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1. A French engineer Jules Dupuit already formalised the insight of Laffer in an academic ar�cle 
en�tled “De la mesure de l'u�lité des travaux publics” in 1844 
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An important question in public economics is whether, and under what conditions, it may be 
possible to design a self-financing tax cut. This column provides new theoretical insights on 
the requirements for a tax reform that makes everyone better off. Furthermore, it shows that if 
there is no self-financing tax cut with changes to one or two income brackets, then a more 
complicated reform will also not work. It applies these insights to the US Earned Income Tax 
Credit reform in 1975. Although this reform had the correct properties, the analysis concludes 
that it was not fully self-financing.  

Reforms of the tax-and-transfer system are intensely debated in the run-up to elections in 
democratic countries and often matter for electoral outcomes (Bierbrauer et al. 2020). In the 
political sphere and in the media, such debates are typically phrased in terms of who wins and 
who loses: For example, the presidential candidate from a left-wing party may propose to 
increase the top tax rate in order to redistribute from high- to low-income individuals. Public 
economists refer to such arguments in terms of the famous equity-efficiency trade-off: The 
reform in question can reduce income inequality at the expense of creating distortions in 
labour supply (Mirrlees 1971, Frankel 2014, Diamond 1998, Blundell and Preston 2019). 
Such debates are based on the presumption that it is impossible to design reforms that make 
everybody better off. Self-financing tax cuts are too good to be true; they are fantastic. 

But what if this presumption is wrong? The literature on Pareto-efficient income taxation 
(Stiglitz 1982, Werning 2007, Lorenz and Sachs 2016) investigates conditions under which 
self-financing tax cuts do exist. The idea goes back to the Laffer curve: 1 If tax rates are above 
some threshold (the Laffer rate), then their reduction may allow increasing tax revenue. In 
particular, taxpayers may then increase their labour supply so much that the implied revenue 
gains compensate the initial (mechanical) revenue loss from the tax cut in question. This idea 
is straightforward if there is a single tax rate (say, the top tax rate as in Saez 2001). But with 
the non-linear tax-and-transfer systems in place in modern countries, there are plenty of tax 
rates in different income brackets and from a variety of programmes (e.g. welfare transfers, 
in-work benefits, income and payroll taxes). How can we know whether it is possible to 
reduce some of them, or reduce some and increase others, to indeed make everyone better off? 

A theory of Pareto-improving tax reforms 
In a recent paper (Bierbrauer et al. 2023), we make progress on this question and show that 
self-financing tax cuts exist more often than one might think. We first derive the following 
conceptual insights: 

1. Suppose that, in your country, there is no Laffer-type reform that allows increasing tax 
revenue by reducing the (marginal) tax rate in a single income bracket. Can there be a 
reform that changes tax rates in two brackets and makes everyone better off? The 
answer is ‘yes’. There can be self-financing tax cuts with a phase-in range where tax 
rates are reduced and a phase-out range where tax rates are increased. Such reforms 
reduce the tax burden for people between these two brackets and do not increase the
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2.  tax burden for anyone else. The introduction of the Earned Income Tax Credit (EITC) 
in the US in the mid-1970s – a system of earnings subsidies for low-income 
households – is an empirical example of a reform with these properties. 

3. Suppose that, in your country, there is no self-financing tax cut with two brackets. Can 
there be a reform that changes tax rates in three or more brackets and makes everyone 
better off? The answer is ‘no’: If there are no self-financing tax cuts with one or two 
brackets, then there neither is a more complicated reform that does the job. 

We develop an empirical test for the existence of self-financing tax cuts. This test requires 
plotting an object that we refer to as the revenue function. This function assigns to every level 
of income the additional tax revenue that becomes available when marginal tax rates are 
raised in a small bracket containing that income level, thereby increasing the tax burden at all 
higher levels of income in a lump-sum fashion. To draw the revenue function for the tax-
transfer system in any given country and year, one only needs information on the tax rates at 
any income level, on the corresponding income distribution, and on the magnitude of 
behavioural responses as measured by labour supply elasticities. We show that a visual 
inspection of this revenue function is enough to determine whether or not there are Pareto-
improving tax reforms: 

• First, there is a Pareto-improving reform with one bracket if and only if the revenue 
function is below zero or above one at some income levels. In the former case, 
reducing the tax rate in one bracket induces revenue gains by a classical Laffer-type 
effect. In the latter case, raising the tax rate in one bracket yields so much revenue that 
everyone can be made better off, even those facing the largest increase in the tax 
burden. 

• Second, there is a Pareto-improving two-bracket reform if and only if the revenue 
function is increasing over some range of income levels. In this case, a two-bracket tax 
cut with a phase-in and a phase-out (such as the Earned Income Tax Credit) is self-
financing. 

We also show how to check whether any specific tax reform – for example, one proposed by a 
political candidate – can be expected to constitute a self-financing tax cut, and how to identify 
the tax reform that maximises the gains in tax revenue conditional on making no one worse 
off. Both questions can be answered based on the revenue function, computed for the status-
quo tax system. 

The introduction of the Earned Income Tax Credit in 1975 
We apply these theoretical insights to study the introduction of the Earned Income Tax Credit 
(EITC), an in-work benefit programme in the US. In 1975, it was implemented in response to 
a widely discussed ‘poverty trap’: Low-income households benefitted from welfare transfers 
such as Aid to Families with Dependent Children (AFDC) and food stamps that were reduced 
at very high rates if they took up formal work or increased their hours of work. As can be seen 
in Figure 1, the effective marginal tax rates for single parents before the reform exceeded 80% 
at some low-income levels, and the participation tax rates – the share of earnings by which the 
tax payment increases if a person takes up work - exceeded 60%. These high tax rates created 
anti-work incentives and resulted in growing numbers of people on the welfare rolls, in 
particular among single mothers. In 1975, the EITC was introduced by means of the two-
bracket reform: It decreased marginal taxes by ten percentage points in the phase-in range 
between $0 and $4,000 and increased them by ten percentage points in the adjacent phase-out 
range between $4,000 and $8,000. While the EITC was initially a modest programme 



 

restricted to taxpayers with dependent children, it was extended several times in the 
subsequent decades. By now, it now constitutes the largest in-cash programme targeting the 
poor in the US. 

Figure 1 Effective tax rates for single parents in the US, 1974 

                 

Notes: Figure 1 shows the effec�ve marginal tax rate (solid blue line) and the par�cipa�on tax rate 
(dashed red line) for single parents in 1974. The 1975 Earned Income Tax Credit (EITC) reduced 
marginal taxes between $0 and $4,000 (first ver�cal dashed line) and increased them between $4,000 
and $8,000 (second ver�cal dashed line). 
 

In the first step of our analysis, we check whether the US tax-and-transfer system for single 
parents was Pareto-efficient before the introduction of the Earned Income Tax Credit. For this 
purpose, we calculate the revenue function based on the effective tax rates in 1974 (as 
depicted in Figure 1), estimates of the corresponding income distribution among single 
parents (based on 1975 Current Population Survey data), and estimates of labour supply 
elasticities. In particular, we consider labour supply responses at the intensive (hours) margin 
and at the extensive (participation) margin, as the EITC was expected to affect labour supply 
at both margins (potentially in different directions). Figure 2 depicts our estimates of the 
revenue function for annual earned incomes up to $15,000. As can be seen, the function 
attains negative values and is increasing over a range of low-income levels. We conclude that, 
before the EITC was introduced, there existed self-financing tax cuts – reforms that made 
everyone better off – both with one and with two brackets. 



 

Figure 2 The revenue function for the US 1974 tax-and-transfer system for single parents 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Notes: Figure 2 shows the revenue func�on for single parents in 1974 as a func�on of earned income 
for our benchmark calibra�on (see Bierbrauer et al. 2023 for details). The 1975 Earned Income Tax 
Credit reduced marginal taxes between $0 and $4,000 (first ver�cal dashed line) and increased them 
between $4,000 and $8,000 (second ver�cal dashed line). 
 

In the second step of our analysis, we investigate whether the 1975 Earned Income Tax Credit 
reform was a self-financing reform. For this purpose, we calculate the revenue implications of 
this reform based on (1) the revenue function depicted in Figure 2, and (2) information on the 
1975 EITC reform. We find that, under plausible assumptions about behavioural responses, 
the introduction of the EITC was not fully self-financing. Qualitatively, however, it had the 
correct properties. To make this point, we calculate the reform that would have maximised the 
gain in tax revenue, conditional on making everyone weakly better off. This reform would 
also have introduced earnings subsidies with a phase-in and a phase-out range but would have 
made them available to a broader range of incomes. That is, the 1975 EITC reform had phase-
in and phase-out ranges that were too narrow. 

Our application, therefore, contributes to the literature on in-work benefits and earnings 
subsidies. While the classical normative literature did not provide support for such 
programmes (see Blundell and Preston 2019 for a review), more recent work has shown that 
they might be part of an optimal tax-and-transfer system once labour supply responses at the



2 Beyond eliminating inefficiencies in tax systems, empirical analyses have documented the 
effects of Earned Income Tax Credit on mothers’ labour supply (Bastian and Lochner 2021), 
criminal recidivism (Agan and Makowsky 2018), or reduction in suicides (Dow et al. 2019).  
3 Peichl et al. (2021) use it to study reforms of the German tax-transfer system. 

 participation margin are accounted for (Saez 2002, Jacquet et al. 2013, Hansen 2021). We 
show, more specifically, that the introduction of in-work benefits may help to reduce 
inefficiencies in the prevailing tax-and-transfer systems.  2 This insight may help to explain 
why such programmes have been introduced in many OECD countries in the last decades. 

More generally, our empirical approach is a powerful tool that can be used to look for self-
financing tax cuts in all countries and at all times. 3 It can easily be adapted to account for 
other margins of adjustment or to focus on reforms that target specific subsamples of the 
population. We hope that our approach will contribute to eliminating inefficiencies in modern 
tax-and-transfer systems. 
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2 Beyond eliminating inefficiencies in tax systems, empirical analyses have documented the 
effects of Earned Income Tax Credit on mothers’ labour supply (Bastian and Lochner 2021), 
criminal recidivism (Agan and Makowsky 2018), or reduction in suicides (Dow et al. 2019).  
3 Peichl et al. (2021) use it to study reforms of the German tax-transfer system. 
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