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payroll taxes, and consumption taxes.10  Income taxes typically have large exemptions 
and progressive tax rates.  On the other hand, payroll taxes tend to be regressive as 
they typically have no exemptions and flat rates up to an earnings cap.  Consumption 
taxes tend to be regressive or, at best, proportional as they typically have flat rates and 
a broad base (e.g., one that includes elderly retirees as well as workers). 

In a recent book, Achim Kemmerling argues that “the real question in contemporary 
welfare states is not whether, but how welfare is financed.”11  He used longitudinal 
data from the OECD to develop decades of tax-to-GDP ratios for various countries’ 
income, payroll, and consumption taxes.  Table 3 shows similar tax-to-GDP ratios for 
2007. 

Not surprisingly, Kemmerling found that the overall tax-to-GDP ratios in OECD 
countries have risen considerably in the last 40 years.12  At the same time, payroll 
taxes and consumption tax revenues have grown much faster than income taxes in 
most countries.13  All in all, there has been “a remarkable shift away from income 
taxation” in recent years.14 

                                                 
10 A. Kemmerling, 2009, Taxing the Working Poor:  The Political Origins and Economic Consequences 

of Taxing Low Wages, Edward Elgar Publishing, Cheltenham, UK, p. 3; see also J. Forman, ‘Taxing the 
Working Poor:  The Political Origins and Economic Consequences of Taxing Low Wages (by Achim 
Kemmerling)’, Vol. 31 No. 1 Comparative Labor Law and Policy Journal, Fall, pp. 211-215.  Through 
most of the nineteenth century, labor earned subsistence wages, and, therefore, most of the burden of 
taxation fell on capital.  As real wages have increased since that time, capital was able to shift most of 
the burden of taxation onto labor.  Consequently, most of the revenue needed to finance contemporary 
welfare states now comes from three taxes that primarily burden labor income:  income taxes, payroll 
taxes, and consumption taxes.  See also H. Immervol, 2007, Minimum Wages, Minimum Labour Costs 
and the Tax Treatment of Low-Wage Employment, OECD Social, Employment and Migration Working 
Paper No. 46, Paris (showing minimum wages and payroll taxes for full-time workers at different wage 
levels); OECD, 2009, OECD Factbook 2009:  Economic, Environmental and Social Statistics, OECD, 
Paris, pp. 238-239 (showing taxes on the average worker); OECD, 2005, Taxing Working Families:  A 
Distributional Analysis, OECD Tax Policy Study No. 12, Paris. 

11 Kemmerling, note 10, p. 1. 
12 Id. at 16.  See also OECD, 2009, ‘OECD Tax Database’, Paris, Tax revenue statistics (table O.1 [Total 

tax revenue as percentage of GDP]), 
http://www.oecd.org/document/60/0,3343,en_2649_34533_1942460_1_1_1_1,00.html#trs.  
Kemmerling also notes that there has been a broad convergence in the level of social spending among 
the OECD countries.  Kemmerling, note 10, p.13. 

13 Kemmerling, note 10, p. 16.  Payroll taxes nearly doubled from 1965 to 2002, and consumption taxes 
increased by more than 20 percent from the 1980s to the 1990s.  Id. at 18-19.   

14 Id. at 23.  It would seem that the sheer magnitude of the revenues needed for modern welfare states 
have pushed them towards payroll and consumption taxation.  International competition may also be 
responsible for some of the recent trend away from progressive income taxation and towards 
consumption taxes.  Id. at 117. 
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TABLE 3.  COUNTRY COMPARISONS OF TAX-TO-GDP, 2007 

Country Income Taxes Payroll taxes Consumption Taxes Total Taxes 
Australia 18.4 ..   8.2 30.8 
Austria 12.7 14.2 11.7 42.3 
Belgium 16.5 13.6 11.0 43.9 
Canada 16.6   4.8   7.9 33.3 
Czech Republic   9.4 16.2 11.1 37.4 
Denmark 29.0   1.0 16.3 48.7 
Finland 16.9 11.9 12.9 43.0 
France 10.4 16.1 10.7 43.5 
Germany 11.3 13.2 10.6 36.2 
Greece   7.5 11.7 11.4 32.0 
Hungary 10.0 12.9 14.9 39.5 
Iceland 18.5   3.1 16.5 40.9 
Ireland 12.1   4.7 11.1 30.8 
Italy 14.7 13.0 11.0 43.5 
Japan 10.3 10.3   5.1 28.3 
Korea   8.4   5.5   8.3 26.5 
Luxembourg 12.8 10.2   9.9 36.5 
Mexico   5.0   2.8   9.5 18.0 
Netherlands 10.9 13.6 11.2 37.5 
New Zealand 22.5 .. 11.3 35.7 
Norway 21.0   9.1 12.4 43.6 
Poland   8.0 12.0 13.3 34.9 
Portugal   9.4 11.7 13.7 36.4 
Slovak Republic   5.8 11.7 11.3 29.4 
Spain  12.4 12.1   9.5 37.2 
Sweden 18.7 12.6 12.9 48.3 
Switzerland 13.2   6.7   6.5 28.9 
Turkey   5.6   5.1 11.3 23.7 
United Kingdom 14.3   6.6 10.5 36.1 
United States 13.9   6.6   4.7 28.3 

OECD Total 13.2   9.1 10.9 35.8 
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developed countries, and, finally, Part 4 discusses the best approaches for using 
refundable tax credits as a redistributive tool. 

2.1 Taxes 
The U.S. federal government raises virtually all of its revenue from the individual 
income tax, Social Security and Medicare payroll taxes, the corporate income tax, 
estate and gift taxes, and excise taxes on selected goods and services.  State and local 
governments raise most of their revenue from income taxes, sales taxes, and property 
taxes.  All in all, taxes take about 30 percent of the United States gross domestic 
product (GDP), and federal taxes take about two-thirds of that.19 

2.1.1 The income tax on individuals 

The largest of the federal taxes is the income tax imposed on individuals.  The federal 
income tax is imposed on a taxpayer’s taxable income.20  Taxpayers file returns as 
unmarried individuals, heads of household, married couples filing joint returns, or 
married couples filing separate returns. 

As a starting point, taxpayers first determine the amount of their gross income.21  
Gross income includes all income from whatever source derived, including (but not 
limited to) the wages, salaries, tips, gains, dividends, interest, rents, and royalties 
received by taxpayers during the taxable year. 

From gross income, taxpayers subtract certain deductions to get to taxable income.  
Most taxpayers simply claim a standard deduction and personal exemptions.  Many 
taxpayers, however, claim certain itemized deductions in lieu of the standard 
deduction.  Also, certain other deductions are allowed without regard to whether the 
taxpayer chooses to itemize. 

Each year, the U.S. Department of Treasury indexes the standard deduction amounts, 
the personal exemption amounts, and the income tax rate tables to reflect the prior 
year’s change in the Consumer Price Index.22  Table 4 shows the basic standard 
deductions, personal exemptions, and simple income tax thresholds for various 
taxpayers in calendar year 2010.  For example, a married couple with two children can 
claim a standard deduction of $11,400 and four $3,650 personal exemptions.  
Consequently, the couple will not have any taxable income unless its gross income 
exceeds $26,000. 

 

                                                 
19 Forman, Making America Work, note 18, p. 58.  See also Joint Committee on Taxation, 2010, Present 

Law and Background Data Related to the Federal Tax System in Effect for 2010 and 2011, JCX-19-11 
(March 22); OECD, Social Policy Division, Directorate of Employment, Labour and Social Affairs, 
2010, United States 2008, Paris, http://www.oecd.org/dataoecd/25/1/44429269.pdf. 

20 Internal Revenue Code (I.R.C.) §§ 1, 63. 
21 I.R.C. § 61. 
22 Revenue Procedure 2009-50, 2009-45 Internal Revenue Bulletin 617.  For 2010, the basic standard 

deduction amounts are $11,400 for married couples fi
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TABLE 4.  STANDARD DEDUCTIONS, PERSONAL EXEMPTIONS, SIMPLE INCOME TAX THRESHOLDS, 
AND TAX RATE SCHEDULES FOR VARIOUS TAXPAYERS, 2010 

 
Unmarried 
individuals 

Heads of household 
with one child 

Married couples 
filing joint returns 
with two children 

Standard deduction $5,700 $  8,400 $11,400 
Personal exemptions $3,650 $  7,300 (2 × $3,650) $14,600 (4 × $3,650) 
Simple income tax 
threshold  

$9,350 $15,700 $26,000 

Tax rate (imposed on 
taxable income) 

Rate bracket 

10  $0 to $8,375 $0 to $11,950 $0 to $16,750 
15 $8,375 to $34,000 $11,950 to $45,550 $16,750 to $68,000 
25 $34,000 to $82,400 $45,550 to $117,650 $68,000 to $137,300 
28 $82,400 to $171,850 $117,650 to 

$190,550 
$137,300 to 
$209,250 

33 $171,850 to $373,650 $190,550 to $33,650 $209,250 to 
$373,650 

35 Over $373,650 Over $373,650 Over $373,650 

Married couples 
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of earned income (or adjusted gross income, if greater) in excess of $21,460 and is 
entirely phased out at $48,362 of income.26  For heads of household, the maximum 
credit phases out over the range from $16,450 to $43,352. 

Similarly, a family with two qualifying children is entitled to claim an earned income 
tax credit of up to $5,036.27  A family with one child is entitled to an earned income 
credit of up to $3,050.28  Finally, childless individuals between the ages of 25 and 65 
are entitled to an earned income credit of up to $457.29 

The child tax credit 

Taxpayers with children under the age of 17 can claim a tax credit of up to $1,000 per 
child.30  The child tax credit is first applied to offset a taxpayer’s income tax liability 
(if any), and, for taxpayers with earned income in excess of $3,000 in 2010, a portion 
of the credit is refundable:  the credit is refundable to the extent of 15 percent of the 
taxpayer’s earned income in excess of $3,000.  These child tax credits are phased out 
once the taxpayer’s adjusted gross income reaches $110,000 for married couples filing 
joint returns, $55,000 for married couples filing separately, and $75,000 for all other 
taxpayers. 

The making work pay tax credit 

The new making work pay tax credit is a refundable credit computed as 6.2 percent of 
earned income, up to a maximum credit of $400 per individual ($800 per couple).31  
Of note, couples can claim the full $800 credit even if only one spouse works.  These 
making work pay tax credits are phased out once the taxpayer’s modified adjusted 
gross income exceeds $150,000 for married couples filing joint returns and $75,000 
for other taxpayers. 

The dependent care credit 

The federal income tax system also provides a nonrefundable dependent care credit to 
certain taxpayers who incur employment-related expenses to care for children under 
the age of 13.32  A taxpayer can claim a tax credit of up to $1,050 (35 percent of 
$3,000) a year for one qualifying child, or up to $2,100 (35 percent of $6,000) a year 
for two or more qualifying children.  The credit is reduced for taxpayers whose 

                                                 
26 Revenue Procedure 2009-50, note 22. 
27 The credit is computed as 40 percent of the first $12,590 of earned income.  For married couples filing 

joint returns, the maximum credit is reduced by 21.06 percent of earned income (or adjusted gross 
income, if greater) in excess of $21,460 and is entirely phased out at $45,373 of income.  For heads of 
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adjusted gross income exceeds $15,000 until it levels off at $600 (20 percent of 



eJournal of Tax Research Using Refundable Tax Credits to Help 
Low-Income Earners  



eJournal of Tax Research Using Refundable Tax Credits to Help 
Low-Income Earners  

 

141 

Row 3 shows each family unit’s income tax threshold after taking into account the 
effects of the earned income credit, the making work pay tax credit and the child tax 
credit.  For example, for 2010, a typical married couple with two young children can 
claim an earned income tax credit of up to $5,036, a making work pay tax credit of up 
to $800, and two child tax credits worth up to $1,000 per child.  Consequently, taking 
into account the earned income, making work pay, and child tax credits, a typical 
married couple with one worker and two children will not actually owe any income 
tax until the couple’s income exceeds $50,250.46 

On the other hand, because the payroll tax system has no standard deductions or 
personal exemptions, family units must pay Social Security and Medicare payroll 
taxes starting with their first dollar of earned income.  Hence, Row 4 shows that zero 
is the payroll tax threshold for all family units. 

Finally, Row 5 shows the combined income and payroll tax threshold (i.e., net federal 
tax threshold) for various family units.  Each threshold occurs at the income level at 
which the taxpayer’s preliminary income tax liability plus employee payroll tax 
liability minus income tax credits equals zero.  For example, a typical married couple 
with one worker and two children will not actually have a net federal tax liability for 
2010 unless its income exceeds $38,635.47 

Federal taxes at the poverty level 

Table 6 shows the federal tax liabilities of various family units with earnings exactly 
equal to their respective poverty income guidelines.  Again, consider a hypothetical 
family of four consisting of a married couple with two children.  Row 1 again shows 
that the couple’s poverty income guideline in 2010 is $22,050. 

                                                 
46 Each computation in Row 3 involved determining the appropriate equation for computing each family 

unit’s income tax liability after its earned income, making work pay, and child tax credits and solving 
for the income level at which that income tax liability is equal to zero.  For example, for 2010, for a 
married couple with one worker, two children, and income (I) in excess of the $42,750 level at which 
the couple enters the 15 percent income tax bracket and in excess of the $45,373 level at which the 
couple’s earned income tax credit disappears, the couple’s income tax liability (T) can be determined by 
the following formula: 

 T = $1,675 + .15 × (I - $42,750) - $800 - (2 × $1,000). 
Setting T equal to zero and solving for I shows that this couple’s income tax threshold after the earned 

income, making work pay, and child tax credits is $50,250.00. 
47 Each computation in Row 5 involved determining the appropriate equation for computing each family 

unit’s combined income and employee payroll tax liability after its earned income, making work pay, 
and child tax credits, and solving for the income level at which that tax liability is equal to zero.  For 
example, for 2010, for a married couple with two children with income (I) in excess of its $26,000 
simple income tax threshold and less than the $42,750 level at which the couple enters the 15 percent 
income tax bracket, the couple’s combined income and employee payroll tax liability (T) can be 
determined by the following formula: 

 T = .10 × (I - $26,000) + .0765 × I - ($5,036 - .2106 × [I - $21,460]) - $800 - (2 × $1,000). 
Setting T equal to zero and solving for I shows that the couple’s combined income and employee payroll 

tax threshold after the earned income and child tax credits is $38,634.66. 
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income workers.  In fact, these refundable credits will provide significant subsidies to 
most low-income workers and their families. 

Pertinent here, Figure 1 shows how net federal tax liability changes as household 
income for selected households increases from $0 to $50,000. 

 

2.2 Welfare 
Dozens of federal transfer programs provide assistance to individuals for retirement, 
disability, health, education, housing, public assistance, employment, and other needs.  
The vast majority of these programs transfer cash or in-kind benefits (e.g., food or 
medical care) directly to individuals.  Social welfare analysts generally differentiate 
between transfer programs that are “means-tested” and those that are not.  For 
programs that are means-tested (e.g., family support, Medicaid, and food stamps), 
eligibility and benefits depend upon an individual’s need, as measured by the 
individual’s income and assets.  For programs that are not means-tested (e.g., social 
insurance programs like Social Security and Medicare), eligibility is based on other 
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criteria such as age and work history.  Table 7 shows the federal government’s outlays 
for the principal federal transfer programs (including refundable tax credits).52  

TABLE 7.  OUTLAYS FOR THE PRINCIPAL FEDERAL BENEFIT PROGRAMS IN THE UNITED STATES 

(BILLIONS OF DOLLARS) 

 

2009 actual 2015 estimate 
Social Security $678 $893 
Medicare  425 651 
Medicaid  251 336 
Unemployment compensation 119 65 
Supplemental Security Income 41 52 
Earned income tax credit 42 45 
Child tax credit 24 26 
Making work pay tax credit <1 n/a 
Food assistance 72 89 
Family support 26 25 
Housing assistance  10 5 
General retirement and disability  8 10 
Federal employee retirement and disability 118 141 
Veterans benefits and services 49 84 
Source: Executive Office of the President and Office of Management and Budget, 2010, Historical Tables, 
Budget of the United States Government, Fiscal Year 2011, table 8.5. 

2.3 Measuring the impact of taxes and transfers on poverty and inequality 

Most government operations have only a slight or indirect impact on the distribution 
of income.  Spending on the military and other government operations, for example, 
probably has relatively little impact on economic inequality.  Even among entitlement 
programs, relatively few programs are means-tested, and only about 10-15 percent of 
the federal budget is spent for such explicit redistribution.  All in all, government tax 
and transfer policies currently reduce household income inequality by about 20 
percent, as shown in Table 8.53 

                                                 
52 For more details about the operations of these transfer programs, see, e.g., Forman, Making America 

Work, note 18, at 73-78. 
53 U.S. Census Bureau, 2007, The Effects of Government Taxes and Transfers on Income and Poverty: 

2005, Current Population Report No. P60-232, March, table 3.  The second column of table 5 shows 
U.S. Census Bureau’s estimates of the market’s initial distribution of household income before 
government taxes and transfers, by quintiles of population (“market income”).  Before government taxes 
and transfers, the richest 20 percent American households received 53.83 percent of household income, 
while the poorest 20 percent received just 1.50 percent. That is a rather unequal distribution of income.  
The Gini index for the market distribution of household income in the United States in 2005 was a 
sizeable 0.493. 

The third column of table 5 shows the “disposable income” shares that households end up with after 
government taxes and transfers in the year 2005.  Taxes and transfers increased the relative share of 
income held by the bottom three quintiles at the expense of the share of income held by the top two 
quintiles, and the Gini index fell to 0.418.  Similarly, Table 1, above, showed a decline in the Gini index 
of household income inequality in the mid2000s from 0.46 before taxes and transfers to 0.38 after taxes 
and transfers. 
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TABLE 8.  SHARE OF AGGREGATE HOUSEHOLD INCOME IN THE UNITED STATES, BY QUINTILES 

AND THE GINI INDEX, 2005 

 Market income Disposable income 

Quintiles   
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are over 25 and work at least 30 hours a week.  Additional Working Tax Credit 
amounts are also available for child care.  Taxpayers can get up to 80 percent of what 
they pay for child care, up to a maximum of £140 per week for one child or £240 per 
week for two or more children.  The Working Tax Credit is reduced for those whose 
income exceeds £6,420 per year. 

3.3 Australia  

Australia also uses its tax system to provide child and child care benefits, although 
most benefits are now provided through Family Assistance Offices located in 
Medicare Offices and Centrelink Customer Service Centers across the country.70  The 
basic family tax benefit Part A is designed to help with the cost of raising dependent 
children.  It is available for dependents under 21 years and for older dependent 
children, aged 21 to 24 years, who are studying full time.  Table 9 sets forth the 
maximum rates for the family tax benefit Part A.  In general, if family income exceeds 
A$45,114 per year, the family tax benefit is reduced by 20 percent of the excess until 
it reaches the base rate in Table 9.  Finally, if family income exceeds A$94,316 per 
year (plus A$3,796 for each family tax benefit after the first), the family tax benefit is 
reduced by 30 percent of the excess until it reaches zero. 

The family tax benefit Part B provides extra assistance to single-parent families and to 
two-parent families with one main income where one parent chooses to spend most of 
her time caring for their children.71  Table 10 shows the maximum rate of family tax 
benefit Part B.  The benefit is reduced if the higher income earner in a couple, or a 
single parent, has an income of A$150,000 per year or more.  For two-parent families, 
the lower earner can have up to A$4,672 each income year and still receive the 
maximum benefit. 

Family tax benefits can be paid fortnightly to a bank or other financial institution, or 
as an annual lump sum; however, the option of claiming and receiving an annual lump 
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TABLE 9.  FAMILY TAX BENEFIT PART A, AS OF JULY 1, 2010 

Maximum rates 
For each child Per fortnight Per year 

Aged under 13 years A$160.30 A$4,905.60
Aged 13-15 years A$208.46 A$6,161.20
Aged 16-17 A$  51.24 A$2,062.25
Aged 18-24 A$  68.24 A$2,518.50
In an approved care organization aged 0-24 years A$  51.24 A$1,335.90

Base rates 
For each child Per fortnight Per year 

Aged under 18 years A$51.24 A$2,062.25
Aged 18-24 A$68.74 A$2,518.50
Source:  Australian Government Centrelink, 2010, 
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sure, Australian Professors Chris Evans and Richard Krevor note that “Experience 
suggests that tax reviews rarely lead to successful tax reform,” even as they 
acknowledge that “Tax Reform in Australia is necessary and overdue.”79  In that 
regard, the government’s initial response, in particular its controversial proposal for 
tax increases on mining companies, almost certainly played a role in the recent 
resignation of Prime Minister Kevin Rudd of the Labor party and in his Labor party 
successor, Prime Minister Julia Gullard, bare
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4.1 Providing benefits through social welfare or tax systems 

As an initial matter, policymakers need to decide what benefits to provide.  The next 
decision is whether to provide those benefits through a social welfare program or 
through the tax system.  The answer to this question will vary greatly from country to 
country because of differing economic, cultural, and political concerns—and because 
of historical accidents. 

Social welfare programs can provide both means-tested benefits (like food stamps in 
the U.S.) or more universal benefits (like social security).  Tax systems typically 
provide benefits in the form of tax credits and other “tax expenditures.”84  These, too, 
can be “means-tested” by using tax return information about income and family status 
(like the U.S. earned income tax credit), or they can be relatively universal (like the 
U.S. personal exemption allowance). 

As a practical matter, since tax systems typically work on annual reporting systems, 
they are simply not capable of providing short-term emergency assistance.  Instead, 
local welfare agencies typically must be the ones to provide that immediate assistance. 

On the other hand, nearly universal benefits like family allowances could be provided 
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percent of total expenditures in 2009,86 meanwhile, the administrative costs associated 
with the U.S. Supplemental Nutrition Assistance Program (SNAP, previously known 
as food stamps) run around 15.8 percent of benefits issued.87  

Of course, taxing authorities are also fairly efficient at dealing with millions of 
individuals, at least when it comes to collecting taxes.  For example, in fiscal year 
2008, the Internal Revenue Service (IRS) handled more than 250 million tax returns 
and collected more than $2.3 trillion in taxes, all while spending an average of just 50 
cents for each $100 of revenue.88  Each year, the IRS processes some 142 million 
individual income tax returns—claiming more than 282 million personal 
exemptions.89  That puts the IRS in direct contact with nearly the entire population of 
the United States (310 million in 2010).90  Also of note, 22.3 million individual 
income tax returns claimed the earned income tax credit for the 2008 tax year, and 
26.0 million claimed the child tax credit.91 

Dependent care and health care benefits, too, could be provided either through social 
welfare programs or through tax expenditures.  The United States, for example, offers 
both child care financial assistance for certain low-income families and a more widely 
utilized dependent care tax credit.92 

The United States also uses both appropriations and tax expenditures for health care.93  
In addition to Medicare and Medicaid, the current exclusion for employer 
contributions for medical insurance premiums and medical care is one of the largest 
tax expenditures ($160-billion in Fiscal Year 2010).94  Pertinent here, President 
Barack Obama’s new national health care legislation provides relies heavily on new 
tax credits to help individuals and small employers pay for health care coverage.95 

                                                 
86 Id. at 32. 
87 J. Isaacs, 2009, The Costs of Benefit Delivery in the Food Stamp Program:  Lessons From a Cross-

Program Analysis, United States Department of Agriculture, Contractor and Cooperator Report No. 29, 
pp. vi, 8 
http://www.brookings.edu/~/media/Files/rc/reports/2008/03_food_stamp_isaacs/03_food_stamp_isaacs.
pdf.  

88 Internal Revenue Service, 2010, Data Book, 2009, March, at 4 (table 23), 66 (table 29).  
89 Internal Revenue Service, 2010, Individual Income Tax Returns 2008, IRS Publication No. 1304, at 89 

(table 2.3). 
90 According to the U.S. Census Bureau, the resident population of the United States projected to 

November 28, 2010, at 14:37 UTC (EST+5) was 310,804,836.  U.S. Census Bureau, 2010, U.S 
POPClock Projection (November 28), http://www.census.gov/population/www/popclockus.html. 

91 Internal Revenue Service, 2010, Individual Income Tax Returns 2008, note 89, at 8-9 (table A). 
92 Forman, Making America Work, note 18, at 170-171. 
93 Id. at 243-261. 
94  Executive Office of the President and Office of Management and Budget, note 84, at 209, 211 (table 

16-1). 
95 Starting in 2010, certain small employers that purchase health insurance for their employees can claim 

a new tax credit (I.R.C. § 45R), and starting in 2014, certain low- and moderate-income individuals will 
qualify for a new premium assistance tax credit (I.R.C. § 36B).  See, e.g.,  E. Zelinsky, 2010, ‘The 
Health-Related Tax Provisions of PPACA and HCERA:  Contingent, Complex, Incremental and 
Lacking Cost Controls’, http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1633556; A. Nevus, 2010, 
‘Health Care Reform Reshapes Tax Code’, Journal of Accountancy (April 1), 
http://www.journalofaccountancy.com/Issues/2010/May/20102731.htm; ‘Tax Provisions in the Health 
Care Act’, 2010, Journal of Accountancy (March 22), 
http://www.journalofaccountancy.com/Web/20102724.htm; Henry J. Kaiser Family Foundation, 2010, 
‘Focus on Health Care:  Summary of New Health Reform Law’, 
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All in all, social welfare benefits can be efficiently distributed by either a social 
welfare agency or a taxing authority.96  These days, however, the pendulum is 
swinging towards refundable tax credits and away from social welfare agencies.  It 
turns out that, in many countries, it is easier to enact new tax expenditures than new 
spending programs.  For example, in the United States, new tax credits and other tax 
expenditures are treated as tax cuts—and everyone likes tax cuts; meanwhile, new 
welfare programs are typically counted as new spending.97  Not surprisingly, over the 
past few decades, tax credits and other tax expenditures have grown dramatically as a 
percentage of the U.S. gross domestic product, and these now represent a very large 
part of U.S. government spending.98 

4.2 High Marginal Tax Rates 

Another problem that policymakers need to be sensitive to is the problem of high 
marginal tax rates.  Particular attention needs to be paid to the coordination of tax 
systems with other transfer programs as it is the cumulative marginal tax rates on the 
earnings of low-wage workers that will affect their decisions about labor supply and 
work effort.99  So it is not enough just to keep the tax system’s marginal tax rates low; 
the cumulative effective marginal rates that result from the combination of tax rates 
and benefit-reductions must be kept low. 

For example, in the United States, a 2004 report by the House Committee on Ways 
and Means identified 85 programs that provide income-tested welfare benefits to low-
income families.100  To keep costs down, virtually every one of these programs phases 
benefits out as family income increases.  Unfortunately, these phase-outs often 
combine with income and payroll taxes to subject beneficiaries to confiscatory tax 
rates.101  See Figure 2. 

                                                 
http://www.kff.org/healthreform/upload/8061.pdf
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The solution to the problem of high cumulative tax rates is to better integrate a 
country’s tax and transfer systems.102  To be sure, there are tremendous obstacles to 
achieving coordination, let alone integration, among current social welfare programs 
and tax provisions. The sheer number of agencies, organizations, and legislative 
committees involved in administering and overseeing the tax and transfer systems in 
most countries makes even simple coordination efforts difficult, let alone 
synchronization and integration efforts.  Still, in the short-term, policymakers need to 
identify overlapping programs and work to achieve better coordination among them.  
And in the long-run, policymakers should struggle to achieve a fully integrated tax and 
transfer system. 

4.3 Marriage penalties 

The interaction of a country’s tax and transfer system with marriage can also present 
problems.103  Because marriage results in the pooling of income by a husband and 

                                                 
tax rate on a single parent can even exceed 100 percent.  D. Shaviro, 1997, ‘The Minimum Wage, the 
Earned Income Tax Credit, and Optimal Subsidy Policy’, University of Chicago Law Review, Vol. 64 
No. 2, pp. 405-481.  See also L. Kotlikoff and D. Rapson, 2006, ‘Does it pay, at the margin, to work and 
save?  Measuring effective marginal tax rates on Americans’ labor supply and saving’, National Bureau 
of Economic Research, Working Paper No. 12,533, Cambridge, Massachusetts;  See also Poschmann,  
note 57 (discussing high cumulative marginal tax rates in Canada); Bibbee, note 63, at 24 (finding that 
marginal effective tax rates can reach 100 percent for families on social assistance in Canada). 

102 See, e.g., J. Forman, 1993, ‘Administrative Savings from Synchronizing Social Welfare Programs and 
Tax Provisions’, Journal of the National Association of Administrative Law Judges, Vol. 13 No. 1, pp. 
5-76. 

103 See, e.g., J. Forman, 1996, ‘What Can Be Done About Marriage Penalties?’, 30 Family Law 
Quarterly, Vol. 30, pp. 1-22; J. Kesselman, 2008, ‘Income Splitting and Joint Taxation of Couples:  
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wife, marriage can often result in “marriage penalties” and “bonuses” that can affect 
marriage incentives and family well-being.  There is probably relatively little need 
overall to worry about the occasional marriage bonus for low-income welfare 
recipients, as marriage is often a way out of poverty.  On the other hand, policymakers 
should be concerned about marriage penalties.  Promoting marriage—or, at least, not 
discouraging it—could help reduce poverty and promote greater economic justice. 

In the United States, for example, marriage plays a significant role in both the tax and 
transfer systems.  Within the tax system, some of the largest marriage bonuses and 
penalties are those associated with the earned income tax credit.  In 2010, for example, 
if a woman with no income and two children marries a childless man with $15,000 of 
earned income, the couple will get a marriage bonus or more than $7,000, as together 
they will now be eligible for an earned income tax credit of $5,036, two $1,000 child 
tax credits, and an $800 making work pay tax credit (up from just $400).104  On the 
other hand, if a single father with two children and $15,000 of earnings marries a 
single mother with two children and $15,000 of earnings, the couple will face a hefty 
marriage penalty.  Before that marriage, each individual could claim a $5,036 earned 
income tax credit; but after the marriage, the couple is eligible for a single earned 
income tax credit of just $3,867.105 

Perhaps the best way to solve the problem of marriage penalties and bonuses is to base 
tax rates, tax credits, and welfare benefits on individual income rather than family 
income.  In the United States, for example, there is generally no marriage penalty 
associated with the new making work pay tax credit.  Single workers can typically 
claim a $400 credit, while married couples can typically claim an $800 credit.106   

4.4 Administrative problems 

Refundable tax credit regimes also present a variety of administrative problems. 

4.4.1 Participation, noncompliance, and simplification 

Taxing authorities want to maximize participation by eligible beneficiaries while 
minimizing overpayments.  The complexity of most refundable tax credit regimes, 
however, works against achieving either result.  Moreover, as collecting taxes is the 
core mission of taxing authorities, they can find it awkward to instead be called upon 

                                                 
What’s Fair?’, Choices, Vol. 14 No. 1, Institute for Research on Public Policy, Montreal, 
http://www.irpp.org/choices/archive/vol14no1.pdf; H. Hodgson,  2008, ‘More than Just DNA – Tax, 
Welfare and the Family:  An examination of the concept of family in the Tax Transfer system, with 
particular reference to family benefits’, Australian Journal of Social Issues, Vol. 43 No. 4, Summer, pp. 
601-614. 

104 See also C. Renshaw and K. Milani, 2009, ‘Penalizing Marriage:  A Persistent Problem for the 
Working Poor’, Tax Notes, Vol. 125 (October 19), p. 329. 

105 $3,867.48 = $5,666 - .2106 × ($30,000 - $21,460). 
106 On the other hand, there can be a small marriage bonus.  For example, when a single worker marries a 

nonworker, the making work pay tax credit can increase from $400 before marriage to $800 after 
marriage.  To avoid both marriage penalties and bonuses, the credit should be structured as a $400 per 
worker credit.  High-income couples can also face marriage penalties in the phase-out range for the 
credit. 
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to make payments that exceed the amount of taxes owed.  In short, both participation 
and noncompliance are problems for tax credit regimes.107 

With respect to participation, for example, the U.S. Government Accounting Office 
found that some 4.3 million eligible households fail to claim the earned income tax 
credit in a typical year.108  On the other hand, with respect to noncompliance, the U.S. 
Treasury Inspector General for Taxation Administration estimates that approximately 
25 percent of earned income tax credit payments are attributable to overclaims ($10 to 
$12 billion erroneous earned income tax credit payments out of $43.7 billion total 
claims for the 2006 tax year).109  Needless to say, even before the American Recovery 
and Reinvestment Act of 2009 expanded the universe of refundable tax credits, the 
IRS faced significant challenges in the administration of refundable tax credits.110  The 
Act exacerbated those challenges, and it is no wonder that the IRS National Taxpayer 
Advocate recently highlighted the administrative challenges posed by refundable tax 
credits in her annual report to the U.S. Congress.111 

Obviously, simplification of a country’s refundable tax credit regime would greatly 
improve both participation and compliance.  In particular, it would make sense to 
eliminate complex eligibility requirements and simplify or eliminate the income 
phase-outs.  Simplification of a country’s tax credit regime will probably work best if 

                                                 
107 To be sure, participation and compliance probably present even greater problems for traditional 

welfare programs.  See, e.g., J. Currie, 2006, ‘The Take-Up of Social Benefits’, in A. Auerbach, D. Card 
and J. Quigley (Eds), Poverty, the Distribution of Income, and Public Policy, Russell Sage Foundation, 
New York, pp. 80-148. 

108 U.S. Government Accounting Office, 2001, Earned Income Tax Credit Eligibility and Participation, 
GAO-02-290R. 

109 Treasury Inspector General for Taxation Administration, 2008, The Earned Income Tax Credit 
Program Has Made Advances; However, Alternatives to Traditional Compliance Methods Are Needed 
to Stop Billions of Dollars in Erroneous Payments, Reference No. 2009-40-024 (December 31), at 1, 
http://www.treas.gov/tigta/auditreports/2009reports/200940024fr.pdf.  To be sure, not all overclaims are 
due to fraud.  The earned income tax credit eligibility rules are complicated, and approximately one-
third of earned income tax credit claimants each year are intermittent or first-time claimants who, no 
doubt, have difficulty understanding the complicated eligibility rules.  Id. at 2.  See also L. Book,  2002, 
‘The IRS’s EITC Compliance Regime:  Taxpayers Caught in the Net’, Oregon Law Review, Vol. 81 No. 
2, Summer, pp. 351-428; J. Infranca, 2008, ‘Note: The Earned Income Tax Credit as an Incentive to 
Report:  Engaging the Informal Economy through Tax Policy’, New York University Law Review, Vol. 
83 No. 1, April, pp. 203-238.  To be sure, both refundable tax credits and welfare benefits provide 
opportunities for fraud.  See, e.g., M. Halla and F. Schneider, 2008, Taxes and Benefits:  Two Distinct 
Options to Cheat on the State?, Institute for the Study of Labor (IZA), Discussion Paper No. 3,536, 
Bonn, June. 

110 Pertinent here, in 2003, the IRS announced plans to require precertification of certain individuals 
claiming the earned income tax credit.  See, e.g., U.S. General Accounting Office, 2003, Earned Income 
Credit:  Qualifying Child Certification Test Appears Justified, but Evaluation Plan Is Incomplete, GAO-
03-794; C. Scott, 2007, The Earned Income Tax Credit (EITC):  Legislative Issues, Congressional 
Research Service, Report for Congress No. RS21477 (July 17), at 3; J. Bird-Pollan, 2009, ‘Who’s 
Afraid of Redistribution?  An Analysis of the Earned Income Tax Credit’, Missouri Law Review, Vol. 
74 No. 2, Spring, pp. 251-285, at 276-77.  Under the precertification plan, before filing their returns, 
certain “higher risk” taxpayers would have been required to prove their relationships with any children 
they were claiming for the earned income tax credit and the residency of those children.  The 
precertification initiative generated a lot of criticism and never got past the pilot study stage.  
Marguerite Casey Foundation, 2005, ‘The Earned Income Tax Credit:  Analysis and Proposals for 
Reform’, Tax Notes, Vol. 109 (December 26), pp. 1,669-1,686, at 1,673-1,674. 

111 National Taxpayer Advocate, 2009, Report to Congress:  Fiscal Year 2010 Objectives, at xix-xxiii.  
See also N. Duarte, 2009, ‘Refundable Credits Force IRS to Implement Social Policy’, Tax Notes, Vol. 
123 (May 26), p. 988. 
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qualified health insurance premiums for certain displaced workers,116 and President 
Barack Obama’s new national health care legislation provides new tax credits for 
individuals and for small businesses.117 

Ideally, all these refundable tax credits would be paid out on a monthly basis.  Each 
individual would present something like the current IRS Form W-4, Employee’s 
Withholding Allowance Certificate, to her employer—or to a bank.  Employees would 
then receive advance payment of their credits from their employers in the form of 
reduced withholding, while other beneficiaries would have their payments directly 
deposited into their bank accounts. 

This comprehensive tax and transfer system would be simpler than the current system, 
it would encourage low-skilled workers to enter and remain in the workforce, and it 
would minimize marriage penalties.  Also, it would make it easier to ensure that that 
low-income families and individuals actually get the benefits they need and without 
any welfare stigma or loss of privacy. 

4.4.2 Timing and timeliness of payments 

Another problem with tax credit regimes has to do with the timing and timeliness of 
benefit payments.  Ideally, a transfer system should provide families with income 
assistance when they need it, for example, when another child is born or when a 
family’s earnings decline.  Responding to such changes is inherently difficult for tax 
systems, as they are usually based on annual filing requirements.  Full responsiveness 
would probably require monthly or weekly income-testing.118 
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payment systems are more complicated, especially if annual reconciliation forces 
families to return overpayments. 

Australia, the United Kingdom, and Canada all have systems that successfully 
distribute benefits to most recipients through periodic payments made throughout the 
year.  And, as mentioned, the Canadian system largely avoids the problems of 
overpayments by basing benefits on prior-year income and family status. 

For years, the United States also had an advance payment mechanism, but hardly 
anyone used it.120  For example, the U.S. Government Accountability Office found 
that only about 3 percent of those eligible for advance payment received it during the 
2002 through 2004 tax years—about 514,000 out of the 17 million potentially eligible 
individuals each year.121  Moreover, the United States had serious administrative 
problems with those relatively few families that did use the advance payment 
mechanism.122  In any event, in August of 2010, Congress repealed the advance 
payment mechanism.123  Presumably, revenue considerations were at least as 
important as administrative considerations, as the repeal is projected to generate $1.1 
billion in revenue over the next ten years.124 

4.4.3 Tax return preparation costs 

Another problem with tax credit regimes has to do with the complexity of the tax 
return process needed to claim refundable tax credits.  In the United States, for 
example, almost everybody’s eyes glaze over at the mention of taxes, and about 60 
percent of taxpayers pay someone to prepare their income tax returns, including 
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