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Wealth and income are heavily concentrated in the United States—and increasingly so. One
factor that contributes to the concentration of income and wealth is the tax system’s
advantageous treatment of inherited wealth, corporate and non-corporate business income,
and capital gains.

The tax system is, of course, a means to raise revenue to fund government. But it is also one of
the most significant policy tools that the federal government uses to reduce poverty, insure
Americans against risks to their health and economic wellbeing, and offset market-driven
increases in inequality in income and wealth.

Over the last several decades, as inequality surged, and as job opportunities for some workers
stagnated, changes in federal policies partly—but not entirely—offset those headwinds. In
particular, provisions such as the Earned Income Tax Credit (EITC) and the Credit Tax Credit
have substantially increased the incomes and well-being of for low- and middle-income
families.

At the same time, however, changes in tax policy have also tended to favor the highest-income
taxpayers. Legislation has reduced tax rates on corporations, private businesses, capital gains
and dividends, and on inherited wealth. In other words, we have reduced tax rates on the forms
of income and assets that are particularly important to the wealthy—and this has diluted the
effectiveness of the tax system in restraining the forces that are widening inequality in the U.S.
As a result, the tax system now does less to reduce inequality in income and wealth at the top
of the distribution today than it has in the past.

Moreover, the fact that all taxpayers got a tax cut over the past several decades, despite
increases in federal spending, means that increases in transfers to low- and middle-income
households came at the expense of other federal spending, including productive government
investments in infrastructure and research, and rising deficits. In short, reduced rates on high-
income taxpayers have not only made the tax system less progressive but also impaired other
fiscal goals.

Inequality in income and wealth

For perspective, the distribution of income and wealth is incredibly unequal. According to
estimates from the Congressional Budget Office, in 2017, the top 1 percent of households



earned almost 19 percent of all market income, which includes wages, business income, and
capital income before taxes and transfers, and the top 10 percent about 44 percent.!

Wealth is even more concentrated. According to the latest Federal Reserve Survey of Consumer
Finances, in 2019 the top 1 percent of households held about one third of all wealth (more than
the bottom 90 percent combined) and the top 10 percent 71 percent.

These data imply that in 2017 average income of households in the top 1 percent ($1.9 million)
was about 29 times greater than that of middle-income households (566,800), and in 2019, the
average wealth of the top 1 percent ($27.6 million) was about 263 times that of middle-class
households ($105,100).

In historical context, the concentration of income and wealth is unprecedented. Between 1979
and 2017, per-capita pre-tax market income earned by the top 1 per increased 250 percent,
compared to only 29 percent for the lowest-income 20 percent of the population and 39
percent for the middle class. Over that period, the top 1 percent share of market income
increased from 9 percent to 19 percent." Likewise, between 1978 and 2016, the share of
wealth owned by the top 1 percent increased from about 22 percent to more than 30 percent
and the share owned by the top 0.1 percent doubled (from 7 percent to 14 percent).Y

The relationship between taxes and inequality

The tax system plays an important role in mitigating income inequality because it is progressive;
on an after-tax, after-transfer basis the distribution of income is less unequal. Among low- and
middle-income households, federal tax and transfer policies have reduced poverty and increase
after-tax, after-transfer incomes. However, the tax system has become less progressive at the
top of the income distribution and, today does less to reduce inequality in wealth than in the
past.

For example, the CBO estimates that the income per person earned (pre-tax and transfers) by
the lowest-income households increased 29 percent between 1979 and 2017, and by

39 percent among middle-income households. On an after-tax, after transfer basis, however,
the take-home income of the lowest-income families actually doubled and it increased by

57 percent for middle-income households because of reductions in their tax burdens and
increases in transfers." Likewise, the fraction of Americans living in poverty—measured based
on their after tax, after transfer income—has declined from 13.0 percent in 1980 to 7.7 percent
in 2018, largely due to federal policies."" In 2017, taxes and transfers cut poverty by almost 60
percent." And the recently passed American Rescue Plan is expected to reduce the fraction of
Americans living in poverty this year by 31 percent, and by 56 percent among children.

To a large extent, these achievements are the result of tax policies, particularly the EITC and the
Child Tax Credit. In 2018, the EITC and Child Tax Credit lifted almost 11 million Americans out of
poverty (including 5.5 million children) and made almost 18 million less poor (including 6.4
million children).* Absent the EITC alone, poverty would be 17 percent higher.®



In other words, the experience over the last forty years teaches that tax policy and social
insurance programs are an effective tool that can offset increases in inequality and reduce
poverty.

An exception to these trends is that legislation has reduced the effective tax rates paid by high-
income taxpayers over time, and those reductions were largest among the highest income and
highest-wealth taxpayers. As a result, the tax system now does less to reduce inequality in
income and wealth today among high-income taxpayers than it has in the past, and high-
income taxpayers contribute less toward funding government programs.

For instance, according to IRS statistics, the effective average individual income tax rate paid by
the top 1 percent of taxpayers in 2018 was 25.4 percent, down from 31 percent in the 1970s
and from even higher rates in earlier decades. For the top very richest 0.001 percent of
taxpayers, the decline was even sharper, to 23 percent from 31 percent in 1995, 38 percent in
1985, and 46 percent in 1975

Likewise, estimates of the total burden of all taxes, including individual, corporate, excise,
estate, and property taxes at both federal and state and local levels, show that taxpayers in the
top 1 percent paid effective rates ranging from 40 percent to 70 percent in 1950 but between
33 percent and 23 percent in 2018. Today tax rates at the very top are regressive in the sense
that the very highest income taxpayers face lower effective rates than other taxpayers within
the top 1 percent.

There are several changes in the tax system that contribute to these trends: the tax system’s
increasingly generous treatment of inherited wealth, reductions in tax rates on corporate and
business income owned by wealthy taxpayers, and the favorable treatment of capital gains on
investments and other assets disproportionately owned by high-wealth taxpayers.

These advantageous elements of the tax code allow higher-income households to accumulate
more wealth, increase the market value of their existing assets, and increase the wealth that is
passed along to future generations.

Inherited wealth

One contributor to wealth concentration is the fact that wealthy families pass their assets along
to future generations. Inheritances and intergenerational financial gifts are an important cause
of wealth concentration.*V Gifts and bequests are highly skewed—fewer than 2 percent of
bequests exceed $1m but those gifts represent 40 percent of dollars transferred. Recipients are
better educated, higher income, and hold more wealth than individuals that do not receive gifts
or bequests. More than half of intergenerational transfers went to individuals who were
already in the top 10 percent of the wealth distribution, compared to only 8 percent of
transfers to individuals in the bottom half of the distribution. In the aggregate, the dollar
amounts are large—each year decedents pass on close to a $1 trillion to their heirs.*



The tax system subsidizes intergenerational transfers for wealthy households because capital
gains taxes that would normally apply to the sale or transfer of appreciated assets, like
corporate stock, are not applied to bequests. Bequests received by heirs are not subject to tax,
and the tax basis of inherited assets is immediately increased (“stepped-up”) to the market
value at the date of death. Unlike assets sold by a taxpayer, which are immediately subject to
income tax, or gifts of appreciated assets, whose basis is “carried over” to the recipient, capital
gains on assets held until death are never subject to income tax.

Each year, hundreds of billions in capital gains escape income tax as a result of the non-taxation
of gains on bequests and gifts. The exclusion of capital gains due to “step up” is among the
largest tax expenditures, estimated to cost $660 billion between 2020-2029.*"

Moreover, the benefit of this tax preference is highly concentrated among the wealthy because
bequests are rare outside wealthy decedents, the value of bequests is concentrated among
high-income individuals and their heirs, and because unrealized capital gains compose a large
share of the assets of wealthy households; in 2013, unrealized gains represented about 34
percent of the wealth of the top 1 percent, and households in the top 10 percent of the wealth
distribution hold about 93 percent of all unrealized gains.*"i

Indeed, the U.S. Treasury estimated that virtually all of the revenue that would be raised were
step up in basis at death eliminated would be paid by taxpayers in the top 1 percent of the
income distribution and 80 percent by the top 0.1 percent. XV

Historically, the tax benefits of stepped up basis were partially offset by the estate and gift tax
system, which as recently as 2001 applied to estates valued above $675,000 (about $1 million
today) and at rates that reached as high as 55 percent. Today the estate tax applies only to
estates that exceed $23.4 million per couple and the highest effective rate is 40 percent.
Because of legislated changes, the estate tax has been eliminated for all but extremely wealthy
households—about 0.2 percent of decedents pay estate tax and, as a result of the large
exemption and other avoidance opportunities, the effective tax estate tax rate among taxable
estates was 17 percent.™

In short, the exclusion from tax of capital gains held until death increases intergenerational
wealth transfers.

Business Income

The tax code also provides preferential treatment for the income and assets predominantly
owned by wealthy households. The majority of the wealth of very wealthy households is in the
form of business assets. Business income—especially “pass-through” business income—is taxed
at lower rates than those that apply to other forms of income, including labor income (like
wages) that forms the majority of most taxpayers’ incomes.

About 58 percent of the wealth of the top 1 percent is composed of the stock of public
companies or privately-held businesses. Among the wealthiest 0.1 percent of households,



about 70 percent of their wealth is held as shares of public or private businesses. In contrast,
most of the wealth of the bottom 90 percent of households is in their homes or pensions.*

In fact, the majority of high-income taxpayers are owners of pass-through business owners. In
2014, 69 percent of the top 1 percent of income earners and 84 percent of the top 0.1 percent
of income earners accrued some pass-through business income. For perspective, that means
there are five times as many pass-through business owners in the top 0.1 percent of the income
distribution than there are highly-paid executives of public companies.

Because stock ownership is so concentrated, the top 1 percent earn about 45 percent of C-
corporate income (as measured by dividends) and an even larger share—about 70 percent—of
the income of pass-through S-corporations and partnerships that do not face the corporate tax.
Increases in the income of these businesses is a key contributor to the increase in inequality in
income and wealth. For instance, almost half of the increase in the increase in the top 1 percent
share of income since the 1970s is associated with pass-through business income.® Owners of
S-corporations and partnerships now earn about half of all income from businesses. i

Today, the maximum statutory federal rate that applies to the wages of executives and highly-
compensated officers of public companies is 53.2 percent, 40.8 percent for the wages of other
employees, 39.8 percent for corporate businesses (but often lower), and 29.6 percent for many
forms of pass-through business income >V

The tax advantages of business owners are relatively recent. In 1986, the top individual income
tax rate fell below the corporate tax rate, creating significant incentives for a business to un-
incorporate and for new businesses to organize as pass-throughs. Legislation loosened
limitations on the activities, financial structures, and shareholders of S-corporations. For
partnerships, changes in state law established new entity types, like limited liability companies
(LLCs), and regulatory changes, like the “check the box” rules finalized in 1996, allowed a
multitude of business types to elect to be taxed as partnerships (just by checking a box).

The shift in the share of income earned by pass-through businesses and the lower effective tax
rates they pay has reduced the tax burden on business owners substantially. According to one
U.S. Treasury study, if the relative shares of pass-through and C-corporate activity were held at
1980 levels, the average tax rate on business income in 2011 would have been 28 percent
instead of 24 percent. This translates to more than $100 billion in lost revenue in 2011 alone. ™

The implementation of the Medicare surcharge and the Net Investment Income Tax, enacted in
2010, which carved out S-corporation profits and certain other pass-through income from
either tax, increased the relative benefit of earning income through a pass-through business. In
recent years, this has accelerated the shift of professional service businesses, like healthcare
providers, technical and scientific services, or contractors, into pass-through form and to
characterize their income as “profits” instead of wages to avoid payroll taxes. "



As a result, the growth of pass-through businesses has also contributed to the erosion of the
payroll tax base, which funds Social Security, Disability, and Medicare. Prior to the mid-1980s,
owners of closely-held businesses paid Social Security and Medicare payroll taxes on most of
their income. Most businesses were either sole proprietorships or general partnerships (in
which all business income is treated like wages for payroll tax purposes) or closely held C-
corporations (whose owners generally paid out their income as wages to avoid the double tax
on profits). The growing share of income accruing to limited partners, LLCs, and others that file
as partnerships and to S-corporations eroded the payroll tax base because those entities are
either statutorily excluded from the payroll base or a lack of clarity in the law allows owners to
avoid the tax. Vi

In 2011, about 71 percent of pass-through owner income was subject to Social Security or
Medicare taxes, down from 88 percent in 1994. In addition, because pass-through business
income has increased over time as a share of total income, these shifts have eroded the long-
run solvency of the trust funds that depend on payroll revenues.

The Tax Cuts and Jobs Act (TCJA), enacted in 2017, accelerated these trends. TCJA introduced a
20 percent deduction (under Section 199A) for most pass-through business income. Half of the
tax savings of 199A accrues to the top 1 percent of taxpayers, and 72 percent to the top 5
percent Vil

At the same time, the TCJA reduced the corporate tax rate from 35 percent to 21 percent. Most
of the benefit of that rate cut accrued to corporate shareholders and between 34 percent and
47 percent accruing to the top 1 percent of taxpayers.®* These recent provisions reduced
revenues substantially, made the tax system less progressive and inequitable, introduced new
economic distortions, but did little to stimulate new business formation, employment, or
investment.

Reduced tax rates on business and corporate assets not only increase the after-tax income of
business owners, they also increase the value of the business itself because the stream of
future income is more valuable. In this sense, preferences for corporate and business income
directly increase the wealth of owners of those assets.

Capital Gains and Investment income

In addition to low rates that apply to active business income, owners of businesses and other
capital assets benefit from preferential capital gains rates on the sale of those assets. Long term
capital gains face a maximum tax rate of 23.8 percent, if subject to the 3.8 percent Net
Investment Income Tax, or 20 percent otherwise. About 80 percent of the tax benefit from the
preferential rates on capital gains qualified dividend accrues to the top 1 percent of taxpayers
and 92 percent to the top 10 percent.

For investors in certain assets, the capital gains tax treatment is even more favorable. Owners
of qualifying real estate may defer tax on the sale of an asset through “like-kind” exchanges



(under Section 1031). Sales of Qualified Small Business Stock (BSBS) (under section 1202) or of
investments in Qualified Opportunity Zone businesses may be excluded from capital gains tax
entirely and thus face a zero percent. These provisions predominantly benefit wealthy
investors; the average income of investors benefitting from Opportunity Zone tax breaks in
2019 was $1,083,766.%%1 While there is no public data on who benefits from the exclusion of
income from the sale of QSBS, it is a safe bet that the vast majority of the exclusion accrues to
high-wealth investors. In combination with the 21 percent corporate tax rate, the complete
exclusion of tax on capital gains in these circumstances is unusually favorable to wealthy and
sophisticated investors that can take advantage of these provisions. i

In addition to benefitting investors that own appreciating assets, the reduced rates on capital
gains provides an incentive and opportunity for certain investment managers or business
owners to characterize their compensation as a capital gain (a “carried interest”) rather than
wages, reducing the tax rate that would apply from 40.8 percent to 23.8 percent or even

0 percent for private equity or venture capital fund managers whose funds invest in QSBS.

The low rates that apply to capital gains directly affect the concentration of wealth. Retirement
savings and unrealized capital gains are an important share of the wealth of Americans. Taxes
on these assets are deferred, of course, until the assets are liquidated. The bottom 90 percent
of taxpayers, who hold their wealth in the form of pre-tax pensions and retirement accounts,
will be taxed at ordinary income tax rates when they draw on their pensions in retirement. In
contrast, a large share of the assets of wealthy taxpayers is in the form of unrealized capital
gains, which are taxed at lower rates (or not at all if held until death), which tends to increase
the true concentration of wealth among the highest-wealth households. This means that the
reductions in rates on capital gains enacted over time have led to increasing inequality in after-
tax wealth oV

Conclusion

In summary, the current tax system provides more advantageous treatment to high-income,
high-wealth households in historical comparison or relative to the treatment of other income
disproportionately earned by less-wealthy households, like wages. As a result, the tax system
does less to reduce inequality in income and wealth than it has in the past or it could under
viable alternative tax regimes.

This favorable treatment of high-income, high-wealth taxpayers is not justified on economic
grounds. Scaling back reductions in the tax rates that apply to corporate and pass-through
business, eliminating the exclusion of capital gains held until death (“stepped up basis”), raising
the tax rates on capital gains and eliminating tax expenditures for specific capital gains, and
funding enforcement to ensure taxes levied are actually collected would be effective ways to
reduce inequality in after-tax income and wealth.
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