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Do Fat Cats Pay Lower Tax Rates Than Workers?

W
hen then-presidential candidate John Edwards
complained that “something is deeply wrong
when a billionaire has a lower tax rate than

his secretary,” he was talking about George W. Bush’s
recent cut in the top tax rate on dividends and capital
gains to only 15 percent. Edwards charged that
workers now pay “at more than twice the rate” of
wealthy investors.” But was Edwards right? Do we
really tax total personal investment income much
more lightly than wages? A May 8 ITEP analysis works
out the arithmetic. 

It turns out that Edwards actually understated his
case. In fact, these days the average tax rate people
pay on earnings is a lot more than double the rate on
investment income such as capital gains and
dividends. ITEP’s analysis shows that federal personal
taxes on investment income now average only 9.6
percent, while federal personal taxes on wages and
other earnings average 23.4 percent.

As a result, wage earners pay more than their fair
share of federal personal taxes. Earned income makes
up 71 percent of personal income, but taxes on these
earnings account for 88 percent of all income and
employment taxes. In contrast, investment income is
22 percent of personal income, but it accounts for
only 11 percent of personal taxes. 

If the income tax treated earnings and investment
income by the same rules, its graduated rates would
naturally hit investment income the hardest, because
investment income is so concentrated at the top of
the income scale where the regular tax brackets are
highest. The best-off one percent of Americans
receive 43.1 percent of all investment income—and
just 12.4 percent of all earned income. 

So why is earned income taxed so much more
heavily? First of all, earnings are taxed twice at the
personal level. There’s the income tax, averaging 10.7
percent, and the payroll tax, which averages 12.7
percent, for a total earnings tax of 23.4 percent.

Second, some types of investment income are
taxed at lower income tax rates than earnings. Some
dividends and capital gains are taxed at a maximum
rate of 15 percent—compared to a 35 percent top tax
rate on wages. Finally, there’s the fact that a major
portion of investment income is never reported,

continued on page 2

  Citizens for Tax Justice  •  Institute on Taxation & Economic Policy  •  www.ctj.org  •  www.itepnet.org  

  The CTJ & ITEP Newsletter July 2004  



From the Director’s Desk
Dear Friends,

The Bush administration has had more than three years to put its imprint on the federal tax system. Three consecutive major
tax cuts have drastically reduced the fairness and adequacy of our tax system. In the premiere issue of Just Taxes, our expanded
and renamed newsletter, we take a hard look at the legacy of the administration’s first term. 

Of course, part of the story remains unwritten. As we go to press, Republican leaders in Congress are attempting to push
through yet another package of corporate tax loopholes—and are seeking to extend the already-enacted Bush tax cuts as part of
next year’s budget. But in the meantime, the past three years have given us plenty to talk about.

Our cover story—“Do Fat Cats Pay Lower Tax Rates than Workers?”—says it all. A new ITEP analysis finds that federal
personal taxes now fall much more heavily on wage-earners than on investment income such as capital gains. 

The implications of this shift for tax fairness are clear: in three short years, the Bush administration has taken us a lot closer to
a flat tax system. On page 3 you’ll find a new CTJ analysis showing that, on average, the wealthiest Americans now pay only
slightly more of their income in taxes than do middle-income Americans.

Meanwhile, state lawmakers across the nation have been struggling to close budget deficits. CTJ and ITEP staffers have been
hard at work helping to inform tax policy debates in the states. Our “Around the Horn” feature looks at some of the major tax stories
emerging from state capitols so far in 2004. 

Even in the face of enormous budget deficits, state lawmakers continue to push corporate tax breaks as a tool for economic
development. In a Just Taxes interview with economist Robert Lynch, we find out why such tax subsidies may actually reduce
economic growth.

Also included in this issue is a new ITEP Policy Brief, “Should Sales Taxes Apply to Services?”  This is the latest in a series of
reports designed to explain complicated tax policy issues in language that anyone can understand. These briefs are made possible
by the Annie E. Casey Foundation.

Looking ahead, we’re currently working on an exciting new study looking at corporate tax avoidance by the most profitable
Fortune 500 corporations. The study, slated for an August release, will follow in the footsteps of a long series of CTJ/ITEP analyses
of corporate tax malfeasance. More on this in the next issue of Just Taxes.

Thank you all for your continued support.

Sincerely,

Bob McIntyre

thanks to legislated tax breaks and tax evasion. The
net result is that wages are taxed almost two and a
half times more heavily than investment income.

President Bush deserves some of the blame for
this situation. His new tax breaks for capital gains and
dividends, along with his cuts in income-tax rates
generally, have lowered personal taxes on investment
income by 22 percent. In contrast, Bush has reduced
taxes on earnings by only 9 percent.  On top of that,
Bush’s tolerance for tax shelters and cheating has
encouraged even more upper-income tax avoidance
on investment income. 

But things have been moving in a Bushian direc-
tion for decades. Before Ronald Reagan took office,
the top income-tax rate on most investment income
was 70 percent, well above the a 50-percent top rate
on earnings. And payroll taxes were almost a quarter
lower than they are today. Back then, our lawmakers
seemed to understand that working is harder than
clipping coupons. 

Of course, for radical right-wingers, even our

current low taxes on investment earnings remain far
too high. Their affection for a “flat tax” is not just its
single rate but even more important, its full exemp-
tion for investment income. They hope that if there’s
a second Bush term, they may get their way. 

Those who think otherwise can find some reas-
surance in John Kerry’s call for restoring the pre-Bush
top income-tax rates and curbing Bush’s capital-gains
and dividends tax breaks. Such a change would go a
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long way toward restoring equitable treatment of
earnings and investment income.

But Kerry also should take a hard look at getting
more investsment reported on tax returns. Right now,
for instance, small-time investors see all their capital
gains reported to the Internal Revenue Service by
their mutual funds. In contrast, big-time investors can
avoid taxes much more easily, and many of them do
—which is why reported capital gains are estimated
to be about a quarter below what legally ought to be
declared. Stockbrokers have all the information that
the IRS needs to enforce the law; they’re just not
required to report it. 

Then there’s the big enchilada: Why do we
exempt investment income from Social Security and
Medicare taxes? Those who fear that an additional 15-
percent tax on investors’ incomes would be too big a
burden need to explain why they don’t feel that way
when it comes to workers. 

These tax preferences for investment comes at a
steep price. ITEP’s analysis estimates that taxing
investment income like earnings would raise $338
billion annually in 2004—enough to cut this year’s
budget deficit by two-thirds or more.

Federal Tax System is Getting
Flatter Under Bush

A
dvocates of federal tax cuts frequently argue
that wealthy Americans currently foot the bill
for the rest of us. But a new CTJ analysis shows

that  the reality of our tax system does not match this
rhetoric. When all federal, state and local taxes are
added up, these taxes take only a slightly higher share
of the income of the very richest Americans than the
average for all other income groups. 

The CTJ report shows that combined federal, state
and local taxes on the wealthiest one percent of
Americans will equal 32.8 percent of income this year.
For all other income groups, combined taxes will
average 29.4 percent of income.

The report also shows that the share of overall
taxes paid by wealthy Americans is hardly out of line
with their share of overall income. In 2004, the
wealthiest one percent of Americans will earn 19.1
percent of all income—and will pay 20.8 percent of
all taxes. This hardly constitutes “soaking the rich.”

CTJ’s report also shows that while taxpayers at all
income levels have, on average, enjoyed federal tax
cuts under the Bush administration, the largest tax
cuts have been reserved for the wealthy:

# The tax cuts enacted under President Bush have
lowered the overall federal, state and local tax rate on
the best-off one percent of taxpayers by 12 percent.
# The poorest 20 percent of taxpayers have seen
their taxes cut by only 3 percent.
# For all other income groups, Bush’s tax cuts have
reduced overall federal, state and local taxes by
between 7 and 8 percent.

Anti-tax crusaders in Congress have sought to
enact a “flat tax” for over a decade now. But, as our
analysis shows, the Bush administration has quietly
taken significant steps toward this goal.

Points of View: Robert Lynch on
“Rethinking Growth Strategies”

I
n the scramble to lure businesses and jobs to their
state, policymakers often assume that low taxes
and business tax incentives make the best bait. A

new study from the Economic Policy Institute by
economist (and frequent ITEP collaborator) Robert G.
Lynch offers strong evidence that such policies are
neither the best nor the most cost-effective strategies
for attracting businesses and jobs.  Just Taxes caught
up with Lynch to discuss the report’s findings.

Just Taxes: Why is this study especially relevant right
now?
Robert Lynch: State economies are in trouble. Our
elected officials are, quite appropriately, trying to
resolve their fiscal problems by creating jobs and
growing their local economies. With so much at
stake, we want to make sure that lawmakers reach for
policy tools that can make things better—not worse. 

JT: What tools have policy makers used in the past?
Lynch: First and foremost, tax cuts. Between 1995 to
2001, state governments cut taxes to the tune of over
$35 billion—and much of this tax cutting was in the
name of economic development. The current fiscal
jam many states now find themselves in is the most
important legacy of these tax cuts. 

Of course, in the past two years general tax cuts
have become unaffordable for most states. Now
lawmakers are weighing the economic impact of tax
hikes and spending cuts to balance their budgets—
and are usually choosing spending cuts. 

JT: Anti-tax advocates frequently assert that state tax
cuts are the cure-all for our economic blues. Has
economic research been able to confirm—or
disprove—that taxes affect state economies?



State and local tax hikes that are used to
pay for increases in public services can
make state economies stronger.

Lynch: To help answer this question, I reviewed
hundreds of studies of the effects of tax cuts and tax
incentives on jobs and economic development. What
I found is that there is very little evidence that state
and local tax cuts, when paid for by reducing public
services, stimulate economic activity or create jobs.
Many studies found no effect of taxes on business
location or investment decisions and most studies
that did discern an effect found it to be very small.

It’s true that some studies have found that tax
cuts can spur economic growth. But these studies
have important limitations that make them pretty
useless as guidelines for state lawmakers.

JT: But policy makers are constantly citing studies
showing that state taxes do affect economic growth.
What’s typically wrong with these studies?
Lynch: First, these studies usually look only at the
impact of tax cuts on an economy, and don’t take into
account the relationship between taxes and public
services. In the real world, tax cuts must be paid for
—and that usually means spending cuts.

Studies that look only at the impact of tax cuts,
without factoring in the impact of associated cuts in
public services, are merely stating the obvious: state
economies would be stronger if they could maintain
the current package of public services while paying
less for them. In the best of all possible worlds, state
and local governments would provide all of our public
services for free. Of course, that’s unrealistic—but
that’s the implication of studies that don’t factor in
the impact of cuts in public services. 

Second, the results of these statistical analyses
may be confusing to policy makers. For example,
when economists describe an effect as statistically
“significant,” they do not mean that the effect is
large, important or powerful. Instead, they mean that
the effect they are measuring, whether small or large,
has a high probability of actually occurring. This isn’t
the fault of economists—it just means their results
are easy to misinterpret.

Third, many of these studies don’t even measure
tax burdens correctly. These studies typically use per
capita tax burdens, taxes as a share of personal
income, or the legal tax rate as an indicator of a
state’s overall tax burden. But each of these measures
has real limitations for measuring the impact of a tax
system on particular companies.

JT: What about the impact of public services on state
economies? Can tax hikes promote growth when
they’re used for public spending?

Lynch: This is the important question for states right
now. If a state hikes taxes and uses the money to
improve public services, would the state experience
economic decline as a result of the tax hike—or
economic growth due to the growth in public
services? A few studies have attempted to answer this
question—and these studies suggest that state and
local tax hikes that are used to pay for increases in

public services can make state economies stronger.
Of course, these studies can’t tell us definitively that
the negative economic effects of tax hikes are always
outweighed by the positive economic effects of
spending on public services—but these results should
at least give pause to those who reflexively refer to
tax hikes as “job killers.”

JT: Can you explain why this makes sense? Why
would increasing spending have a bigger impact on
economic growth than cutting taxes?
Lynch: To answer this question, you have to follow
the money. When taxes are cut, part of the lost tax
revenue will not be spent locally—some of it will be
saved, some will be spent out of state, and some will
be taxed by other jurisdictions. But when taxes are
raised in order to increase public services, the
additional public spending is typically done locally.

JT: How important are state and local taxes in
affecting the quality of a state’s business climate?
Lynch: State and local taxes are a very small part of
the cost of doing business. If you add up all state and
local taxes paid by businesses, they account for only
0.8 percent of business costs. So in the scheme of
things, these taxes are relatively unimportant. 

JT: What lessons should policy makers—and our
readers—take away from your report?
Lynch: The most important lesson for policy makers
is that they should be wary of studies claiming to
show that state taxes have a big impact on state
economies. These studies usually aren’t designed in
a way that reflects the real world.

But the broader lesson here, I think, is that what
makes a community a good place to do business is
the same things that make a community a good place
to live in.



Want more information on tax fairness in your state?
For copies of our state analyses—or for information on tax
actions in your state—contact ITEP’s state tax policy
director Matt Gardner at (202) 626-3780 x 24. 

That means good schools, good police and fire
protection, a modern and well-maintained trans-
portation infrastructure, and good all-around public
services. Instead of creating jobs, tax-cutting strate-
gies that undermine government’s ability to provide
quality services can end up destroying jobs.

Around the Horn: CTJ and ITEP
In the States

T
he first half of 2004 has been a whirlwind of
activity in state capitals nationwide. Faced with
growing budget shortfalls, lawmakers from

Alaska to Texas have discussed revenue-raising
options. CTJ and ITEP staffers helped lawmakers
around the nation to understand the impact of these
proposals—and to develop progressive alternatives.

As 2004 began, Arizona lawmakers digested the
findings of an appointed commission tasked to
recommend alternatives for tax reform. Working with
the Arizona Leadership Institute, CTJ released an April
report analyzing options for tax reform.  The report,
Options for Restructuring Arizona Taxes, showed that
some of the tax changes recommended by the
commission would make the tax system even more
unfair—and analyzed the impact of several more
progressive options. 

Arkansas is one of a growing number of states in
which the education system’s failings have been
found to violate the state constitution. On March 11,
ITEP staff testified before a legislative committee.
ITEP’s testimony summarized the findings of a July
2003 ITEP report, Tax Options for Arkansas, which iden-
tified more than a dozen strategies for progressive
state tax reform available to Arkansas policymakers,
and presented new data analyzing the impact of the
legislature’s recently enacted $400 million tax hike on
tax fairness in Arkansas.

In late March, with Kentucky’s legislative session
winding down, newly elected Governor Ernie Fletcher
announced a complicated tax reform plan. Lawmakers
were under tremendous pressure to both balance the
budget and respond to the Governor’s plan—and had
little objective information to help inform their
decisions. ITEP worked with Kentucky Youth
Advocates (KYA)  to analyze the plan. 

The plan coupled an income tax cut with an
increase in the cigarette tax. ITEP’s analysis showed
that the plan would have cut taxes for the wealthiest

twenty percent of Kentuckians—while increasing the
overall taxes paid by the poorest 80 percent of the
population. KYA’s timely presentation of this data
ensured that policymakers and the media were aware
of the plan’s regressive effects. The plan was not
adopted in the 2004 legislative session. 

On March 10, ITEP researcher Kelly Ross testified
before a Maryland legislative committee. Ross’s testi-
mony focused on the impact of two proposals for tax
reform, each of which would have increased the
income tax on wealthier taxpayers. These proposals,
which were put forth as alternatives to conservative
plans to fund  Maryland’s budget by relying on gam-
bling revenues, were not enacted—but neither was
the gambling plan.

In early 2004, a conservative Oklahoma tax
research group released a study arguing that the
state’s income tax was discouraging economic
growth. Working with the Community Action Project
of Tulsa County, ITEP took a critical look at the study
—and found that the report didn’t live up to its
billing. An April 2004 ITEP analysis showed that when
errors in the conservative study were corrected, the
Oklahoma income tax could not be shown to
adversely affect the economy. 

Since Virginia Governor Mark Warner proposed a
broad menu of tax increases late in 2003, tax reform
has been a front-burner issue in Virginia. Throughout
the 2004 legislative session, legislative leaders
debated Warner’s plan and several alternatives,
including a comprehensive plan for progressive tax
reform developed by the Virginia Organizing Project
(VOP) with technical support from ITEP. During the
2004 session, ITEP worked with VOP to analyze the
impact of these plans on tax fairness—and tax
adequacy—in Virginia. 

In April, lawmakers passed a $1 billion tax hike.
While the plan made important steps toward
adequately funding public services, its overall impact
was regressive, with low-income taxpayers shoul-
dering the largest tax hike as a share of income. But
VOP’s work—using ITEP data—helped ensure that the
plan included a low-income tax credit to partially
offset the impact of the sales and cigarette tax hikes
that were at the heart of the plan.
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New Publications from CTJ and ITEP
T Do Fat Cats Pay Lower Tax Rates than Workers? (May 8, 2004) This ITEP analysis, discussed on page 1 of

this newsletter, explains why federal personal taxes now fall much more heavily on earned income such
as wages than on investment such as capital gains and dividends.

T Corporate Pork Trumps Rational Jobs Policy (June 16, 2004) This CTJ analysis takes a closer look at the
“fuzzy math” behind the new corporate tax breaks now sailing through Congress. The analysis shows
that what GOP leaders are referring to as a “revenue neutral” tax change would actually cost more than
$270 million over the next decade.

T Tax Day Report: Overall Tax Rates Have Flattened Under Bush (April 13, 2004) This CTJ analysis, discussed
on page 3 of this newsletter, shows that federal personal taxes now fall much more heavily on wage
earners than on investment income.

T Bush and Cheney Release Tax Returns (April 13, 2004) This CTJ analysis shows that President Bush and Vice
President Cheney have benefitted handsomely from the federal tax cuts they have pushed through
Congress, with the President saving almost $31,000 and the Vice President paying only a 13% tax rate.

T CTJ’s Bush Tax Cut Scorecard (April 13, 2004) After three tax cuts in three years, you need a scorecard to
keep track of which Bush tax cuts take effect each year. This CTJ analysis gives a year-by-year summary of
federal tax cuts (and hikes) taking effect between 2001 and 2010.

All these publications are available free on the web, or can be purchased by calling or writing us.

TELL A FRIEND!
CTJ and ITEP members are our greatest resource. Help us spread the word about our work to your friends
and family—and with anyone else who may be interested in learning more about the impact of recent tax
changes at the federal and state level. Share this newsletter with them!

Citizens for Tax Justice
Institute on Taxation & Economic Policy
1311 L Street, NW
Washington, DC 20005

202.626.3780
888.626.2622 (toll-free)
e-mail: ctj@ctj.org
www.ctj.org
www.itepnet.org
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