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Figure 4: Average Houwrly Earnings of Production or Nonsupervisory Workers on Private Nonfarm Payrolls
" 1994 - 2004

Year Jan Feb Mar | Apr May Jun Jul Aug Sep Oct Nov Dec | Annual
1994 11.19 11.23 11.23 11.26 11.28 11.30 1133 00 1134 11.37 1142 11.43 i1.46
1995 11.47 11.52 11.54 11.56 11.58 1162, | 1166 1 1168 1171 1175 1177 1179
1996 11.84 11.88 11.88 11.94 1196 2.0 12.04 12.08 12,12 12.14 12.19 12.23
1997 12.27 12,30 12.33 12.37 1242 1245 1248 12.35 12.58 12.65 12.70 12.73

T 1998 1277 1282 12,87 1291 1285701297 12.99 13.07 13.10 1313 1316 13y
1999 13.25 13.28 1332 13.37 1342 1345 13.30 1354 13.60 13.62 13.64 1368
2000 13740 | 137% 01383 1389 11392 | 1397 ) 140201405 1411 17 0 1421 14.26
2601 142771 14.35 14.40 14,44 14.48 14.52 1435 14,58 14.62 14,64 14.70 14.73
2002 1473 1 1477 14.80 1481 1486 14.93 14.96 1500 15.05 15,10 15.13 15.18
2603 15,18 11527 1527 11525 1531 1534 154011541 | 1841 1543 1546 | 1345
2004 15491 1552 | 1555 | 1559, 11363 | 1566 11571 1576 1 15798 15.82(p) 15.83(p

o melmisary : e - TN .
These figures appear at http://www.bls.gov.

estimated that by 2010, the AMT will apply to nearly four
of every five taxpayers in the $75,000 to $100,000 income
range.” So that group experiences outsize payroll tax
increases and has their income tax cuts from the 2001
through 2003 acts taken away under the AMT. (And yet
those who earn between $75,000 and $99,999 are esti-
mated to have voted for Bush by 55 percent to 45
percent.® But I digress.)

The phenomenon of relatively outsize payroll tax
increases for the lower and middle classes because of use
of the increase to average wages in increasing the wage
base each year is likely responsible for the radical in-
crease in the number of households who now pay more
in payroll taxes than income taxes. Provocative empirical
studies pubizshed by economists Andrew Mitrusi and
James Poterba in 2000 showed that nearly two-thirds of
American households paid more in federal payroll taxes
than income taxes, chiefly because of significant increases
in the payroll tax burden over the last' 20 years” (By
comparison,  in 1979, only 44 percent of families paid
more in payroll taxes than income taxes} Because their
data covered years before the Bush income tax cuts, I
think that this number would likely now be higher.

As Figure 6. (p. 716), which is a snapshot of 1999,
shows, an {}vemheimmg majority of families with ad-
;usted gross incomes of $100,000 or less in 1999 paid more
in payroll taxes than in income taxes; mean income taxes
do not reach approximate parity with mean payroll taxes
until one reaches $75,000 to $100,000 of AGI, increased by
some items of untaxed income, such as section 103

“Sgé Leonard E. Bamzan, W;iham G, Gale, ms:i jeifre& Rahalv;
“The AMT: Projections and Problems,” Tax Notes, July 7, 2003, B
105,
#See *&’%&z;ems Connedly, 7 “How: ﬁ%memsans Voted: A F‘ehhcai
Portrait” The New York Times, Nov. 7, 2004, section 1, p. 4
“Andrew Mitrusi and James Poterba, “The Changing Impor-
tance of Income and Payroll Taxes on US. Families,” 15 Tax Pol'y
& Ecom 95 (2001% Andrew Mitrusi and James ?i}%&féﬂ; ”Ef’i’*fe
Distribution of Payroll and Income Tax Burdens, 1979-1999,7 53
Jaf'l Tax J. 765 {7%{?}
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interest. At income levels below $50,000 (thch is a bit
more than median household income), more than three-
quarters of families have payroll tax bills that exceed
their income taxes. Moreover, even though most econo-
mists assume that the incidence of the empim’er share of
payroll taxes falls on the employee in the long run
through wages that are depressed by an equivalent
amount, the last column in the table breaks out the
percentage of families for whom the employee share of
payroll taxes exceeds the personal income tax, and the
conclusions are only marginally less dramatic.

Mitrusi and Poterba also ﬁ}ustrated the stead11§ in-
creasing burden of payroll taxes relative to income taxes
between 1979 and 1999 (Figure 7, p. 717), and this increase
in burden was most dramatic for middle-income taxpay-
ers with adjusted AGIs of between $30,000 and $100,000.
For example, if you look down to the seventh row, the
table shows that the percentage of families with adjusted
AGI of between $75,000 and $100,000 that paid more in
payraﬂ taxes than income taxes increased from 4.6 per-
cent in 1979 to 55 percent in 1999. Moreover, the increases
are even more pronounced if the sample is limited to only
families that actually paid taxes, shown in the bottom
half. Mitrusi and Poterba conclude that, when income
and payroll taxes are combined, most upper-income
taxpayers realized an aggregate tax decrease between
1979 and 1999, while low-income taxpayers generally
experienced a tax increase. And again, their numbers
would likely be even more dramatic if we took into
account the Bush income cuts.

An article that I published in 2002 in the Virginia Tax
Review'¥ also describes the relative income and payroll
tax burdens in 1939 and' 1960, to demonstrate that the
current state of affairs is relatively recent. One of the
interesting things that research shows is that the Con-
gress that enacted the Social Security tax on wages never

r——

Yheboral A, Geier, “Integrating the Tax Burders of the
Federal Income and Payroll Taxes on Labor Income,” 22 V. Tax
Ren. 1 {2002).
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thought that the wages of the lower and middle classes
would ever be taxed a second time under the income tax.
In the 1930s, the income tax was thought to be a tax
imposed only on the plutocracy, not the average wage
earner. But with the upheaval of WWII and the subse-
quent Cold War, the income tax thresholds were lowered
to reach the lower and middle classes and — for the first
time — the labor income of these classes was taxed twice,
once under the income tax and once under the payroll
tax. But, as described more fully in the article, the rates
were relatively low for the lower classes under both tax
systems at that time. That is increasingly no longer true,
particularly for middle-income taxpayers, bringing the

double taxation problem for them to a head only now —

in the 21st century.

To the extent that payroll taxes are not really f’@%;’f
however, the “double tax” (or high tax on labor income) .

fairness critique with respect to particularly middle-class
labor income disappears. Some economists have at least
implied that the payroll taxes are not actually “taxes” to
the extent that they purchase an equivalent amount of
future benefits personal to that particular taxpayer. Fur-

ther, politicians have been quick to jump on such impli-

cations. Former Sen. Phil Gramm;, R-Texas; for one; said
that a payroll tax cut is tantamount to “giving a tax cut to

people who do not pay taxes.”"! One of the key issues .

that must be resolved in determining the propriety of
integrating the two taxes on labor income, therefore, is
the question of whether payroll taxes paid with respect to
a particular worker are properly viewed as purchasing
future retirement and health benefits for that worker and
are thus not a “tax” but rather nothing more than the
equivalent of government-mandated pension and health
plan contributions, which will generate an individual
return personal to the taxpayer. I ultimately reject that
approach.” While ‘studies examining the tax paid: and
benefits received by various demographic cohorts pro-
vide helpful information in designing the tax-and-
transfer system and in predicting funding needs, their
approach (if taken literally) fundamentally mischaracter-
izes the Social Security system. - Sy

One of the most vociferous opponents of the analogy
of Social Security taxes to pension plan contributions is
Prof. Patricia Dilley. She views the analogy as nothing
more than misleading rhetoric, no matter how common
and widespread the impression. She views the retiree’s
economi¢ right to a claim on the country’s resources to
support consumption in retirement to be attributable to
the claimant’s prior demonstration of “worthiness”
through his attachment to the workforce for the requisite
number of quarters. It is the “lifetime of work,” in her
words, not the payment of Social Security taxes, that
raises the Social Security entitlement. That is the antith-
esis to both the retirement annuity model and the relief-
of-poverty model, which is based on need rather than
worthiness, She writes:

———

YHeidi Gleroy and Warren Rojas, “Column A, Column B:
Washington Orders:Up $50-875 Billion Stimulus,” Tax Notes,
Oct. 8, 2001, p. 167 at 169,
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Figure 5: Social Security Tax Wage Base and Median
Household Income 1984 - 2003
Year 58 Wage Base | Median Income
1984 $37.800 $22415
1985 39,500 23618
1986 ) 42,000 24,897
1987 43,800 25,984
1988 43,000 27,225
1989 48,000 ' 28,908
1990 ) 31,3000 29,943
1991 53400 30,126
1992 55,500 30,636
1993 57,600 : 31241
- 1994 60,600 32284
1995 61,200 34,076
1998 62,700 ’ 35,4927
1997 . 65,400 37,005
o 1998 . 68400 38,885
T —— 20,696
000 b 700 11,990
2001 f‘ o8040 42,228
2002 - | 84500 42,409
3003 T Sroon : 3318
These figures ‘on median income appear at http://
WWW.CENsus.gov. o §

The public retirement entitlement is a public obli-

gation designed to protect the public interest in

social stability and orderly labor force exit by the

elderly. The public entitlement is backed by the
public taxing power and meets the public need for
assurance of old age income security for all workers
through redistribution of tax revenues, The notion
of public advance “funding,” and indeed the em~--
phasis of the original designers of Social Security
on payroll tax financing as the equivalent of private
pension contributions, is an example of a useful
analogy taking over the analysis and distorting the
comparison beyond meaningful limits.2
Important design features of the system, described
more fully in the article, also highlight that disconnection
between taxes and benefits — most significantly that the
taxes collected today go to today’s retirees (with the
excess spent on general expenditures, such as the mili-
tary). Those system-design elements, which are inconsis-
tent with the private-pension analogy, point more gener-
ally to the public purposes underlying the Social Security
system articulated by Prof. Dilley. The taxes paid can be
conceptualized as supporting societywide goals and ben-
efits, rooted in nurturing a stable economic environment
through subsidizing subsistence consumption expendi-
tures by the retired and by encouraging retirement itself,
thus permitting progress in the workplace by succeeding
age cohorts. As one of the drafters of the Social Security

“Patricia E. Dilley, “Taking Public Rights Private: The Rheto-
ric and Reality of Social Security Privatization,” 41 B.C L. Ren.
975, 1035 (2000).
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Figure 6: Relationship Between Income and Payroll Taxes by Family-Adjusted AGI, 1999
% of Families % of Families
Mean Payroll With Combined With Employee
1999 Family : Mean Personal Tax, Employer Payroll Tax > Payroll Tax >
Adjusted AGI Families Income Tax and Employee Personal Income | Personal Income
(000s} (millions) {dollars) Payments Tax Tax
All Families
<10 28.83 -262* 400 46.4 46.2
10-20 23.65 -239* 1,475 71.6 58.3
20-30 1811 1,062 2,833 81.7 43.2
30-40 13.26 2,519 4,199 85.7 34.9
40-530 10.57 3,942 5,405 74.5 279
50-75 1892 6,248 7,170 66.3 181
75-100 9.93 10,629 9,950 55.0 6.3
100-200 9.30 20,755 12,570 16.2 1.5
200-500 2.03 64,481 14,394 0.1 ‘ 0.1
500-1000 0.36 182,264 17,873 0.0 0.0
>1000 0.18 799,100 28,848 0.0 0.0
All 135.15 841 ; 603 62:1 34.6
All Families With Tax Liability '
<10 13.70 -551* 842 97.6 97.5
16-20 19.16 -285* 1,821 ' 87.9 714
20-30 17.25 1,118 2,975 85.5 ' 45.1
30-40 13.05 2,562 4,267 86.9 35.2
40-50 10.52 3,962 5,432 74.9 28.0
50-75 18.85 6,272 7,197 66.5 19.2
75-100 9.92 10,636 9,957 55.1 6.3
100-200 9.29 20,775 12,583 16.2 15
200-500 2.03 64,503 14,399 0.1 0.1
500-1000 0.36 182,345 17,880 0.0 0.0
>1000 0.18 798,446 28.853 0.0 0.0
All 114.31 7,350 5,270 73.2 40.8
These figures are from Andrew Mitrusi & James Poterba, “The Changing Importance of Income and Payroll on U.S. Families,”
15 Tax Pol'y & Econ. 98 (2001).

legislation phrased it, Social Security was a “built-in
stabilizer of consumer buying power, permitting the
continued functioning of the market-price-profit system
in a work-oriented free enterprise economy.”'* President
Franklin D. Roosevelt, when signing the bill, also referred
to that aspect when he said:

It is a structure intended to lessen the force of
possible future depressions. It will act as a protec-
tion to future Administrations against the necessity
of going deeply into debt to furnish relief to the
needy. The law will flatten out the peaks and
valleys of deflation and of inflation. It is, in short, a
law that will take care of human needs and at the

[ ————

“Wilbur J. Cohen, “The Social Security Act of 1935 Reflec-
tions Fifty Years Later,” in The Reéport of the Committee on
Economic Security of 1935 (50th anniversary ed. 1985} [hereinafter
1935 Report], at 10.
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same time provide the United States an economic
structure of vastly greater soundness.'*

Commissions appointed in the early years to study
and make recommendations for the Social Security sys-
tem echoed that theme when they recommended using
general tax revenues to help fund Social Security. They
did so because of the general, more widespread societal
benefits, including a more stable economiic infrastructure,
achieved through the system.’®

The temptation to link Social Security taxes paid by a
particular worker to future benefits to be received by that
particular worker is understandable. After all, the ben-
efits (unlike most government benefits) are defined in
cash and can be calculated, if imperfectly, on an indi-
vidual basis. Nevertheless, the attempt fundamentally

nicamm—

“Presidential Statement Signing the Social Security Act
Qﬁu% 14, 1935), reprinted in 1935 Report, supra note 13 at 145,
“See Geier, supra note 10 at 40-41 (quoting early studies).
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Figure 7: Percent of Families With Payroll Tax in Excess of Personal Income Tax
1999 Family
Adjusted AGI
{000s) 1979 1984 1989 1994 1999
All Families
<10 46.4 46.3 46.4 46.4 46.4
10-20 71.2 70.8 713 713 71.6
20-30 66.7 78.8 81.1 81.5 81.7
3040 45.8 58.8 84.5 83.3 857
40-50 37.5 48.0 68.9 73.5 74.5
50-75 19.1 28.8 63.4 65.5 66.3
75-100 4.6 73 41.3 49.1 55.0
100-200 1.0 1.5 9.7 134 i6.2
200-500 0.4 0.4 0.1 0.1 0.1
500-1000 0.2 0.3 0 g 0
>1000 04 0.5 0 0 0
All 418 47.0 59.5 61.1 62.1
Families With Positive Personal Income Tax or Payroll Tax
<10 97.7 97.4 97.6 97.6 97.6
10-20 87.5 87.2 87.6 87.8 87.9
20-30 70.0 §2.7 85.0 854 85.5
- 30-40 46.4 59.7 8538 865 86.9
40-30 37.7 482 69.2 73.8 74.9
50-75 19.1 289 637 65.8 66.5
75-100 4.6 7.3 41.3 49.2 55.1
100-200 1.0 1.5 9.7 135 16.2
200-500 04 0.4 0.1 0.1 0.1
500-1000 02 0.3 0 0 0
>1000 04 05 0 0 0
All 49.4 55.6 70.2 722 732
These figures are from Andrew Mitrusi and James Poterba, “The Changing Importance of Income and Payroll Taxes on US.
Families,” 15 Tax Pol'y & Econ. 98 (2001).

mischaracterizes the system. Taxes simply are not invest-
ments. Moreover, we do not commonly engage in the
same inquiry regarding the “income” tax paid. That is to
say, we do not perceive the income tax burden nominally
shouldered by an individual to be reduced by the value
of benefits purchased with those taxes, such as a func-
tioning court system, national defense, regulated capital-
ism, and so forth. Indeed, if we did so, those in the tax
brackets that are nominally the highest might be seen as
subject to much lower rates of taxatfon, because the
wealthiest in society arguably benefit most from the
expenditures necessary to maintain our regulated capi-
talist system. The illogical conclusion of such an exercise
is that the only real “tax” paid by the population as a
whole is the amount of revenue collected that is wasted
instead of spent to provide benefits to the population.

Under the view that the payroll taxes are undifferen-
tiated federal taxes used to support federal spending
(chiefly for the currently retired generation), the taxes
paid and benefits received by any particular taxpayer
ought to be analyzed independently of each other for
income tax purposes. The argument for allowing a credit
against the income tax for at least a portion of the
employee portion of the payroll tax is that the two taxes
ought to be fully and explicitly integrated simply because
they are both taxes on wage income to support federal

expenditures. Collecting federal taxes on labor income
under two separate systems masks the high effective
combined tax rate imposed particularly on the middle
class.

Integration of the two taxes on labor income could be
achieved through allowing a refundable credit against
the income tax for a portion of the employee payroll tax
paid, in an amount equal to a reasonable “personal
exemption” — a basic subsistence amount that should be
free of tax. Because such an approach rejects the link
between the tax and benefit, it would also require inde-
pendent analysis of the receipt of cash benefits in retire-
ment. As a cash payment that is not a “welfare” payment
and therefore generally represents ability to pay, it should
be fully includable under that analysis. The operation of
the personal exemption, standard deduction, and lower
marginal rates on low earnings under the mcome tax
would protect the ability-to-pay value on receipt. One
side benefit of such a credit approach is that workers
would be much less likely to attempt to work “off the
books” illegally to avoid the payroll taxes (which also
threatens their retirement security).

Having said that, I recognize that the income tax
revenue loss that would accompany a credit for a portion
of payroll taxes paid makes it unlikely that any such
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proposal could get far in the near future. (As a demand-

side tax reduction, such an income tax cut would likely -

have had a far greater stimulus effect than the supply-
side income tax reductions enacted in the 2001, 2002, and
2003 tax acts. But again I digress.) A revenue-neutral
alternative to integration would be to repeal the Social
Security wage ceiling (just as under the Medicare tax)
and slash the marginal rates as low as possible to retain
revenue neutrality. With low marginal rates under both
the Social Security and Medicare taxes, the multiple tax
burden on the labor income of the poor and middle
classes should not be as objectionable as it is today. Once
the Social Security and Medicare taxes are seen as true
taxes that fund government spending that helps to sup-
port the infrastructure of our regulated capitalist
economy, and not as equivalents to private pension plans
or insurance contributions, then objections to repealing
the wage ceiling on the tax side but not the benefit side
should be muted. If progressivity in the tax burden is
generally justified, then there is no reason why the Social
Security tax should be predominantly borne by the
middle and lower classes.

Laurence Kotlikoff published an op-ed piece in The
Washington Post in November'® in which he advocated
repealing the payroll taxes and replacing them with a
sales tax, which (because it would tax all consumption)
would have a far lower rate than the current payroll tax
rates. He also advocated fully privatizing Social Security
for the future, freezing benefit accruals and using the
sales tax revenue to pay only those frozen accruals until
the system is fully phased out. I don’t see how the two
proposals are necessarily connected. Focusing only on his
proposal to replace the wage tax with a sales tax, I would
argue that his proposal indirectly supports my proposal
to simply repeal the wage ceiling and lower the rates.
After all, we all know that under certain assumptions, a
tax on wage income only can produce the same results as
a sales tax.'” ‘

*Laurence J. Kotlikoff, “"How to Fix Taxes and Social Secu-
rity,” The Washington Post, Nov. 7, 2004, séction B, p. 7.

" See Joseph M. Dodge, J. Clifton Fleming Jr., and Deborah A.
Geley, Pederal ncome Tax: Doctrivie, Structure, and Policy (3d ed.
2004y, Ch. 3. j
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Redemptions of a Decedent’s
Stock Revisited

By Robert Willens

 Robert Willens is a managing director of Lehman
BrothersIne, NewYork. © @ = 0

When stock is “redeemed” (reacquired by the issuing
corporation, from a shareholder, in exchange for “prop-
erty”; see section 317(b}), the redemption may be treated
as either “a distribution to which section 301 applies” or
as a distribution “in full payment in exchange” for the
surrendered stock. Ordinarily, the redemption will pro-
duce sale or exchange treatment if the redemption more
closely “resembles” such a sale or exchange — it does
when the. redeemed shareholder, as a result of the re-
demption, suffers a “sufficient” reduction in his or her
proportionate interest in the issuing corporation.
Whether a reduction (in proportionate interest) is suffi-
cient is addressed in section 302(b). Thus, a reduction in
interest is sufficient if, under section 302(b)(3), the re-
demption completely terminates the redeemed share-
holder’s proprietary interest in the corporation or if, in
accordance with section 302(b)(2), the redemption is
“substantially disproportionate” for the shareholder’ or
if, under section 302(b)(1), the redemption is not “essen-
tially equivalent to a dividend” — that will be the case
when the redemption results in a “meaningful reduction”
of the shareholder’s proportionate interest in the corpo-
ration.? In making those determinations, the constructive
ownership (of stock) rules, found in section 318(a), are

'A redemption is substantially disproportionate, for purs
poses of section 302(bj(2), when, after the redemption, the
redeemed shareholder owns less than 50 percent of the total
combined voting power of all classes of stock entitled to vote
and the redeemed shareholder’s percentage ownership of both
voting stock and common stock, immediately after the redemp-
tion, is less than 80 percent of that percentage ownership before
the redemption. However, a redemption will not qualify under
section 302(b)(2) if the redemption is part of a plan the purpose
or effect of which'is a series of redemptions resulting, in the
aggregate; in a distribution that is not substantially dispropor-
tionate for the redeemed shareholder Ses section: 302bH2HDY
and Rev. Rul: 85-14, 1985-1 C.B. 92; a prohibited plan can exist
even without a formal plan or agreement between two or more
shareholders, A plan is present if, at the time of the first
redemption, the redeemed shareholder merely has knowledge
of an impending second redemption. In other words, a plan
need be nothing more than a “désign™ on the part. of a
shareholder to arrange a redemption as part of a sequence of
events that ultimately restores to him. the control that was
apparently lost in the redemption.. ,

“See United States v, Davis, 397 U.S. 301 (1970): The business
purpose for the redemption (if any) is irrelevant in determining
dividend equivalency and, to avoid the dividend equivalency,
the redemption must result in a “meaningful reduction” of

riionate § : It the case of a redemplion By a publie
corporation, any reduction’ of proportionate nierest will be
considerad meaningful if the redeemed shareholderis 2. “small
{Fooinote continued on next page.)
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