared to other outcome variables, such

YFurthermore, Burkhauser et al. (2012a) and Burkhauser et al. (2012b) have shown that to some
extent, differences in inequality trends based on income tax return data and the CPS can be explained
by different income measures and sharing units. Most notably, median income growth is substantially
higher with the household instead of the tax unit as sharing unit and when economies of scale in
household consumption are taken into account.
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as the total inequality level, is that it is solely affected by policymakers’ decisions and
not by pre-tax incomes. We are thus able to investigate the redistributive preferences
of policymakers and hence the ‘intended’ impact of partisan tax policy on the income
distribution.

In the U.S. the income tax burden is determined by both federal and state level tax
policies implying both cross-sectional as well as time variation in the policy effect. In
the following analysis, we exploit this heterogeneity across states and time. We estimate
the partisan effect of the party of the U.S. President and of the legislative as well as
the executive branch of state governments on the policy effect calculated for several
distributional measures. We estimate an ordinary least squares (OLS) model similar
to Reed (2006). The sample consists of 28 years of observations (1980-2007) from 47
states. We follow Reed (2006) and exclude Alaska and Hawaii and also Nebraska given
that its state representatives do not formally affiliate with political parties. The main
explanatory variables of the partisan tax policy effect on the U.S. income distribution
are binary variables for partisan control over both chambers of the state legislature by
the Democratic or the Republican party, respectively. The omitted category is split
control between the two parties. Moreover, we include binary variables for state-year
observations where a Republican governor is in power as well as for years where the U.S.
President is a Republican. For the latter two party variables, the omitted category is
Democratic Governor and Democratic President, respectively. Additionally, we control
for a comprehensive set of (lagged) state and voter characteristics as well as state
fixed effects in order to minimize any bias which might result from unmeasured voter
preferences. Importantly, all explanatory variables are lagged by one period in order
to avoid endogeneity problems. Descriptive statistics are reported in Table 6. The

regression equation reads:

PEy=a+ 0 Py_1+0RP,_1 +vXs-1+0s + €q, (4)

where PE, is the direct policy effect in state s at time ¢, Py is a vector of (lagged)
partisan control variables for the state government, RFP, ; is a binary variable for a
Republican President, X,;_; is a vector of controls for state characteristics variables
(as in Reed 2006), and 6, are state fixed effects. In our regression model, identifying
variation comes solely from states where partisan control over the executive or legisla-
tive branch has changed within the period under consideration. The party affiliation
of the state governor has changed in all states except South Dakota which only had
Republican governors. There are 7 (3) states where the Democrats (Republicans) ex-
clusively controlled the legislature over the whole sample period and one state where
the legislature was always split between Democrats and Republicans with no majority
for one party.

Our baseline results are presented in Table 2 (Table 7 in the Appendix reports the
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Table 2: Partisan effect on inequality

(1) 2) ®3) 4) () (6) ™ (8) 9)

Dep. var.: Policy effect P0-20 P20-40 P40-60 P60-80 P80-100  Top 10%  Top 5% Top 1% Gini
Democratic Legislature 0.0097*  0.0186***  0.0191***  0.0142%  -0.0640*** -0.0522**  -0.0488** -0.0527*** -0.0639***
(1.8577) (3.0524) (3.4478) (1.8300) (-3.5838)  (-2.4026) (-2.1238)  (-2.8415)  (-3.2557)
Republican Legislature 0.0004 -0.0075 -0.0045 0.0028 0.0088 0.0300 0.0191 0.0039 0.0169
(0.1165) (-1.5722)  (-0.8664) (0.4569) (0.5434) (1.5858)  (0.9375) (0.2370) (1.0312)
Republican Governor -0.0085%*  -0.0123***  -0.0045 -0.0068 0.0315%*%  0.0388*** 0.0396***  0.0356***  0.0440%**

(-24958)  (-3.1957)  (-1.3042)  (-1.3920)  (2.7747)  (2.9753)  (2.8625)  (2.9502)  (3.5971)
Republican President ~ -0.0248%%% -0.0373%%% -0.0325%%* -0,0206*** 0.1136*%* 0.0899%%* 0.0537%%* 00092  0.1164*%*
(-7.1196)  (-8.5261)  (-8.8533)  (-4.2204)  (9.7671)  (6.3798)  (3.5634)  (0.7248)  (8.7464)

Observations 1,316 1,316 1,316 1,316 1,316 1,316 1,316 1,316 1,316
R-squared 0.1341 0.1661 0.1666 0.0668 0.1688 0.0936 0.0490 0.0467 0.1343
Mean dep. var. -0.003 -0.001 -0.007 -0.015 0.026 0.022 0.015 0.010 0.016
Std.Dev. dep. var. 0.053 0.062 0.058 0.075 0.188 0.204 0.219 0.185 0.196
HO: Dem. L. = Rep. L. 0.153 0.000 0.000 0.148 0.000 0.000 0.003 0.003 0.000

Robust t-statistics in parentheses, *** p<0.01, ** p<0.05, * p<0.1

Note: In columns (1)-(8), dependent variable is the state-level policy effect on the income
share of various income groups. In column (9), dependent variable is the state-level Gini
coefficient. All specifications include state fixed effects and controls as reported in Table 7.
We estimate robust standard errors. The last row shows p-values for the hypothesis test

B Dem. Legisiature = BRep. Legislature- Sources: See overview in Appendix A.2.

full model including all control variables). Columns (1)-(8) show regression results for
the policy effect on the income share of various income groups in each state’s income
distribution while in column (9) the policy effect on the Gini coefficient is used as
inequality measure. Contrary to the previous analysis, non-filers are not imputed here
such that the bottom quintile consists of the poorest 20% of taxpayers in each state’s
income distribution. Focus first on the partisan effect of the state legislature. The
coefficients for Democratic Legislature are significant and have a positive sign when the
policy effect on the income share of the bottom four quintiles is our dependent variable
(columns (1)-(4)), but a negative sign in all other specifications. The within-estimator
implies that we can calculate the difference between the coefficients on Democratic
and Republican Legislature in order to gauge the partisan effect. For example, a
change from a Republican to a Democratic state legislature, ceteris paribus, increases
the income share of taxpayers in the second and third quintile by roughly 0.02-0.03
percentage points, but decreases the income share of taxpayers in the fifth quintile by
0.07 points. As a consequence, Democratic legislatures have reduced overall inequality
as shown by the negative sign of the Gini coefficient in column (9). The hypothesis
test that the coefficients for Democratic and Republican Legislature are equal can be
rejected at the 1%-level for all specifications (p-values are reported in the last row of
the table) except for those in columns (1) and (4), where the policy effect on the first
and fourth quintile is used as dependent variable.

Turning next to the gubernatorial (state) tax policy effect on inequality, we find
that with the exception of the models in columns (3) and (4), the coefficients on Re-

publican Governor are significant and have the opposite sign than those on Democratic
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Legislature implying that state income taxes had an inequality-increasing effect after
a switch from a Democratic to a Republican Governor. The same conclusion can be
drawn for tax policy changes on the federal level with the Republican President time
dummy being significant and of negative sign in columns (1)-(4) and positive in columns
(5)-(9), albeit not significant for the policy effect on the income share of the top 1% in
a state.

Our results suggest that tax policy of the Democrats is geared towards taxpayers up
to the fourth quintile, while Republicans seem to target taxpayers in the top quintile.
Even though our estimates appear to be small, they have a non-negligible effect on
changes in inequality. The size of the coefficients should be compared with the average
policy effect (see bottom of Table 2) as well as the mean change in post-tax income
shares (see Table 6). In general, the political party coefficients are substantially larger
than the average yearly policy effect in absolute terms. Moreover, the partisan effect
of a switch from a Republican to a Democratic legislature relative to the average total
change in post-tax inequality can be calculated by taking the difference between the
Democratic and Republican Legislature coefficients and dividing this number by the
mean change in the corresponding inequality measure. We find that the partisan effect
of controlling both chambers of the state legislature makes up 23-42% of the total
change in post-tax inequality with the largest effect for the income share of taxpayers
in the second quintile. The corresponding gubernatorial effect relative to the mean
change in inequality ranges between 12-37%. Hence, we conclude that partisan tax
policy has not only a statistically significant effect on U.S. income distribution, but is

also economically important.

Sensitivity analysis. These baseline results are robust with respect to several dif-
ferent model specifications. For example, we have estimated the same model including
interactions between partisan control over the legislative and the executive branch
within states or interactions between the party of the President and control of the
Congress. This does not alter the general pattern of Republicans increasing inequality
especially at the top and Democrats increasing the income share of the bottom 80%
of the distribution (results available upon request). Moreover, we have estimated a
model where the Republican President dummy is replaced by time fixed effects for fed-
eral legislative terms. Table 8 confirms that partisan effects for state governments are
of similar size as in our baseline model. Aggregating the data to 5-year averages as sug-
gested by Reed (2006) reduces the number of state-year observations significantly and
causes the policy effect to cancel out in some of the 5-year periods. As a consequence

partisan effects become smaller and less significant (results available upon request).
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6 Conclusion

In this paper, we have analyzed how tax policy has affected post-tax income inequality
in the U.S. from 1979 to 2007 based on counterfactual simulations. The decomposition
analysis has enabled us to isolate and quantify the direct effect of tax policy on the post-
tax income distribution. A main finding of our analysis is that, over the whole sample
period, tax policy aggravated the trend of growing inequality in pre-tax incomes: tax
policy had a positive (negative) effect on the income share of taxpayers above (below)
the 80th percentile. Hence, without any tax policy changes, observed inequality would
be lower nowadays. A second key result is that the policy effect corresponds to 11—
29% of the total change in income shares of different income groups. The effect was
largest for taxpayers in the 95th to 99th percentile but smallest for those in the top
1%. Thus, even though the surge in top incomes in the last three decades was to a
large extent market driven, tax policy explains a substantial part of this trend. In
addition, accounting for indirect policy effects due to behavioral responses does not
change our results qualitatively, but raises the relative importance of the policy effect
on inequality: the upper bound estimate for the total policy effect is 18-41% (depending
on the inequality measure) of the total change.

Our analysis has also shown that tax reforms in the 1980s and early 2000s exacer-
bated trends of growing inequality while those in the early 1990s benefited low-income
taxpayers. As these periods coincide with Republican and Democratic administrations,
we have additionally analyzed how the political cycle in the U.S. has affected inequality.
For our estimates of partisan effects, we have exploited the fact that the policy effect
is independent of all other factors beyond the control of policymakers. Our results
suggest that tax reforms passed by Republican governments had a positive effect on
the income shares of taxpayers in the top quintile, whereas Democrats targeted the
bottom 80% of the income distribution. The partisan effect of controlling either the
legislative or the executive branch of state governments accounted for 12-42% of the
total change in post-tax inequality.

Our analysis has to be interpreted in the light of the following qualifications. First,
our analysis is purely positive. Throughout this paper, we have abstracted from nor-
mative welfare considerations regarding the optimal amount of redistribution. Second,
the calculation of indirect policy effects is based on stylized assumptions about behav-
ioral responses to tax changes. However, we have used a range of plausible parameter
values for the ETI and found qualitatively similar results. Third, we have focused the
analysis on the U.S.. In future research, it would be interesting to replicate our analy-
sis for other countries in order to investigate if (partisan) tax policy affects inequality

differently across different institutional settings.
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A Appendix:

A.1 Decomposition including indirect policy effect

We extend decompositions I and II as follows:

Decomposition I:

t+1
AM = Mldia ™,y = Mld,(, 27) (5)

N J/

TV
policy effect T

t+1
Y Y
+ M[dt(pt’ F)] - M[dt(pt’ at+l )]

N

Vv
indirect policy effect I
~t+1

+ M[di(p', )] = Md (0’ o)

TV
residual effect I

Decomposition II:

AM = M[dt+1(pt+1a ?Jtﬂ)} - M[dt+1(pt+la o'y )l (6)

~
residual effect 1T

~t
+ M(dyya (p™, oy )] = Mdy(p™, OétHyt)L

(.

~
indirect policy effect 11

+ M[dpy1 (p"™, oy — Mdi (0", )]

(.

~
policy effect 11

-t 141
with y and y as vectors of hypothetical pre-tax incomes after behavioral re-

sponses. The ETI-formula reads:

Ay 1-T
*
A(1-T) Yy

The behavioral response is calculated for decompositions I and II:

E =

t+1
Yy

(1 =T)1

t

Ay =exA1-T *y— decomposition I1
y (1=T) 2 (decomposition 11

Ayl =ex A(1-T) % (decomposition I)

with e = 0.2, 0.5 or 1, A(1 — T') given by the policy effect on average tax rates, T'
average tax rates and y'/y'™ observed pre-tax incomes in ¢ and ¢ + 1. Averaging over

both decompositions yields the Shapley value:
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AyI + AyU
2

For each income group, the indirect policy effect is calculated as a fraction of the

Ay® =

total change in reported income from period ¢ to t + 1:

Ay®

IPE = Yl — gt

x OF (7)

A.2 Additional results
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Table 3: Decomposition results for major tax reforms

(a) ERTAS1
data year: 1981 1984 1981 1984 Decomp. I Decomp. II Shapley-Dec.
adjusted to: 1981 1984 Total Policy =~ Other PE OE PE OE
policy year 1981 1981 1984 1984  change Mean Mean

®-2  @-1)
H @ B @ @0 @We @0 60 @6 6)-0)  (“4)E)
Average tax rates

P20-40 151 138 162 149 -0.3 1.1 13 1.1 1.3 1.1 13
P40-60 223 212 222 212 1.2 0.1 1.1 0.1 1.1 0.1 1.1
P60-80 26.9 261 262 255 -14 0.6 0.8 0.7 0.7 0.7 08
P80-90 294 287 285 279 -15 0.8 0.7 0.9 0.6 0.9 0.6
P90-95 30.6 300 294 289 -1.7 11 0.6 1.2 0.5 11 0.6
P95-99 325 317 307 300 -25 1.7 0.7 18 0.7 1.8 0.7
P99-99.5 36.0 350 331 324 -3.7 2.6 -1.0 2.9 0.8 2.8 0.9
P99.5-99.9 398 39.0 362 359 -39 3.1 0.8 35 0.3 3.3 0.5
P99.9-99.99 445 46.0 405 422 -2.3 3.9 1.6 4.0 1.7 3.9 1.6
P99.99-100 469 50.3 41.6 445 -24 5.8 3.4 5.3 2.9 5.6 3.1
Top 20% 322 319 305 304 -1.8 -1.6 0.3 16 0.2 1.6 0.2
Top 10% 33.7 336 317 316 -2.1 1.9 0.2 2.0 0.1 2.0 0.1
Top 5% 355 354 330 330 -24 2.4 0.0 2.5 0.1 2.4 0.0
Top 1% 401 406 366 372 -29 3.4 0.5 35 0.6 35 0.6
Post-tax income shares

P20-40 86 82 83 80 06 0.2 0.4 0.2 0.4 0.2 0.4
P40-60 157 152 155 151  -0.7 0.2 05 0.2 05 0.2 0.5
P60-80 254 250 252 249 04 0.1 0.3 0.1 0.3 0.1 0.3
P80-90 180 181 18.0 181 02 0.0 0.1 0.0 0.1 0.0 0.1
P90-95 11.3  11.6 114 116 03 0.0 0.2 0.1 0.2 0.1 0.2
P95-99 121 126 123 128 06 0.2 0.5 0.2 0.5 0.2 0.5
P99-99.5 23 24 24 25 02 0.1 0.1 0.1 0.1 0.1 0.1
P99.5-99.9 27 29 28 30 04 0.1 0.3 0.1 0.3 0.1 0.3
P99.9-99.99 12 15 13 1.6 03 0.1 0.3 0.1 0.3 0.1 0.3
P99.99-100 05 08 05 08 03 0.1 0.3 0.0 0.3 0.0 0.3
Top 20% 481 499 487 504 2.3 0.6 1.8 05 1.8 0.5 1.8
Top 10% 30.1 318 307 323 22 0.5 1.7 05 1.7 0.5 1.7
Top 5% 188 202 193 207 1.9 0.5 14 0.5 1.4 0.5 1.4
Top 1% 67 76 70 79 1.2 0.3 0.9 0.3 1.0 0.3 0.9

Note: PE: Policy effect. OE: Other effect. Average tax rates (%) include federal and state
level income and payroll taxes. Uprating according to the level of price inflation. Sources:
Own calculations based on SOI IRS income tax return data and NBER TAXSIM calculator.
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(b) TRAS6

data year: 1986 1988 1986 1988 Decomp. 1 Decomp. II Shapley-Dec.
adjusted to: 1986 1988 Total PE OE PE OE PE OE
policy year 1986 1986 1988 1988  change Mean Mean

4)-(2)  (2)-(1)
H @ 6 @ @wn W @0 @-0) @6 (-0 @-6)
Average tax rates

P20-40 147 150 143 143  -04 0.7 0.3 0.4 0.0 05 0.2
P40-60 213 220 215 212 0.1 0.8 0.7 0.1 0.3 0.3 0.2
P60-80 25.9 267 260 256 -0.2 11 0.9 0.2 0.4 0.5 0.2
P80-90 282 306 279 279 -04 2.7 2.4 0.3 0.1 15 1.1
P90-95 295 338 295 293 0.2 4.5 4.3 0.1 0.2 2.2 2.1
P95-99 3.0 358 310 30.1 -0.9 5.8 4.9 0.0 0.9 2.9 2.0
P99-99.5 33.7 365 334 305 -3.2 6.0 2.8 0.2 3.0 3.1 0.1
P99.5-99.9 381 393 364 305 -75 8.7 1.2 1.7 5.8 5.2 2.3
P99.9-99.99 434 427 373 301 -134  -126  -0.7 6.1 7.2 9.4 4.0
P99.99-100 458 434 39.8 292 -166  -143  -24 6.0 2106 -10.1 6.5
Top 20% 313 349 306 293 21 5.6 3.6 0.7 1.4 3.2 1.1
Top 10% 32.9 368 320 299 -3.0 6.9 3.9 0.9 21 3.9 0.9
Top 5% 345 380 332 301 -44 7.9 3.5 1.3 3.1 4.6 0.2
Top 1% 39.0 400 361 302 -88 9.9 1.0 2.9 5.9 6.4 2.4
Post-tax income shares

P20-40 78 78 78 75 02 0.3 0.0 0.0 0.3 0.1 0.1
P40-60 148 144 147 139  -0.9 05 0.3 0.1 0.8 0.3 0.6
P60-80 24.6 237 245 230 -16 0.7 0.9 0.1 1.5 0.4 1.2
P80-90 180 171 181 17.0 -1.0 0.2 0.9 0.0 1.1 0.1 1.0
P90-95 116 109 11.6 111  -0.5 0.2 0.7 0.0 05 0.1 0.6
P95-99 131 126 13.0 131  -0.0 0.4 0.5 0.1 0.0 0.2 0.2
P99-99.5 26 29 26 31 04 0.1 0.3 0.0 0.4 0.1 0.4
P99.599.9 34 43 35 47 1.2 0.4 0.9 0.1 1.1 0.2 1.0
P99.9-99.99 17 29 19 33 16 0.4 1.2 0.2 1.4 0.3 1.3
P99.99-100 1.0 1.9 11 22 1.2 0.3 0.9 0.1 1.1 0.2 1.0
Top 20% 515 527 518 543 2.8 1.6 1.2 0.3 2.5 1.0 1.9
Top 10% 335 355 338 373 3.9 18 2.1 0.3 3.6 1.1 2.8
Top 5% 21.8 246 222 262 44 1.6 2.8 0.3 4.1 1.0 3.4
Top 1% 88 120 91 132 44 1.2 3.3 0.4 4.0 0.8 3.6

Note: PE: Policy effect. OE: Other effect. Average tax rates include federal and state level
income and payroll taxes. Uprating according to the level of price inflation. Sources: Own
calculations based on SOI IRS income tax return data and NBER TAXSIM calculator.
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(c) OBRA90/OBRA93

data year: 1989 1994 1989 1994 Decomp. 1 Decomp. II Shapley-Dec.
adjusted to: 1989 1994 Total PE OE PE OE PE OE
policy year 1989 1989 1994 1994  change Mean Mean

4)-(2)  (2)-(1)
H @ 6 @ @wn W @0 @-0) @6 (-0 @-6)
Average tax rates

P20-40 144 133 109 98  -45 3.4 11 3.4 11 3.4 1.1
P40-60 213 205 207 199 -1.4 0.6 0.8 0.5 0.9 0.6 08
P60-80 25.7 259 259 261 0.5 0.3 0.2 0.3 0.2 0.3 0.2
P80-90 27.9 283 282 286 0.7 0.3 0.4 0.3 0.4 0.3 0.4
P90-95 296 300 301 305 1.0 0.6 0.4 05 0.4 05 0.4
P95-99 301 309 312 319 1.8 1.0 0.8 1.0 0.8 1.0 0.8
P99-99.5 303 313 330 339 3.6 2.6 1.0 2.6 1.0 2.6 1.0
P99.5-99.9 303 313 367 373 7.0 6.1 0.9 6.4 0.6 6.2 0.8
P99.9-99.99 298 302 40.0 40.0 10.2 9.8 0.5 10.2 0.0 10.0 0.2
P99.99-100  29.3 289 40.8 39.8 105 10.8 0.3 115 1.0 11.2 0.7
Top 20% 293 299 315 319 2.6 2.0 0.6 2.2 0.4 2.1 0.5
Top 10% 299 306 330 334 35 2.8 0.6 3.0 0.4 2.9 05
Top 5% 30.1 308 341 346 4.5 3.8 0.7 41 0.4 3.9 0.6
Top 1% 30.0 307 372 374 74 6.7 0.7 7.2 0.2 7.0 0.4
Post-tax income shares

P20-40 76 72 80 75  -01 0.3 0.4 0.3 0.4 0.3 0.4
P40-60 139 135 141 137 0.1 0.2 0.4 0.2 0.4 0.2 0.4
P60-80 23.1 227 232 228 0.2 0.1 0.3 0.1 0.4 0.1 0.4
P80-90 171 174 173 175 04 0.1 0.3 0.1 0.2 0.1 0.2
P90-95 112 115 113 116 03 0.0 0.3 0.1 0.2 0.1 0.3
P95-99 133 138 133 138 05 0.0 0.5 0.0 0.5 0.0 0.5
P99-99.5 31 31 30 31 00 0.0 0.1 0.1 0.1 0.0 0.1
P99.599.9 45 45 41 42 0.3 0.3 0.0 0.3 0.0 0.3 0.0
P99.9-99.99 30 29 26 25  -05 0.4 0.1 0.4 0.1 0.4 0.1
P99.99-100 19 18 1.6 15  -04 0.2 0.1 0.3 0.1 0.3 0.1
Top 20% 541 549 533 541 0.0 0.8 0.8 0.9 0.9 0.8 0.9
Top 10% 370 375 360 367 -0.3 0.9 0.5 1.0 0.6 0.9 0.6
Top 5% 25.8 261 247 251 0.6 -1.0 0.3 1.0 0.4 1.0 0.4
Top 1% 125 123 114 114  -1.1 -1.0 0.2 1.1 0.1 -1.0 0.1

Note: PE: Policy effect. OE: Other effect. Average tax rates include federal and state level
income and payroll taxes. Uprating according to the level of price inflation. Sources: Own
calculations based on SOI IRS income tax return data and NBER TAXSIM calculator.
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(d) EGTRRAO1/JGTRRAO3

data year: 2000 2004 2000 2004 Decomp. 1 Decomp. II Shapley-Dec.
adjusted to: 2000 2004 Total PE OE PE OE PE OE
policy year 2000 2000 2004 2004 change Mean Mean

4)-(2)  (2)-(1)
H @ 6 @ @wn W @0 @-0) @6 (-0 @-6)
Average tax rates

P20-40 105 44 87 23 82 21 6.1 18 6.4 2.0 6.2
P40-60 209 193 186 16.7 4.2 2.6 1.6 2.3 1.8 25 1.7
P60-80 25.9 253 239 232 27 21 0.6 2.0 0.7 2.1 0.7
P80-90 285 280 262 256 -29 2.4 05 23 0.6 2.3 0.5
P90-95 30.6 303 282 277 -29 2.6 0.3 2.4 0.5 2.5 0.4
P95-99 3.9 316 298 292 27 2.3 0.4 22 05 23 0.4
P99-99.5 33.9 341 317 318 21 2.4 0.3 22 0.1 2.3 0.2
P99.5-99.9 358 361 326 326 -3.2 35 0.3 3.2 0.0 3.4 0.2
P99.9-99.99 36.6 374 325 329 -3.7 4.6 0.9 4.0 0.3 43 0.6
P99.99-100 372 370 328 318 -55 5.2 0.3 44 -1.0 4.8 0.7
Top 20% 321 317 295 289 3.2 2.8 0.4 25 0.6 2.7 0.5
Top 10% 333 331 306 30.1 -3.2 -3.0 0.2 2.7 05 2.8 0.4
Top 5% 342 340 314 309 -3.2 3.1 0.1 2.8 0.4 2.9 0.3
Top 1% 35.9 362 325 323 -35 3.8 0.3 3.4 0.2 -3.6 0.1
Post-tax income shares

P20-40 73 72 72 71 0.2 0.1 0.1 0.1 0.1 0.1 0.1
P40-60 124 125 124 124 -0.0 0.1 0.0 0.1 0.0 0.1 0.0
P60-80 205 210 204 209 0.3 0.1 0.5 0.1 0.4 0.1 0.5
P80-90 158 165 158 164 06 0.1 0.6 0.0 0.6 0.0 0.6
P90-95 109 112 109 112 04 0.0 0.3 0.0 0.3 0.0 0.3
P95-99 142 142 142 142 0.0 0.0 0.0 0.0 0.0 0.0 0.0
P99-99.5 36 34 36 34 02 0.0 0.2 0.0 0.2 0.0 0.2
P99.5-99.9 56 51 57 52  -0.3 0.1 0.4 0.1 0.4 0.1 0.4
P99.9-99.99 45 38 46 39  -05 0.1 0.7 0.1 0.6 0.1 0.6
P99.99-100 28 27 29 28  -0.0 0.1 0.2 0.1 0.1 0.1 0.1
Top 20% 574 569 577 572 -0.2 0.3 0.4 0.3 0.4 0.3 0.4
Top 10% 415 405 418 408 -0.7 0.3 1.1 0.3 -1.0 0.3 1.0
Top 5% 30.7 293 309 296 -1.1 0.3 1.4 0.3 1.4 0.3 14
Top 1% 165 151 168 154  -1.1 0.3 1.4 0.3 1.4 0.3 1.4

Note: PE: Policy effect. OE: Other effect. Average tax rates include federal and state level
income and payroll taxes. Uprating according to the level of price inflation. Sources: Own
calculations based on SOI IRS income tax return data and NBER TAXSIM calculator.
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Table 4: Decomposition results for major tax reforms including indirect policy effects
(a) ERTAS1

data year: 1981 1984  Total ETI =0 ETI =0.2 ETI =0.5 ETI =1.0
policy year: 1981 1984 change PE OE IPE RE IPE RE IPE RE

Hm @ G @ G © M ® (9 10 (11
Average tax rates

P20-40 151 149 -0.3 11 -13 -02 -11 -05 -08 -09 -04
P40-60 223 212 1.2 01 -11 01 -12 01 -1.2 03 -14
P60-80 26.9 255 -1.4 07 -08 00 -08 01 -08 02 -0.9
P80-90 294 279 -15 09 -06 00 -06 01 -07 01 -0.7
P90-95 30.6 289 -1.7 11 06 01 -06 02 -07 03 -0.9
P95-99 325 300 25 18 07 01 -08 02 -09 04 -1.1
P99-99.5 36.0 324 -3.7 28 09 01 -10 02 -1.1 04 -1.3
P99.599.9  39.8 359 -3.9 33 05 00 -06 01 -07 02 -0.8
P99.9-99.99 445 422 -2.3 39 16 01 15 03 14 05 1.1
P99.99-100  46.9 445 -2.4 56 31 02 29 06 25 12 20
Top 20% 322 304 -1.8 1.6 -02 00 -03 01 -03 02 -05
Top 10% 337 316  -2.1 20 -01 01 -02 01 -03 03 -04
Top 5% 355  33.0 -24 24 00 00 -00 01 -0.1 02 -0.2
Top 1% 40.1 372 29 35 06 00 06 00 05 01 05
Post-tax income shares

P20-40 86 80  -0.6 02 -04 -01 -03 -02 -02 -03 -0.1
P40-60 157 151 -0.7 02 -05 -00 -04 -01 -04 -0.1 -0.3
P60-80 254 249 04 01 -03 -00 -03 -00 -03 -00 -0.3
P80-90 180 181 0.2 00 01 00 01 00 01 00 0.1
P90-95 113 116 0.3 01 02 00 02 00 02 01 0.2
P95-99 121 128 06 02 05 00 04 01 04 01 03
P99-99.5 23 25 02 01 01 00 01 00 01 00 0.1
P99.599.9 27 30 04 01 03 00 03 00 02 01 02
P99.9-99.99 12 16 0.3 01 03 00 03 00 02 01 02
P99.99-100 05 0.8 0.3 00 03 00 03 00 02 00 02
Top 20% 48.1 504 2.3 05 18 01 17 02 16 04 14
Top 10% 301 323 22 05 1.7 01 16 02 15 04 1.3
Top 5% 188 207 1.9 05 14 01 13 02 12 03 1.1
Top 1% 67 79 12 03 09 00 09 01 08 02 0.7

Note: PE: Policy effect. IPE: Indirect policy effect. OE: Other effect. RE: Residual effect.
ETI: Elasticity of taxable income. Results for ETT=0 correspond to the baseline results. If
ETI=0: Total change = PE + OE. If ETI > 0: PE is equal to (4). Total change = PE +
IPE + RE. Average tax rates include federal and state level income and payroll taxes.

Uprating according to the level of price inflation. Sources: Own calculations based on SOI
IRS income tax return data and NBER TAXSIM calculator.
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(b) TRAS6

data year: 1986 1988  Total ETI =0 ETI =0.2 ETI =0.5 ETI =1.0
policy year: 1986 1988 change PE OE IPE RE IPE RE IPE RE

m @ 6 (4) G © O ©® (¢ 0o a1
Average tax rates

P20-40 147 143 04 05 02 00 02 00 01 01 01
P40-60 21.3 212 -0.1 03 02 00 02 00 02 00 02
P60-80 259 256 -0.2 05 02 00 02 00 02 01 02
P80-90 282 279 0.4 15 11 01 1.0 03 08 06 06
P90-95 205 293  -0.2 22 21 03 17 08 13 12 08
P95-99 3.0 301 -0.9 29 20 02 17 06 14 10 1.0
P99-99.5 33.7 305  -3.2 31 01 01 -01 02 -03 04 -04
P99.5-99.9 381 305 -75 5.2 23 04 27 09 32 1.7 41
P99.9-99.99 434 301 -13.4 94 40 02 42 06 -46 12 52
P99.99-100 458 292 -16.6  -101 -65 0.7 -T2 18 -83 36  -10.0
Top 20% 313 293 2.1 32 11 01 10 02 09 04 07
Top 10% 32.9 299  -3.0 39 09 01 09 02 08 03 06
Top 5% 345 301 -44 46 02 01 02 01 01 03 -0.1
Top 1% 39.0 302 -88 64 24 03 27 07 31 14 -38
Post-tax income shares

P20-40 78 75 02 01 -01 00 -0.1 -0.0 -0.1 -0.0 -0.1
P40-60 148 139 -09 03  -06 -00 -06 -00 -05 -0.1 -05
P60-80 24.6  23.0 -1.6 04 -1.2 01 -11 -02 -10 -03 -0.9
P80-90 180 170  -1.0 01 -10 -00 -1.0 -01 -09 -0.1 -0.9
P90-95 11.6 111  -05 01 06 00 -06 01 -07 02 -0.8
P95-99 131 131 -00 02 02 00 -02 01 -03 01 -03
P99-99.5 26 31 04 01 04 00 03 00 03 00 03
P99.5-99.9 34 47 1.2 02 10 01 09 01 09 02 08
P99.9-99.99 17 33 1.6 03 1.3 01 13 02 12 03 1.0
P99.99-100 1.0 22 1.2 02 10 01 09 01 08 02 08
Top 20% 515 543 2.8 10 1.9 01 1.8 02 1.7 04 15
Top 10% 335 373 3.9 11 28 01 27 04 25 07 21
Top 5% 21.8 262 4.4 1.0 34 02 32 05 29 10 25
Top 1% 8.8 132 44 08 36 02 35 05 32 07 29

Note: PE: Policy effect. IPE: Indirect policy effect. OE: Other effect. RE: Residual effect.
ETI: Elasticity of taxable income. Results for ETI=0 correspond to the baseline results. If
ETI=0: Total change = PE + OE. If ETI > 0: PE is equal to (4). Total change = PE +
IPE + RE. Average tax rates include federal and state level income and payroll taxes.

Uprating according to the level of price inflation. Sources: Own calculations based on SOI
IRS income tax return data and NBER TAXSIM calculator.
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(c) OBRA90/OBRA93

data year: 1989 1994  Total ETI =0 ETI =0.2 ETI =0.5 ETI =1.0
policy year: 1989 1994 change PE OE IPE RE IPE RE IPE RE

m @ 3 4 G 6 (™ @ (9 @ a1
Average tax rates

P20-40 144 98 45 34 -11 06 -17 09 20 1.2 2.3
P40-60 21,3 199 -14 06 -08 02 -11 04 -12 05 -1.3
P60-80 257 261 0.5 03 02 -00 02 -00 02 -00 02
P80-90 27.9 286 0.7 03 04 -00 04 -00 04 -00 04
P90-95 296 305 1.0 05 04 -00 04 -00 04 -01 05
P95-99 301 319 18 10 08 -00 08 -0.0 08 -0.0 08
P99-99.5 303 339 36 26 10 02 11 -03 13 -05 14
P99.5-99.9 303 373 7.0 62 08 -02 09 -03 11 -04 12
P99.9-99.99 298  40.0  10.2 100 02 -03 05 -05 07 -0.7 09
P99.99-100  29.3 39.8 10.5 112 07 -04 -03 -09 03 -1.3 06
Top 20% 293 319 26 21 05 00 05 -01 06 -01 06
Top 10% 299 334 35 29 05 -01 06 -01 07 -02 07
Top 5% 30.1 346 45 39 06 -01 07 -02 08 -03 09
Top 1% 300 374 74 70 04 02 06 -03 08 -05 10
Post-tax income shares

P20-40 76 75 0.1 03 -04 00 -05 01 -05 01 -05
P40-60 139 137  -01 02 -04 00 -04 00 -04 00 -04
P60-80 23.1 228  -0.2 01 -04 00 -04 00 -04 00 -04
P80-90 171 175 04 01 02 00 02 00 02 00 02
P90-95 112 116 03 01 03 00 03 00 03 00 03
P95-99 133 138 05 00 05 00 05 00 05 00 05
P99-99.5 31 31 00 00 01 -00 01 -00 01 -00 0.1
P99.5-99.9 45 42 0.3 03 00 -01 01 -02 02 -02 03
P99.9-99.99 3.0 25 05 04 -01 -01 0.0 -02 01 -03 02
P99.99-100 1.9 15  -04 03 01 -01 00 -0.1 00 -02 0.1
Top 20% 541 541 0.0 08 09 -00 09 -01 10 -01 1.0
Top 10% 37.0 367 -0.3 09 06 -03 09 -04 10 -05 1.1
Top 5% 258 251  -0.6 1.0 04 -04 07 06 09 -07 1.0
Top 1% 125 114  -1.1 1.0 -01 -03 02 -05 04 -08 0.7

Note: PE: Policy effect. IPE: Indirect policy effect. OE: Other effect. RE: Residual effect.
ETI: Elasticity of taxable income. Results for ETI=0 correspond to the baseline results. If
ETI=0: Total change = PE + OE. If ETI > 0: PE is equal to (4). Total change = PE +
IPE + RE. Average tax rates include federal and state level income and payroll taxes.

Uprating according to the level of price inflation. Sources: Own calculations based on SOI
IRS income tax return data and NBER TAXSIM calculator.
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(d) EGTRRAO1/JGTRRA03

data year: 2000 2004 Total ETI =0 ETI =0.2 ETI =0.5 ETI =1.0
policy year: 2000 2004 change PE OE IPE RE IPE RE IPE RE

m @ 3 4 6 (© @ @ (9 (010 11
Average tax rates

P20-40 105 2.3 8.2 20 62 02 64 04 66 07 -7.0
P40-60 209 167 -4.2 25 17 05 -23 08 25 10 -2.7
P60-80 25.9 232 2.7 21 07 04 -10 04 -11 05 -1.1
P80-90 285 256 -2.9 23 05 01 -06 01 -06 01 -0.7
P90-95 30.6 277 -2.9 25 -04 00 -05 01 -05 01 -05
P95-99 3.9 292 2.7 23 04 00 -05 01 -05 01 -0.6
P99-99.5 33.9 318 -2.1 23 02 00 01 00 01 01 0.1
P99.5-99.9 358 326 -3.2 34 02 00 01 01 00 02 -00
P99.9-99.99 366 329 -3.7 43 06 01 05 01 05 02 04
P99.99-100 372 318 -55 48 07 01 -07 02 -09 04 -1.1
Top 20% 321 289 -3.2 27 05 00 -05 00 -05 01 -0.6
Top 10% 333 301 -3.2 28 -04 00 -04 01 -04 01 -05
Top 5% 342 309 -3.2 29 03 00 -03 01 -04 01 -04
Top 1% 35.9 323 -3.5 36 01 00 00 01 -01 02 0.1
Post-tax income shares

P20-40 73 71 0.2 01 -01 -00 -01 -00 -00 -0.0 -0.0
P40-60 124 124 -0.0 01 00 -01 01 -00 01 -01 0.1
P60-80 205 209 0.3 01 05 01 05 -01 06 -02 06
P80-90 158 164 0.6 00 06 00 06 -00 06 -00 06
P90-95 109 112 04 00 03 00 03 00 03 00 03
P95-99 142 142 00 00 00 00 -00 00 -00 00 -0.0
P99-99.5 36 34 02 00 -02 00 -02 00 -02 00 -02
P99.599.9 56 52  -0.3 01 -04 00 -04 00 -05 00 -05
P99.9-99.99 45 39 05 01 -06 00 -07 01 -07 01 -07
P99.99-100 2.8 28  -0.0 01 -01 00 -02 01 -02 01 -03
Top 20% 574 572 0.2 03 -04 00 -05 01 -05 01 -05
Top 10% 415 408  -0.7 03 -1.0 01 -1 02 -12 02 -1.2
Top 5% 307 296 1.1 03 -14 01 -1.5 02 -16 03 -1.6
Top 1% 16.5 154  -1.1 03 -14 01 -1.5 02 -1.6 03 -7

Note: PE: Policy effect. IPE: Indirect policy effect. OE: Other effect. RE: Residual effect.
ETI: Elasticity of taxable income. Results for ETI=0 correspond to the baseline results. If
ETI=0: Total change = PE + OE. If ETI > 0: PE is equal to (4). Total change = PE +
IPE + RE. Average tax rates include federal and state level income and payroll taxes.
Uprating according to the level of price inflation. Sources: Own calculations based on SOI

IRS income tax return data and NBER TAXSIM calculator.
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Table 5: Robustness check: Ranking of taxunits, TRA86

data year: 1986 1988 1986 1988 Decomp. I Decomp. II Shapley-Dec.
adjusted to: 1986 1988 Total PE OE PE OE PE OE
policy year 1986 1986 1988 1988  change Mean Mean

4)-(2)  (2)-(1)
H @2 B @ @0 @) 2-0) 6301 “)-6) (-0 “4-3)

Average tax rates

P20-40 145 150 13.6 141 -04 0.8 0.5 0.9 0.5 0.9 0.5
P40-60 214 221 211 212 0.1 0.9 0.7 0.3 0.1 0.6 0.4
P60-80 256 267 256 256 -0.0 11 1.0 0.1 0.0 0.6 05
P80-90 28.2 306 277 278 03 2.8 2.5 05 0.1 1.6 1.3
P90-95 292 338 292 292 0.1 4.6 4.7 0.0 0.0 2.3 2.3
P95-99 30.6 356 307 299 0.7 5.7 5.0 0.1 0.8 2.8 2.1
P99-99.5 331 364 338 305 -26 5.9 3.3 0.7 3.3 2.6 0.0
P99.5-99.9 380 393 361 305 -7.5 8.8 1.3 1.9 5.6 5.4 2.1
P99.9-99.99 455 415 444 300 -155  -115  -4.0 11 144 63 9.2
P99.99-100  48.6 37.9 523 293 -19.3 -85 107 3.7 230 24 -16.9
Top 20% 315 347 313 202 23 5.5 3.2 0.2 2.1 2.8 0.5
Top 10% 33.1 364 331 298 -3.3 6.6 3.3 0.0 3.3 3.3 0.0
Top 5% 35.0 374 349 301 49 74 2.4 0.0 4.9 3.7 1.2
Top 1% 402 390 400 302 -10.0  -88 1.2 0.2 9.9 45 5.5
Post-tax income shares

P20-40 77T T7T 78 74 -03 0.3 0.0 0.0 0.4 0.1 0.2
P40-60 147 143 147 138  -0.9 05 0.4 0.0 0.9 0.2 0.6
P60-80 245 236 245 229 -16 0.7 0.9 0.0 1.6 0.4 1.3
P80-90 180 171 181 169 -1.0 0.1 0.9 0.1 11 0.0 1.0
P90-95 116 109 11.6 11.1  -0.6 0.2 0.8 0.0 05 0.1 0.6
P95-99 131 127 130 131  -0.0 0.4 0.5 0.1 0.1 0.2 0.2
P99-99.5 27 30 26 31 04 0.1 0.3 0.0 0.4 0.0 0.4
P99.5-99.9 33 44 34 47 14 0.4 1.1 0.1 1.3 0.2 1.2
P99.9-99.99 20 31 20 35 16 0.4 1.2 0.0 1.5 0.2 1.3
P99.99-100 1.2 24 11 26 14 0.2 1.2 0.1 1.5 0.0 1.3
Top 20% 51.9 535 519 550 3.1 1.6 1.6 0.0 3.1 0.8 2.4
Top 10% 33.9 364 338 381 4.2 1.7 2.5 0.1 4.3 0.8 3.4
Top 5% 223 255 222 27.0 4.7 15 3.2 0.1 4.8 0.7 4.0
Top 1% 9.1 128 9.1 139 48 1.1 3.7 0.0 4.8 0.5 4.2

Note: PE: Policy effect. OE: Other effect. Average tax rates (%) include federal and state
level income and payroll taxes. Uprating according to the level of price inflation. Ranking
based on pre-tax income incl. capital gains. Sources: Own calculations based on SOI IRS
income tax return data and NBER TAXSIM calculator.
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Figure 7: Income shares: Direct vs. total policy effect with low ETI
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Note: P20-40: Second quintile, P40-60: Third quintile, P60-80: Fourth quintile. P80-100:
The dashed vertical lines indicate the start of implementation of significant changes in tax
legislation (section 3.4). Shaded areas show recession periods (NBER classification). ETI =
0.2. Uprating according to the level of price inflation. Sources: Own calculations based on
SOI IRS income tax return data and NBER TAXSIM calculator.
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Figure 8: Income shares: Direct vs. total policy effect with medium ETI
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Note: P20-40: Second quintile, P40-60: Third quintile, P60-80: Fourth quintile. P80-100:
The dashed vertical lines indicate the start of implementation of significant changes in tax
legislation (section 3.4). Shaded areas show recession periods (NBER classification). ETI
= 0.5. Uprating according to the level of price inflation. Sources: Own calculations based
on SOI IRS income tax return data and NBER TAXSIM calculator.
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Figure 9: Income shares with uprating according to mean nominal wage growth
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Note: P20-40: Second quintile, P40-60: Third quintile, P60-80: Fourth quintile. P80-100:
The dashed vertical lines indicate the start of implementation of significant changes in tax
legislation (section 3.4). Shaded areas show recession periods (NBER classification).

Uprating according to mean nominal wage growth. Sources: Own calculations based on SOI
IRS income tax return data and NBER TAXSIM calculator.

Figure 10: Comparison of policy effect on Gini SOI - CPS
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Sources: Own calculations based on SOI IRS income tax return data, CPS data and NBER
TAXSIM calculator.
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Data sources: Partisan regressions

State political variables. State political variables are from Klarner (2003), as well as
updates available on the State Politics and Policy Web Site.

(http://academic.udayton.edu/SPPQ-TPR /klarner datapage.html, accessed at January
15th, 2013). ADA Average is from Anderson and Habel (2009).

State economic variables. The series on direct policy effects as well as post-tax in-
equality measures result from own calculations based on SOI IRS income tax return data and
NBER TAXSIM calculator. Data on state per capita personal income, farm and manufac-

turing share is provided by the Bureau of Economic Analysis.

Other state characteristics variables. State characteristics such as percent elderly,
percent black, percent female and percent college-educated are based on information con-
tained in IPUMS CPS. Data on union density is from Hirsch et al. (2001), with updates
available on http://unionstats.gsu.edu/MonthlyLaborReviewArticle.htm (accessed at Janu-
ary 15th, 2013). Population density is provided by the Census Bureau.
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Table 6: Descriptive Statistics: Partisan regressions

Post-tax inequality Mean StdDev Mean change StdDev Mean PE StdDev
P0-20 3.456 0.606 -0.023 0.626 -0.003 0.053
P20-40 8.710 1.064 -0.062 0.819 -0.001 0.062
P40-60 14.555  1.680 -0.096 1.203 -0.007 0.058
P60-80 23.107  2.395 -0.118 1.727 -0.015 0.075
P80-100 50.172  4.990 0.299 3.435 0.026 0.188
Top 10% 34.442  6.444 0.318 4.610 0.022 0.204
Top 5% 23.462  6.793 0.296 4.916 0.015 0.219
Top 1% 10.656  5.520 0.244 3.964 0.010 0.185
Gini 48.683  5.141 0.301 3.655 0.016 0.196
Pol. party variables Mean  StdDev Min Max

Democratic Legislature 50.24 50.02 0 100

Republican Legislature 27.92 44.87 0 100

Republican Governor 46.41 49.89 0 100

Dem. Gov. and Leg. 28.83 45.31 0 100

Rep. Gov. and Leg. 16.79 37.39 0 100

Republican President 55.59 49.70 0 100

Rep. Pres. and Congress  16.68 37.29 0 100

State charact. variables Mean StdDev Min Max

Log of Real PCPI 3.19 0.20 2.69 3.82

ADA Average 41.92 21.70 -5.02 90.85

Percent Elderaly 11.93 1.91 5.85 18.39

Percent Black 10.39 9.76 0 41.23

Percent Female 51.14 1.01 47.73 54.33

Percent College-Educated  12.09 6.80 1.57 31.35

Percent Union 14.58 6.90 2.30 38.30

Population Density 177.07  240.12 4.55 1176.33

Farm share 1.24 1.68 0 16.38

Manufacturing share 13.36 6.29 2.62 35.70

Unemployment rate 6.06 2.08 2.30 17.40

Note: StdDev: Standard deviation. PE: Policy effect. PCPI: Per Capita Personal Income.
ADA: Average: average Americans for Democratic Action score. Sources: See overview in
Appendix A.2.
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Table 7:

Partisan effect on inequality

(1) 2 3) (4) (5) (6) @) (®) 9)
Dep. var.: Policy effect P0-20 P20-40 P40-60 P60-80 P80-100 Top 10%  Top 5% Top 1% Gini
Democratic Legislature 0.0097* 0.0186***  0.0191%** 0.0142* -0.0640%**  -0.0522**  -0.0488**  -0.0527***  -0.0639***
(1.8577)  (3.0524)  (3.4478)  (1.8300)  (-3.5838)  (-2.4026) (-2.1238) (-2.8415)  (-3.2557)
Republican Legislature 0.0004 -0.0075 -0.0045 0.0028 0.0088 0.0300 0.0191 0.0039 0.0169
(0.1165)  (-1.5722)  (-0.8664)  (0.4569)  (0.5434)  (L5858)  (0.9375)  (0.2370)  (1.0312)
Republican Governor -0.0085%*  -0.0123***  -0.0045 -0.0068 0.0315%%*  0.0388***  0.0396***  0.0356***  0.0440%**
(-24958)  (-3.1957)  (-1.3042)  (-1.3920)  (27747)  (2.9753)  (2.8625)  (2.9502)  (3.5971)
Republican President -0.0248%** _0.0373***  _0.0325*** _0.0206*** 0.1136***  0.0899***  (0.0537*** 0.0092 0.1164***
(-7.1196)  (-85261)  (-8.8533)  (-4.2204)  (9.7671)  (6.3798)  (3.5634)  (0.7248)  (8.7464)
Log of Real PCPI -0.0658%** -0.0429 -0.0380 0.0217 0.1390 0.0259 0.0785 0.0261 0.0950
(:2.2725)  (-1.3837)  (-1.3035)  (0.5810)  (1.5055)  (0.2290)  (0.6548)  (0.2728)  (0.9498)
ADA score 0.0002 0.0006***  0.0005%** 0.0002 -0.0017***  -0.0013** -0.0006 -0.0009*  -0.0017***
(0.9977)  (2.8672)  (3.4235)  (0.9011)  (-3.1666)  (-2.3957) (-1.0304) (-1.8204)  (-2.7233)
Percent Elderly 0.0004 0.0024 -0.0014 -0.0029 0.0013 0.0012 0.0065 -0.0011 -0.0025
(02604)  (1.5782)  (-1.0392)  (-1.5661)  (0.3120)  (0.2309)  (1.0307)  (-0.2384)  (-0.5015)
Percent Black -0.0020* 0.0012 -0.0002 -0.0010 0.0016 -0.0003 0.0011 -0.0023 -0.0007
(-1.9254)  (0.9880)  (-0.1567)  (-0.6131)  (0.4312)  (-0.0635)  (0.2402)  (-0.5451)  (-0.1738)
Percent Female -0.0012 -0.0054*** -0.0009 0.0017 0.0058 0.0100 0.0005 0.0014 0.0103*
(-0.7554)  (-2.0488)  (-0.5100)  (0.6922)  (0.9902)  (1.4546)  (0.0690)  (0.2172)  (1.7062)
Percent College-Educated — 0.0020*** 0.0011 0.0020%F*%  0.0021**  -0.0074*** -0.0035 -0.0043 -0.0050* -0.0036
(3.3930)  (1.5728)  (2.6050)  (2.0877)  (-3.0319)  (-1.2151) (-1.4097) (-1.8438)  (-1.4779)
Percent Union 0.0010 -0.0043**+* -0.0010 0.0032%** 0.0018 0.0040 0.0055* 0.0047%%  0.0078***
(1.6140)  (-5.4401)  (-1.3679)  (3.2781)  (0.7971)  (L5640)  (L8731)  (2.1740)  (3.2792)
Population Density 0.0000 0.0001 -0.0000 -0.0002 0.0001 0.0003 -0.0001 0.0005 -0.0000
(0.5319)  (0.5842)  (-0.4381)  (-1.4261)  (0.4242)  (0.7313)  (-0.3092) (L5135  (-0.0708)
Farm Share 0.0028**  0.0061*** 0.0023 0.0004 -0.0116 -0.0189***  _0.0112 -0.0064 -0.0152%*
(1.9978)  (2.8872)  (0.8624)  (0.1609)  (-1.6318)  (-3.3891) (-1.6243) (-1.3966)  (-2.3379)
Manufacturing Share -0.0000 0.0013* 0.0016* 0.0003 -0.0032 -0.0020 -0.0043 -0.0061**  -0.0050**
(:0.0323)  (L7131)  (1.8627)  (0.3212)  (-1.2369)  (-0.7192) (-1.1370) (-2.5049)  (-1.9934)
Unemployment rate -0.0020 0.0011 -0.0027* -0.0008 0.0046 -0.0016 -0.0060 -0.0085* -0.0022
(:0.7683)  (0.4846)  (-1.7650)  (-0.3427)  (0.8850)  (-0.2978)  (-1.0206) (-1.7753)  (-0.3172)
Post-tax inequality -0.0187***  _0.0048**  -0.4596*** -0.4633*** -0.0051*** -0.0038**  -0.0041**  -0.0035**  -0.0040**
(-5ATAL)  (-2.3506)  (-3.1945)  (-3.3720)  (-3.3864)  (-2.4105) (-25578) (-2.3336)  (-2.5433)
Observations 1,316 1316 1316 1316 1316 1,316 1,316 1316 1316
R-squared 0.1341 0.1661 0.1666 0.0668 0.1688 0.0936 0.0490 0.0467 0.1343
Mean dep. var. -0.003 -0.001 -0.007 -0.015 0.026 0.022 0.015 0.010 0.016
Std.Dev. dep. var. 0.053 0.062 0.058 0.075 0.188 0.204 0.219 0.185 0.196

HO: Dem. L. = Rep. L. 0.153 0.000 0.000 0.148 0.000 0.000 0.003 0.003 0.000

Robust t-statistics in parentheses, *** p<0.01, ** p<0.05, * p<0.1

Note: In columns (1)-(8), dependent variable is the state-level policy effect on the income
share of various income groups. In column (9), dependent variable is the state-level Gini
coefficient. All specifications include state fixed effects. We estimate robust standard errors.
The last row shows p-values for the hypothesis test 3 pep, Legisiature = BRep. Legisiature-
PCPI: Per Capita Personal Income. ADA: average Americans for Democratic Action score.
Sources: See overview in Appendix A.2.
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Table 8: Partisan regressions with time fixed effects for federal legislative terms

@) (2) ®3) ) (5) (6) @) (®) 9)
Dep. var.: Policy effect ~ P0-20 P20-40  P40-60  P60-80  P80-100 Top 10% Top 5%  Top 1% Gini
Democratic Legislature  0.0083%  0.0149%F  0.01647%F  0.0117 -0.0516"** -0.0436"* -0.0430% -0.05027%% -0.0514%%*
(1.6668)  (2.5687)  (3.1795)  (1.5640)  (-3.2478)  (-2.1184) (-1.9612)  (-2.8346)  (-2.8430)
Republican Legislature ~ 0.0017 0.0022 0.0007 00033  -0.0088  0.0083  -0.0023  -0.0183  -0.0094
(0.4962)  (0.4992)  (0.1315)  (0.5426)  (-0.5905)  (0.4643)  (-0.1157)  (-1.2009)  (-0.6266)
Republican Governor ~ -0.0066** -0.0095%%*  -0.0037  -0.0088%  0.0278*** (.0350%F* 0.0372%% (0.0339%%*  0.0363%%*

(-2.0375)  (-2.6559) (-1.1431) (-1.9130) (2.7442)  (2.9362)  (2.8624)  (2.9385)  (3.2336)

Observations 1,316 1,316 1,316 1,316 1,316 1,316 1,316 1,316 1,316
R-squared 0.2105 0.3127 0.2711  0.2029 0.3407 0.2289 0.1670 0.1750 0.2956
Mean dep. var. -0.003 -0.001 -0.007 -0.015 0.026 0.022 0.015 0.010 0.016
Std.Dev. dep. var. 0.053 0.062 0.058 0.075 0.188 0.204 0.219 0.185 0.196
HO: Dem. L. = Rep. L. 0.328 0.075 0.006 0.283 0.017 0.015 0.062 0.080 0.044

Robust t-statistics in parentheses, *** p<0.01, ** p<0.05, * p<0.1

Note: In columns (1)-(8), dependent variable is the state-level policy effect on the income
share of various income groups. In column (9), dependent variable is the state-level Gini
coefficient. All specifications include state fixed effects and federal legislative term
dummies. We estimate robust standard errors. The last row shows p-values for the

hypothesis test e, Legisiature = BRep. Legistature: SOurces: See overview in Appendix A.2.
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A.3 Online Appendix

Table 9: Tax Legislation

1978 1979 1980 1981 1982 1983
IncomelTax
Number of tax brackets* 26 16 16 16 13 14
Lowest individual incomel tax tate** 14%%#* 14%%#* 14%k#* 13.83%t** 120/%#* 11%%4*

Lowest individual incomelsinglel tax
bracket

Lowestlindividual incomeljoint! tax
bracket

Otherindividual income! tax/ brackets
(percent)* [k

Highestindividual income! tax bracket
rate

Rate onllong terml capital gains
Ratelon dividends
Limitationslonpersonal éxemption'and

itemized deductions

Standard Deduction

AMT éxemption*###+

$2,200.$2,700

$3,2000$4200

15,16,17,19,22,25,

28,32,36,39,42,45,
48,50,53,055,58,60,
62,64,66,68,69,

70%

40% of individual tate,

maximum(39.875%
[=lindividual rates
N.A.

$2,200L(single person)
/1$3,200( (married

couple)

$20,000Lfor joint and
singlelfilers

$2,300.$3,400

$3,4000$5500

16,18,21,24/28,
32037434954,
59,764,068

70%
40% of individual
rate,[tnaximum/28%
[=lindividual rates
N.A.

$2,300L(single
person)[/[$3,400
(married couple)

$20,000(fot joint
and(singlefilers

$2,30083,400

$3,40085,500

16,718,21,24,28,32
37/43,49,5459,64,
68

70%
40% of individual
rate,[tnaximum/ 28%
[=lindividual tates
N.A.

$2,300L(singlelperson)
/1$3,400((married
couple)

$20,000( for joint and
single filers

$2,3000$3,400

$3,4000$5,500

16,18,21,24,28,
32037434954,
59,64,68

70%
40% of individual
rate,[maximum 20%
[=lindividual tates
N.A.

$2,300L(single
person)[ /[$3,400
(married couple)

$20,000( for joint
andlsingle filers

$2,300.$3,400

$3,4000$5,500

14/16,19/22,25,
2933,39,44,49

50%
40% of individual
rate,[tnaximum/ 20%
[=lindividual tates
N.A.

$2,3000(single
person) /[$3,400
(married couple)

$30,000Lfor single
filers,[$40,000 for

joint filers

$2,300.$3,400

$3,4000$5,500

13,15,/17,19,23,
26,30,35,40,44,
48

50%
40% of individual
rate,[tnaximum/20%
[=lindividual tates
N.A.

$2,300L(single
person)( /[$3,400
(married couple)

$30,000Lfor single
filers,[$40,000 for

joint filers
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1978 1979 1980 1981 1982 1983
Taxtéredits
Child tax¢redit N.A. N.A. N.A. N.A. N.A. N.A.
Maximum Maximum Maximum
expenditurel¢ligible  expenditureleligible  expenditureléligible
$400(For¢achiof first 2 $400forf éachlof $400for eéach of first for ¢reditlis[$2,400 for ¢reditis[$2,400 for ¢creditlis $2,400
Child'and dependent carel tax ¢redit d ;) tac‘ i -1rs first 2 dependents, 2 dependents, forlonel ¢hild, forlonel ¢hild, forlonel¢hild,
(nor! fefundable) <+ CPENCENIS MINMAM - aximumi20%6f  maximumi20%6f  $4,800(fortwaor  $4,800fortwolor  $4,800 forltwolor
20%l of éxpenditures . . . . P
expenditures expenditures morte; maximimum morte; maximimum more; maximimum
creditis[20%30%  creditisi20%30%  creditis 20% 30%
off éxpenditures off éxpenditures off expenditures
EITA tate and maximum credit 10%,[max.[$400 10%,[max..$500 10%, max.$500 10%, max.[$500 10%, max.[$500 10%,max.$500
EITC phascoutfangend fate $6,0000$10,000, $6,0000$10,000, $6,000°$10,000, $6,0000$10,000, $6,0000$10,000, $6,000°$10,000,
12.5% 12.5% 12.5% 12.5% 12.5% 12.5%
SocialSecnrityl]a]
Social Security tax tate (OASDI) [b] 10.1% 10.16% 10.16% 10.7% 10.8% 10.8%
Hospital Insurancel tax(tatel (HI) [c] 2.0% 2.1% 2.1% 2.6% 2.6% 2.6%
OASDI taxable/maximumi ¢arnings 17,700 22,900 25,900 29,700 32,400 35,700
HI taxable/ maximum! ¢arnings [d] 17,700 22,900 25,900 29,700 32,400 35,700
1984 1985 1986 1987 1988 1989
Income Tax
Number off taxi brackets* 15 15 15 5 4 4
Lowestlindividuallincome tax tate** 119p%+* 119p%+* 119p%** 11% 15% 15%
Lowestlindividual’i [singleltax
b("”:t dividualincome’singlettax $2,3001$3,400 $2,390°$3,540 $2,480$3,670 $0°$1,800 $0°$17,850 $01$18,550
racket
L stindividual i int tax
bOW:”t ividualincomeSjoint iax $3,400($5,500 $3,540/$5,720 $3,670($5,940 $0183,000 $01829,750 $01830,950
racke
Otherindividualincometax brackets 12,/14,/16/1822,  12/14,116,18,22, 12,14,16,18,22,
25,28/33,38,42, 25,28,33,38,42, 25,28,33,38,42, 15,28,35 28,33 28,33
(percent)* [FH#* -
45,49 45,49 45,49
Highest individuall i [ tax| k
ighest individual incomel tax bracket 50% 50% 50% 38.5% 28% 28%
rate
40% of individual L 40% of individual
RateonTong termicapital gai ; i 40% of individual - i Ordinaryliat Ordinarytat Ordinaryliat
atelonJong terml ¢apital gains rate, maximum rate, fnaximum 20% rate, maximum rdinaryfates rdinary fates rdinaryfates
20% 20%
Ratelon dividends [Flindividual'rates  [Flindividual tates [=lindividual rates [Flindividual'tates  [Flindividual'tates [Flindividual tates
-lel-tatmnsEm:[b.ersonal}xemptlorﬁnd NA. NA. NA. NA. NA. NA.
itemized deductions
$2,3000 (single $2,400 (single $2,4800 (single $2,540((single $3,000((single $3,100(singlel person)
Standard Deduction person)[/($3,400 person)[/[$3,550 person)[/($3,670 petson)[/[$3,760 person)[/1$5,000 /$5,200[ (married
(married ¢ouple) (married ¢couple) (married ¢ouple) (married ¢ouple) (married couple) couple)
$30,000 for single $30,000 for single $30,000 fot single $30,000Cfor single  $30,000 for single $30,000 for single
AMT éxemption*###* filers,$40,000 for filers, $40,000 for filers,$40,000 for filers,($40,000lfor  filers, $40,000 for filers,[$40,000 for
jointfilers jointfilers jointfilers joint filers joint filers joint filets
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1984 1985 1986 1987 1988 1989
Taxiredits
Child tax! ¢redit N.A N.A. N.A N.A. N.A. N.A
Maximum Maximum Maximum Maximum Maximum . .
. - . . . . R . . . Maximuml éxpenditure
expenditutel¢eligible  expenditure’¢ligible  expenditureleligible  expenditureleligible  expenditurel¢ligible licibleFor erediti
eligiblelfor ¢redit(s
forl ¢reditis[$2,400  forcreditis[$2,400  forcreditis’$2,400  for creditis$2,400  for creditis $2,400 $2g400’_ﬂ oncehild
ofl onel
Child'and dependent! ¢areltax ¢redit (nonl forf onelchild, for one ¢hild, for onel¢hild, for onel¢hild, for onel ¢hild, ? ?

refundable) i

EITOtate and maximum ¢redit

$4,800Lfot twolor

more; tnaximimum
credit is 20%030%

of expenditures

10%,max.[$500

$6,000:$10,000,

$4,800! for two or
more; tnaximimum
creditlis[20%430%
of éxpenditures

11%, max.[$550

$6,5000$11,000,

$4,800Lfor twolor
more; maximimum
creditlis[20%30%
of expenditures

11%, max.[§550

$6,5000$11,000,

$4,800 fot two or
more; tnaximimum
credit is 20%030%
of expenditures

14%, max.[$851,
indexed for inflation

$6,9200$15,432,

$4,800 for two_or
more; tnaximimum
credit s 20%30%
of éxpenditures

14% max.[$874

$9,8400$18,5706,

$4,800( for twolor
more; maximimum
creditlis' 20%30% of
expenditures

14%,max.[§910

$10,240.$19,340,

EITC phaseout tangeland tate 12.5% 12.22% 12.22% fndex-edeor 10% 10%
inflation, 10%

SocialSecurity Ja]
Social $ecurity tax tate (OASDI) [b] 11.4% 11.4% 11.4% 11.4% 12.12% 12.12%
Hospital Insurance tax tate (HI) [c] 2.6% 2.7% 2.9% 2.9% 2.9% 2.9%
OASDI taxable maximuml ¢arnings 37,800 39,600 42,000 43,800 45,000 48,000
HI taxablelmaximuml ¢arnings [d] 37,800 39,600 42,000 43,800 45,000 48,000

1990 1991 1992 1993 1994 1995
IncomeTax
Number of tax brackets* 4 3 3 5 5 5
Lowestlindividual incomel tax rate** 15% 15% 15% 15% 15% 15%

I . i <
EOWESE‘ individual incomelsingle tax $07$19,450 $07$20,350 $07521,450 $07$22,100 $07$22,750 $07523,350
rackes
S . o
to“’fsi individualiincomeljointitax $07832,450 $0°$34,000 $0°$35,800 $07836,900 $0°$38,000 $07$39,999
rackes

Otherfindividual incomel tax brackets 28,33 28 28 2831736 28,3136 28,3136
(percent)* [FHsx
Hltghcst\ individuallincomel taxbracket 28% 319 31% 39.6% 30.6% 30.6%
rate
RatelonTongf term/ ¢apital gains 28%[and’15% 28%and15% 28%and15% 28%[and15% 28%[and’15% 28%[and15%

Rate on dividends

Limitations on personal exemption and
itemized deductions

StandardDeduction

AMT! éxemption*#*¥¥

=lindividual tates

$3,250((single
petson) /[$5,450
(married ¢ouple)

$30,000for single
filers, $40,000( for
joint filers

[=lindividual rates

Personal éxemption phases
out (PEP)between
$100,000Cand $222,500
(single),($150,000Land

[#lindividual rates

PEPand Pease,

$272,500(joint) [ Limitation thresholdslindexed

onitemized deductions
(Pease) fort AGl over
$100,000.[Thresholds
indexed fortinflation

$3,400L(single person)[/
$5,700 (married couple)

$30,000 for single! filers,
$40,000for joint filers

forinflation

$3,600L(single
person)[/[$6,000
(married couple)

$30,000 for single
filers, $40,000 for
joint filers

[#lindividual rates

PEPand Pease,
thresholdslindexed
forinflation

$3,700L(single
person) /[$6,200
(married ¢ouple)

$30,000for single
filers,$40,000( for
joint filers

=lindividual tates

PEP.and Pease,

thresholdslindexed for

inflation

$3,800 (singlel person)

/36,550 (married
couple)

$33,7500for single
filers,[$45,000 for
jointfilers

=lindividual rates

PEPlind Pease,
thresholdslindexed
forlinflation

$3,900L(single
person)[ /(36,550
(married ¢ouple)

$33,7500for single
filers,[$45,000 for
jointfilers
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1990

1991

1992

1993

1994

1995

Taxéredits
Child taxl ¢redit

N.A.

Maximum
expenditurel eligible
for ¢redit'is[$2,400

Child‘and dependent! ¢are tax ¢redit (non_ for dnelchild,[$4,800

refundable)**#+*

EITC rate and maximuml ¢redit

EITC phaseout range and rate

SocialSecurityl]a]

forltwolor more;
maximimuml ¢reditis
20%30%of

expenditures

14%,[max.,/$953

$10,7300$20,264,
10%

N.A.

Maximum éxpenditure
eligiblefor ¢redit'is[$2,400
forfonel¢hild,[$4,800for
twolof more; maximimum
credit s 20%30%of

expenditures

Onel¢hild:16.7%,
maximum $1,192; two
children:17.3%, maximum
$1,235

Onel¢hild/two children:
$11,2500$21,250,
11.93%/12.36%

N.A.

Maximum
expenditurel eligible
for ¢redit’is’$2,400
forone child,$4,300
for twol ot more;
maximimuml ¢reditis
20%30% of

expenditures

Onel¢hild:17.6%,
maximum $1,324;
twol ¢hildren:18.4%,
maximum $1,384

Onel¢hild:[$11,840
$22,370, two
children:$11,250C]
$21,250,
12.57%/13.14%

N.A.

Maximum
expenditurel eligible
for ¢redit(is'$2,400
for onelchild, $4,800
for two ot more;
maximimum’ ¢reditis
20%.B0%d of

expenditures

Onel¢hild:[18.5%,
maximum $1,434;
twol children:19.5%,

maximum $1,511

Onel¢hild:[$12,200C
$23,050, two
children: $12,200!
$23,050,
13.21%/13.93%

N.A.

Maximum éxpenditure
eligiblel for ¢reditlis
$2,400for onel¢hild,
$4,800for twolor
more; aximimum
crediti s/ 20%30% of

expenditures

Nolchildren:'7.65%,
maximum $306; bne
child:126.3%,
maximum $2,038; two
children:(30.0%,
maximum'$2,528

Nol¢hildren: $5,0000]
$9,000, 6nel¢hild:
$11,0000$23,755, two
children:$11,0000)
$25,296,
7.65%/15.98%/17.68
%

N.A.

Maximum
expenditurel ¢ligible
for ¢redit’is[$2,400
for'one ¢hild, $4,800
forltwolor more;
maximimuml ¢reditis
20%30%of

expenditures

Nolchildren:'7.65%,
maximum$314; bne
child:[34%,
maximum $2,094;
twol ¢childreni 36%,
maximum$3,110

Nol¢hildren:$5,1300]
$9,230, 6nelchild:
$11,290°524,396,
twolchildren:
$11,290°826,673,
7.65%/15.98%/20.2
2%

Social Securityltax rate (OASDI)([b] 12.4% 12.4% 12.4% 12.4% 12.4% 12.4%

Hospital Insurance tax! tatel (HI) Jc] 2.9% 2.9% 2.9% 2.9% 2.9% 2.9%

OASDI taxablelmaximum earnings 51,300 53,400 55,500 57,600 60,600 61,200

HI taxablemaximum éarnings [d] 51,300 125,000 130,200 135,000 no_max. no_max.
1996 1997 1998 1999 2000 2001

IncomeTax

Number of tax brackets* 5 5 5 5 5 5

Lowestindividual incomel tax fate** 15% 15% 15% 15% 15% 15%

Lowestlindividual incomel singlel tax
bracket

Lowestlindividual income joint tax
bracket

Otherlindividual income! taxbrackets
(percent)* [t

Highest individual income tax bracket

rate

Ratelonlong terml ¢apital gains

Ratelon dividends
Limitations'on personal’éxemption’and

itemized deductions

Standard Deduction

AMTLexemption* 4%

$0$24,000

$00$40,100

28/31,36

39.6%

28%and15%

[=lindividual rates

PEPand Pease,
thresholds/indexed for

inflation

$4,000 (single person) / $4,150 (singlelperson) / $4,250 (single[person)[/
$6,700 (married ¢ouple) $6,900L(married couple) $7,100L(married couple)

$33,750 for singlelfilers, $33,750 for singlelfilers, $33,750for singlel filers,
$45,000Lfot joint filers

$45,000 for joint filers

$0$24,650

$0$41,200

28/31,36

39.6%

$0$25,350

$0$42,350

28,3136

39.6%

$0$25,750

$0$43,050

28,3136

39.6%

$0$26,250

$00$43,850

28,31,36

39.6%

$0$27,050

$00$45,200

27.5,30.5,35.5

39.10%

10% for tax payers in 10% for tax payers in 10% for tax payers in 10% for tax payers in 10%lfor tax payers in'the

the 15% bracket or the 15% bracket or the 15% bracket or the 15% bracket or 15% bracket or below,
below,20%for others  below,20%/ forfothers  below,[20% forfothers  below,20% for others  20%[for dthers
[=lindividual tates [=lindividual tates [=lindividual tates [=lindividual tates [=lindividual rates
PEPand Pease, PEPand Pease, PEPand Pease, PEPand Pease, PEPand Pease,
thresholds'indexed for  thresholds’indexed for  thresholdslindexed for  thresholdslindexed for  thresholdslindexed for
inflation inflation inflation inflation inflation

$45,000Lfot joint filers

$45,000Lfor joint filers

$4,300 (singlel person)[/ $4,400(singlel person)/ $4,550L(single person)/
$7,200 (martied couple) $7,350 (married couple) $7,600((married ¢ouple)

$33,750 forlsinglel filers, $33,750 for singlelfilers, $35,750 for singlelfilers,

$45,000 for joint filers ~ $49,000Lfot joint filers
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1996

1997

1998

1999

2000

2001

Taxiéredits

Child tax ¢redit

Child'and dependent care tax ¢redit
(nonl tefundable)**+#*

EITC tateland maximum ¢redit

EITCphaseout tange and fate

Social Security Ja]

Social Security tax tate (OASDI) [b]
Hospital Insurance tax'tate (HI) [c]
OASDI taxable maximuml ¢éarnings
HI taxable maximuml ¢arnings [d]

Maximuml expenditure
cligible for ¢reditlis
$2,400 for dnel¢hild,
$4,800( for! fwol ot more;
maximimum ¢redit s
20%430%Lof
expenditures

No ¢hildren:7.65%,
maximum $323; one
child:[34%, maximum
$2,152; two ¢hildren:
40%, maximum $3,556

No ¢hildren:$5,280!
$9,500, onel child:
$11,6100$25,078 [ two
children:$11,6100]
$28,495,
7.65%/15.98%/21.06
%

12.4%
2.9%
62,700
nolmax.

$5000(non’ tefundable)

Maximuml expenditure
cligiblel for ¢redit is
$2,400 forl onel ¢hild,

$4,800 for two of more;

maximimum’¢redit is
20%B0%Lof
expenditures

Nolchildren:[7.65%,
maximum $332;[one
child:[34%, maximum
$2,210; twol ¢hildren:

40%,[maximum($3,656  40%, maximum $3,756

Nolchildren:[$5,4301
$9,770, 6ne ¢hild:
$11,9300825,650, two
children:$11,9300]
$29,290,

7.65%/15.98%/21.06% 7.65%/15.98%/21.06% o

12.4%
2.9%
65,400
nolmax.

$500(nonl tefundable)

Maximum’ éxpenditure
cligible for ¢reditlis
$2,400for onel¢hild,

$4,8000 for two or more;

maximimum’ ¢redit is
20%.30%dof
expenditures

Nol¢hildren:{7.65%,
maximum $341; one
child:34%, maximum
$2,271;[two ¢hildren:

Nol ¢hildren:$5,57001
$10,030, onel child:
§12,2600826,473, two
children:$12,260C1
$30,095,

12.4%
2.9%
68,400
nolmax.

$500(nonl tefundable)

Maximuml éxpenditure
cligible for ¢reditlis
$2,400for one’¢hild,
$4,800( for two or more;
maximimum ¢redit s
20%30%dof
expenditures

No ¢hildren:i7.65%,
maximum $347; one
child:34%, maximum
$2,312;/two ¢hildren:
40%, maximum $3,816

Nol¢hildren:$5,6701

$10,200, 6nel child:

$12,4600$26,928two

children:$12,4600]

$30,580,

7.65%/15.98%/21.06
o

12.4%
2.9%
72,600
nolmax.

$500(nonl tefundable)

Maximuml éxpenditure
cligible for ¢reditlis
$2,400for onel¢hild,
$4,800( for two or more;
maximimum’ ¢redit is
20%30%dof
expenditures

No ¢hildren:i7.65%,
maximum $353; one
child:34%, maximum
$2,353; two ¢hildren:
40%] fnaximum'$3,888

No ¢hildren:$5,7701
$10,380, 6nel child:
$12,6900$27,413 [ two
children:$12,6907]
$31,152,
7.65%/15.98%/21.06
%

12.4%
2.9%
76,200
nolmax.

6008 tefundableluplto
10%l¢arned income
above $10,000,
threshold indexed for
inflation

Maximuml expenditure
cligible for ¢reditlis
$2,400 for dnel¢hild,
$4,800( for! fwol ot more;
maximimum ¢redit s
20%4.30%Lof
expenditures

No ¢hildren:7.65%,
maximum $364; one
child:34%, maximum
$2,428; two ¢hildren:
40% taximum'$4,008

No ¢hildren:$5,9501
$10,710, onel¢hild:
$13,0900$28,281, two
children:'$13,090°1
$32,121,
7.65%/15.98%/21.06%

12.4%
2.9%
80,400
nolmax.

2002 2003 2004 2005 2006 2007
IncomelTax
Numbet of taxbrackets* 6 6 6 6 6 6
Lowestindividual income fax fate** 10% 10% 10% 10% 10% 10%
I tindividual i {singleltax
bf;:;; viduaincome singietax $0786,000 $07$7,000 $07$7,150 $07$7,300 $07$7,550 $07$7,825
Lowest individual i {joi
b"“:“t' dividualincome joind tax $0.$12,000 $0$14,000 $0°$14,300 $0°$14,600 $0.$15,100 $0°815,650
rackes
Otherindividual income tax brackets _ _
15,27,30,35 15,25,28,33 15,25,28,33 15,25,28,33 15,25,28,33 15,25,28,33
(percent)* [tk
Highestindividualincomel tax bracket 38.6% 350 35% 35% 35% 35%
rate
10% for tax payers in 5% for taxpayers in the 5% for taxpayers in the 5% for taxpayers in the 5% for taxpayers in the 5% for taxpayers in
Ratel on long/ terml capital gains the 15% bracket or 15% bracket; 15% for 15% bracket; 15% for 15% bracket; 15% for 15% bracket; 15% for the  15%  bracket;
below,20%forlothers  othetfibrackets othed brackets other brackets othet'brackets 15% for other
5% for taxpayers in the 5% for taxpayers in the 5% for taxpayers in the 5% for taxpayers in the 5% for taxpayers in
Ratelonldividends [=lindividual fates 15% bracket; 15% for 15% bracket; 15% for 15% bracket; 15% for 15% bracket; 15% for the 15%  bracket;
othetfbrackets other brackets other brackets other'brackets 15% for other
. PEPand Peasellimits
PEP and Peasellimits on
Ilexemptionsand onpersonal
Limitationsn’® e onand PEPland Pease, PEPand Pease, PEPland Pease, PEPland Pease, .pters(.)nad—‘u, ) pt' exemptions'and
. 1m1. atons.o Eersona XEMPUORANEh resholdsiindexed for  thresholdsindexed for thresholdsiindexedfor  thresholdslindexedfor o ~eC aeduetions itemized deductions
itemized deductions X . . . . . . . reduced by 1/3,
inflation inflation inflation inflation threshold ’\i}n texed f reduced by 1/3,
. ;esfo $ANAEXEION i resholdslindexed
rntiation for inflation

Standard Deduction

AMT! éxemption***+*

$4,700 (single"person)’/  $4,750(single person) /
$7,850 (married couple)  $9,500[(married ¢ouple)

$35,750 for singlel filers,
$49,000Lfot joint filers

$40,250(for single! filers,
$58,000 fortjoint filers

$4,850(single person)/
$9,700 (married couple)

$10,000 (married
couple)

$58,000 for joint! filers

$5,000(singlel person) / $5,150(singlel person)l/

$10,300 (married
couple)

$40,250 for singlel filers, $40,250 for single filers, $42,500Lfor single! filers,
$58,000 fort joint filers

$62,550for joint filers

$5,3500(single
person)[/($10,700
(married ¢ouple)
$44,350 for single
filers,[$66,250 for
jointfilers

52



2002

2003

2004

2005

2006

2007

Taxiéredits

Child tax ¢redit

Child'and’dependentl carel tax ¢redit (non’

refundable) otk

EITCtateland maximuml credit

EITC phaseout range and'tate

Social Securityl]a)

Social Security tax fate (OASDI) [b]
Hospital Insurancel taxlrate (HI) [c|
OASDI taxablel maximum/ ¢arnings
HI taxable maximuml ¢arnings [d]

6008, tefundableluplto
10%¢arnedincome
above($10,350

Maximum ¢ligible
expensesare $3,0000 for
1[¢hild; $6,000(for 2 or
more; maximuml ¢redit is
35%l(phasing downl to
20%Lat'$15,000_6f AGI)

No ¢hildren:7.65%,
maximum $376; one
child:34%,[maximum
$2,506; two children:
40%,[maximuml $4,140

No ¢hildren:[$6,1507]
$11,060, one ¢hild:
$13,5200$29,201, two
children:$13,5207]
$33,178.
Starting/ending points
increased by($1,000 for
joint filers.
7.65%/15.98%/21.06%

12.4%
2.9%
84,900
nolmax.

1,000, tefundable uplto
10%¢arned’income
above $10,500

Maximum’¢ligible
expenses/are $3,0000for 1
child;’$6,000for 2 6r
more; maximum ¢redit is
35% (phasing downl to
20%L4t$15,000 6 AGI)

Nolchildren:(7.65%,
maximum $382; one
child:34%,[maximum
$2,547;twolchildren:
40%,[maximuml $4,204

No ¢hildren:$6,2400]1
$11,230, onel ¢hild:
$13,7307$29,666, two
children:($13,7307]
$33,692.Increased by
$1,000Lfor joint filers.
7.65%/15.98%/21.06%

12.4%
2.9%
87,000
nolmax.

1,000, tefundable uplto
15%l¢arnedincome
above$10,750

Maximum ¢ligible
expensesare $3,0000for 1
child; $6,000 for 2 or
more; maximum/ ¢redit is
35% (phasing down to
20%Lat$15,000_6f AGI)

No ¢hildren:7.65%,
maximum $390; one
child:34%,[maximum
$2,604; two children:
40%,[maximum/$4,300

No ¢hildren:'$6,39071
$11,490, one ¢hild:
$14,0400830,338 [ two
children:$14,0407]
$34,458 [Increased by
$1,000L for joint filers.
7.65%/15.98%/21.06%

12.4%
2.9%
87,900
nolmax.

1,0008, tefundablelup
tol15% ¢arnedincome
abovel$11,000

Maximuml eligible
expenseslare $3,000 for
17¢hild; $6,000 for 2l or
more; maximum éredit
is/35% (phasing down
t020%0at’$15,000 6f
AGI)

Nol ¢hildren:7.65%,
maximum $399; bne
child:[34%, maximum
$2,662; two ¢hildren:
40%,maximum $4,400

Nol¢hildren:{$6,5301
$11,750, 6nel ¢hild:
$14,370$31,030,Fwo
children: $14,3700]
$35,263.Increased by
$2,0000for joint! filers.
7.65%/15.98%/21.06
%

o

12.4%
2.9%
90,000
no_max.

1,000, tefundableluplto
15%l¢arnedincome
abovel$11,300

Maximum eligible
expenses are $3,0000 for
1[¢hild; $6,000(for 2 or
more; maximuml ¢redit is
35%I(phasing downl to
20%Lat'$15,000_6f AGI)

No ¢hildren:[7.65%,
maximum $412; one
child:34%,[maximum
$2,747two ¢hildren:
40%, maximum $4,536

No ¢hildren:[$6,7407]1
$12,120, one ¢hild:
$14,8100$32,001, two
children:$14,8100]
$36,348 [Increased by
$2,000for joint filers.
7.65%/15.98%/21.06%

12.4%
2.9%
94,200
nolmax.

1,0008, tefundablelup
to15% ¢arned
income above
$11,750

Maximuml eligible
expenses are/ $3,000
for 1[¢hild;[$6,000 for
2[of more; maximum
credit'is 35%
(phasing downl to
20%at $15,000.6f
AGI)

No'children:[7.65%,
maximum $428; one
child:34%, maximum
$2,853; twol ¢hildren:
40%, maximum
$4,716

Nol¢hildren:$7,0000]
$12,590, onel child:
$15,3900$33,241,
twol children{$15,390
$37,783.Increased by
$2,000 forf joint filers.
7.65%/15.98%/
21.06%

12.4%
2.9%
97,500
no_max.
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2008 2009 2008 2009
IncomelTax SocialSecuritylja]
Number of tax brackets* 6 6 Social Security' tax fate (OASDI) 12.4% 12.4%
Lowestindividualincome 10% 10% Hospital Tnsurance taxt face! (HI) 2.9% 2.9%
tax(tate**
Lowestindividualincome $0088,025 $0°38,350 OASDIaxable inaximum ¢arnings 102,000 106,800
single tax bracket
Lowestindividualincome $01816,050 $0°$16,700 HI'faxable aximum éarnings no'inax. no'inax.
joint tax/bracket
Othetindividual incomel tax 15252833 15252833 Taxid redi
brackets (percent)* [Frkx 022,28, $ 28 g redus
Highestlindividual income N o B . 1,0008, tefundable uplto15%  1,000%, tefundable up tol15%
tax(bracketfate 35 s Childtax eredit carnedincomeabove $8,500  carnedincomeabove$3,000
Maximuneligible/ éxpensesare Maximun eligiblel éxpensesare
o ers e 10% 09 ers i N id: id:
Ratclonlong fermizapital 0% for taxpayers in the 10% 0% for taxpiyc in the Childand dependent care tax $3,000 for 1\ch‘|ld, %,000\. for  $3,000 for 1 t?hlld,\ 356,0(.)0 ﬂuﬂ—Z
. and 15% bracket; 15% for 10% and 15% bracket; . 2[ort more; maximumi creditls ot more; maximuml credit’is 35%
gains N credit (nonl fefundable)*###+* N n
other'brackets 15%for other(brackets 35%i(phasing down'to 20% 4t (phasing down to[20% at'$15,000
$15,00006f AGI) of AGI)
Nol¢hildren: 7.65%, maximum Nol ¢hildren:[7.65%, maximum
0% for taxpayers in the 10% 0% for taxpayers in the $438; onel child: 34%, $457; onel ¢hild: 34%, maximum
Rate on'dividends and 15% bracket; 15% for 10% and 15% bracket; EITC fatel and maximum! ¢redit maximum'$2,917 two $3,043; twol ¢hildren:[40%,
othetfbrackets 15% for other brackets children:40%, maximum maximum'$5,028; three ¢hildren
$4,824 45% [inaximuni$5,657
PEPland Peasellimits.on PEPland Peasellimits.on
Limitations on personal personal exemptions and personal exemptionsand
exemption anditemized itemized deductions/teduced itemized deductions .
deductions by(2/3, thresholdslindexed  reduced by 2/3, thresholds . . N?]hﬂdmn:37‘470[51 3,440, 6n¢
forinflation indexed forinflation No ¢hildren:$7,160°812,880,  child:[$16,4207$35,463, two
. onel¢hild:$15,7400$33,995,  children{$16,4207840,295, three
EITCphascoutrangeandrate 0 ot iigrenig15 74001 children: $16,420'$43,279.
Standard Deducti $5,4500 (singl person) / $5,700 (single person) / 5}38,646.Jncfeasequb§i$3,t?09 Increased by $5,000 for joint
andard Deduction $10,900(married couple)  $11,400 (married ¢ouple) (indexed forinflation) forjoint filers.
filers.[7.65%/15.98%/21.06% 7.65%/15.98%/21.06%/21.06%
AMI: ok $46,200(for singlelfilers, $46,700 for single filers,
A exemprion $69,950 forjoint filers $70,950 Forjoint flers
Notes:

* Mattied couple filing jointly
*FIndexing of income brackets for individual incomel tax began in'1985Minder ERTA81 except for 1987 and 1988 vhen bracketswere not indexed becausel of tatel changes;
Changeslin bracket'amountsfor 198511986,1989.2000, and 2004 2007 6ccured as'a fesult of indexing for inflation/ father than fromlal¢hange in taxTegislation

*¥¥ 0% ratel existed below! these brackets until 1986
R Forl years 198871990/ tate applicable to highest income bracket is not thelhighest rate: 28 %4 ratelis applicable to two income brackets/ithe highest bracket and a lower one
#Re Not indexed for inflation
[a] The taxablel maximuml for 197981 wasl set by statute; all other amountsiwere'determined under automatic’adjustment provisions of thelSocial Security Act
according tolthel hational average wage index. Theltax fate fefers ol the’ combined fate[for émployers and émployees.
[bFOASDILOId Age,[Survivors,[and Disability Insurance program
[c] HI:! Medicare's Hospital Insurance program
[d]'Thelupper limitl onl éarnings'subject to HI wasl tepealed by  thel Omnibus Budget Reconciliation’ Act'of 1993.
Sources: Tax Policy Centert (http:/ /www.taxpolicycenter.org/taxfacts/index.cfm) [ Social Securityl Administration! (http:/ /www.ssa.gov/OACT/COLA/cbb.html

and http:/ /www.ssa.gov/OACT/ProgData/taxRates.html), Tast accessed May(2011
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