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message from the President

“Which is 
more unfair, 
the fact that 
the top 2 
percent of 
taxpayers 
now pay 51 
percent of 
all income 
taxes, or 
the fact 
that close 
to half of all 
American 
households 
pay no 
income 
taxes?”

Good Citizenship 
requires Bringing a 
Casserole

The closer we get to Election Day, the drum beat 
about “tax fairness” will get louder and louder. 
Many Americans, including those in the White 

House, believe that the tax code is not progressive enough 
and that the “rich”—however they are defined—should 
shoulder an even greater share of the cost of government. 

While tax fairness should be one of the core issues of 
this presidential election, any debate over how much the 
rich should pay in taxes should be balanced by an honest 
discussion over the growing number of Americans who 
pay no income taxes. Remarkably, this issue is getting little 
attention even though recent IRS data for 2010 showed 
that 58 million tax filers—41 percent of all filers—paid no 
income taxes that year. When you add to this group the 
people who don’t earn enough to file a tax return, roughly 
50 percent of American households have no skin in the 
game.   

So here is the question that I want all candidates to 
answer: Which is more unfair, the fact that the top 2 per-
cent of taxpayers now pay 51 percent of all income taxes, 
or the fact that close to half of all American households 
pay no income taxes? 

I agree wholeheartedly with Congressman Paul Ryan’s 
essay in this issue of Tax Watch that overhauling the tax 
code should be Washington’s number one priority. And 
I believe that Congress will take up tax reform in 2013. 
However, I’m not sure how tax reformers will manage to 

navigate the massive gulf between the growing share of Americans who are off 
the tax rolls and the shrinking group of people who are paying all of the govern-
ment’s bills.

Although the income tax code has always exempted the poorest Americans 
from paying taxes, I’m increasingly coming to believe that everyone should con-
tribute at least something to the basic cost of government. Citizenship requires 
that each of us have some connection with how lawmakers spend, or misspend, 
our tax dollars. Like it or not, government is our national pot luck and everyone 
needs to bring a casserole. 

Sincerely,

Scott A. Hodge
President
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founded in 1937 to educate taxpayers, policymakers and the courts on sound tax policy. 
Our economic and policy analysis is guided by fundamental tax principles that should serve 
as touchstones for sound tax policy everywhere.
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•	 Anti-injunction	Act.  Whether a federal 
law barring legal challenges to taxes prior to 
collection applied. If this law, the Anti-Injunction 
Act, did apply, then the case could not be heard 
until 2014. The Court unanimously held that the 
Anti-Injunction Act did not apply to the individual 
mandate to purchase health insurance because it is 
not a tax for the purposes of that law.

•	 MedicAid	 expAnsion.  Whether a 
federal requirement on states to expand their 
Medicaid programs or lose all federal Medicaid 
funding exceeded the federal spending power. 
The Court ruled 7 to 2 that it did, limiting the 
federal government only to taking away additional 
Medicaid money from states. 

•	 coMMerce	 clAuse.  Whether the 
individual mandate to purchase health insurance is 
permissible under the federal government’s power 
to regulate interstate commerce. The Court ruled 
5 to 4 that it is not.

•	 tAxing	 clAuse.  Whether the individual 
mandate to purchase health insurance is 
permissible under the federal government’s power 
to tax. The Court ruled 5 to 4 that it is.

12

6
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Taxing the uninsured
By William McBride

On June 28, 2012, the U.S. Supreme Court decided 
to treat the individual mandate contained in the 
Affordable Care Act as a tax instead of a penalty, 

partly on the basis that the mandate would not impose 
an “exceedingly heavy burden.” However, the numbers 
do not support this view. The tax/penalty would be at 
least $1,000 for most of the uninsured and more than 
$12,000 for high-income earners. Low-income families 
would be hit the hardest, as the tax would be as high 
as 10 percent of income. As a result, the Congressional 
Budget Office estimates that about half of the uninsured 
will either receive coverage under Medicaid or choose 
to purchase insurance through exchanges, rather than 
pay the tax. The main effects would be 1) a transfer of 
wealth from the uninsured to the healthcare industry, 
and 2) more healthcare consumption. The U.S already 
spends roughly twice as much on healthcare as any other 
country.

For those who choose to remain uninsured, and 
are not otherwise exempt, the tax/penalty would carry 
with it exceedingly high additional burdens in the form 
of compliance costs, due to complexity and non-trans-
parency, as well as administrative costs as we require a 
revenue agency to verify insurance. Finally, the economic 
distortions are likely to be large, if unpredictable. The 
uninsured would certainly have an incentive to reduce 
their income, either by working less or finding and creat-
ing tax shelters.

To read the full report, visit http://taxfoundation.org/
article/taxing-uninsured-latest-estimates.

updating 
Putting a Face 
on America’s  
Tax returns

Thanks to popular demand, we are in 
the process of updating one of our 
most popular publications over the 

past ten years, Putting a Face on America’s 
Tax Returns. In this glossy, twenty-page 
monograph we outlined the demographic 
changes that have been occurring among 
America’s taxpayers over the past 50 years 
and how those changes affect who pays 
income taxes, who doesn’t pay, and our 
perceptions about who is rich, middle-
class, and poor. 

For example, much of our political 
rhetoric today about “helping the middle 
class” is wrapped up in images of 1950s 
TV shows such as Leave it To Beaver, where 
Ward Cleaver went off to work and June 
stayed home with the kids. The reality is 
that June and Ward have long since retired 
and are living in the Villages in Florida. 

They have been replaced by a new 
“middle class” family that is not neces-
sarily middle-income. This family has two 
earners, both the husband and wife are 
likely college educated, and they tend to 
be much older than the June and Ward. 
Moreover, they are likely to have business 
income; they are our entrepreneurial class. 

This new “middle class” is the 2 per-
cent of taxpayers that are now the target 
of tax increases. These families are living 
proof that middle class is not a point on 
the income scale, it is a value system that 
most Americans share. 

Look for the updated edition of Putting 
a Face on America’s Tax Returns soon.



UNINSURED
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“The tax /penalty 
would be at least 
$1,000 for most of 
the uninsured and 
more than $12,000 
for high-income 
earners.”
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Inequality, economic Growth, and the 
Presidential election
By William McBride

The presidential 
candidates have been 
clear about one thing: 
they disagree on taxes. 
President Obama plans to raise taxes on high-income 
earners and corporations doing business abroad, while 
Governor Romney takes the opposite position, calling 
for lower taxes on high-income earners and zero taxes 
on the foreign income of U.S. corporations. Additionally, 
Romney plans a 20 percent cut in personal income rates 
across the board, bringing the top rate to 28 percent, 
the rate Reagan signed off on in 1986. He also proposes 
a cut in the corporate rate to 25 percent, whereas the 
President has discussed cutting the rate to 28 percent 
in exchange for fewer loopholes. Speaking of which, 
both candidates are ostensibly opposed to loopholes, 
but neither candidate has specified which of the major 
loopholes need to go.

These policies are most obviously different in terms of 
who wins and who loses. Obama’s plan would increase 
progressivity, causing greater redistribution through 
the tax code from high-income earners to low-income 
earners, while Romney’s plan would do the opposite. 
What is not widely known is that the tax code is already 
extremely progressive. According to new data from the 
Congressional Budget Office (CBO), 94 percent of all 
federal income taxes are paid by the top 20 percent of 
households. The bottom 40 percent actually have a neg-
ative income tax rate, and the middle quintile pays close 
to zero. See Figures 1 & 2.

Further, the CBO finds that progressivity is at a 
record high. This is mainly due to the accumulation of 
low-income provisions, particularly refundable tax cred-
its such as the Earned Income Tax Credit and the Child 
Credit. Meanwhile, the Organization for Economic 

Cooperation and Economic Development (OECD) 
finds that we have the most progressive income tax 
system in the industrialized world. In this context, it is 
well past time to openly discuss the costs and benefits of 
such an extremely progressive system.

Plausibly, progressivity reduces income inequality, 
and this is how it is sold by the President’s campaign. 
Many people have also bought into the idea that income 
inequality is at or near record levels. However, the CBO 
reports that income inequality today is about where it 
was in the mid-1990s and late-1980s. It turns out that 
income inequality is highly volatile, depending largely 
on the stock market and the overall economy. Tax rates 
have a relatively small effect.

The major downside to progressivity is that it hurts 
economic growth, as the OECD, among others, have 
found empirically. The reasons are straight-forward: 
high-income earners do a disproportionate amount 
of the saving, investing, entrepreneurship, and high-
productivity labor, while low-income earners do a 
disproportionate amount of the consumption. The U.S., 
unlike fast growing countries in Asia and elsewhere, is 
in a position where 70 percent of GDP is consumed, 
while saving and investment are at lows not seen since 
the Great Depression. This is partly the result of our 
extremely progressive tax code.

Our empirical analysis of economic growth in OECD 
countries over the last decade indicates that corporate 
taxes are the most harmful. This is corroborated by 
results from the OECD and other economists. Like pro-
gressive personal income taxes, corporate taxes harm 
growth by reducing investment, hard work, and entre-
preneurship. Corporate taxes also penalize risk-taking, 
risk-sharing, and cooperative production. None of this 
is good for growth.

In summary, the candidates’ tax plans reveal diver-
gent priorities: economic growth versus progressivity. 
We will continue providing the basic facts and analysis 
voters need to make an informed decision.

For the full report, visit http://taxfoundation.org/article/
cbo-report-shows-increasing-redistribution-tax-code-de-
spite-no-long-term-trend-income-inequality.
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Territorial 
Taxation 
and Its 
Discontents
By William McBride

In the quest for sound, pro-
growth tax reform, we have long 
advocated that the U.S. move to a 

“territorial” system of international 
business taxation. The current 
“worldwide” system imposes tax on 
the foreign profits of multinational 
corporations when those profits are 
brought back to the United States, 
which has resulted in $1.4 trillion 
being stockpiled abroad. A territo-
rial design would tax only those 

profits earned within the U.S. This 
would allow foreign-held capital to 
flow freely back into the U.S., make 
U.S. companies more competitive in 
the global marketplace, and make 
the U.S. a more competitive place to 
locate a global company.

Opponents of territorial taxa-
tion, however, claim that it would 
induce an outflow of investment 
and jobs, and shortfalls in tax reve-
nue. These arguments most recently 
hit the headlines with errone-
ous claims that territorial taxation 
would cost 800,000 American jobs. 
Forthcoming Tax Foundation reports 
will address the expressed concerns, 
first by examining the real-world 
experiences of other industrialized 
economies, and second by analyzing 
the theoretical economic merits of 
each approach.. Our primary find-
ing is that, overwhelmingly, the 
expressed concerns about territorial 

taxation are not grounded in reality. 
Opponents distract from the vast 
distortions in the current system 
and propose no legitimate alterna-
tive. In reality, territorial systems 
tend to yield more tax revenue than 
worldwide systems and in recent 
years have better protected domestic 
labor forces.

American companies are stock-
piling earnings abroad, struggling to 
compete in the global marketplace, 
and increasingly looking to reincor-
porate abroad. Though every policy 
change carries tradeoffs, the benefits 
of a U.S. shift to territoriality may 
represent the lowest-hanging fruits 
for immediate economic recovery. 
It is not an accident that 26 of the 
other 33 OECD member countries 
have territorial systems.



1. Marginal Income Tax Rates. 
If elected, what would the 

candidates advocate with regard to 
marginal income tax rates?
REPUBLICAN MITT ROMNEy
Make permanent a 20 percent cut in 
across the board marginal rates.

LIBERTARIAN GARy JOHNSON
Individual income tax abolished, thus 
eliminating marginal tax rates

DEMOCRAT BARACk OBAMA
Extend the current tax rates for individuals 
earning $200,000 or less, and allow top 
rate to increase to 39.6 percent.

2. Corporate Income Tax Rate. 
If elected, what would the 

candidates advocate with regard to 
corporate income taxes?
REPUBLICAN MITT ROMNEy
Cut the corporate rate to 25 percent, 
repeal the corporate AMT, and switch to a 
territorial tax system.

LIBERTARIAN GARy JOHNSON
Corporate income taxes abolished.

DEMOCRAT BARACk OBAMA
Cut the top corporate tax rate to  
28 percent from 35 percent.

3. Tax Reform. If elected, 
what would the candidates 

advocate with regard to tax reform?
REPUBLICAN MITT ROMNEy
Limit deductions, exemptions, and tax 
credits for higher income Americans.

LIBERTARIAN GARy JOHNSON
Abolish the IRS. Replace the income tax 
and payroll tax with a national 23% sales 
tax.

DEMOCRAT BARACk OBAMA
Limit deductions such as mortgage interest 
and health insurance to a maximum of 28 
percent.

4. Estate Tax. If elected, 
what would the candidates 

advocate with regard to the estate 
tax?
REPUBLICAN MITT ROMNEy
Eliminate the estate tax.

LIBERTARIAN GARy JOHNSON
Estate tax abolished.

DEMOCRAT BARACk OBAMA
Raise estate tax to 45 percent and lower 
the exemption to $3.5 million. 

5. Capital Gains and Dividend 
Taxes. If elected, what would 

the candidates advocate with regard 
to capital gains and dividend taxes?
REPUBLICAN MITT ROMNEy
Maintain current rates on interest, 
dividends, and capital gains, and elimi-
nate taxes for taxpayers with AGI below 
$200,000 on these forms of income.

LIBERTARIAN GARy JOHNSON
Capital gains taxes abolished.

DEMOCRAT BARACk OBAMA 
Raise the rate on capital gains from 15 to 
20 percent and treat dividend and interest 
income as ordinary income.

6. Social Security Payroll Tax. 
If elected, what would the 

candidates advocate with regard to 
the Social Security tax?
REPUBLICAN MITT ROMNEy
Slowly raise the retirement age and allow 
for a slower rate of growth in benefits for 
higher income individuals.

LIBERTARIAN GARy JOHNSON
Payroll tax abolished. Social Security 
would be funded through a progressive 
sales tax. Employers would continue to 
report employee’s wages, though these 
would be reported to the Social Security 
Administration.

DEMOCRAT BARACk OBAMA 
Allow the payroll tax to return to original 
level of 6.2 percent from its current 
temporary level of 4.2 percent.

7. Alternative Minimum Tax 
(AMT). If elected, what 

would the candidates advocate with 
regard to the alternative minimum 
tax?
REPUBLICAN MITT ROMNEy
AMT abolished.

LIBERTARIAN GARy JOHNSON
AMT abolished.

DEMOCRAT BARACk OBAMA 
Modestly reform the AMT by indexing it 
for inflation and removing the need for 
Congressional ‘patches.’

8. Fiscal Cliff/Taxmageddon. 
If elected, what would 

the candidates do about 
“Taxmageddon” if it is not stopped?
REPUBLICAN MITT ROMNEy
Retroactively reinstate the Bush tax cuts. 

LIBERTARIAN GARy JOHNSON
No comment on Taxmageddon.

DEMOCRAT BARACk OBAMA
Obama would not entirely stop 
Taxmageddon and only supports extending 
the Bush Tax cuts for those making more 
than $200,000 a year. 
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Top 10 state Tax Trends  

in recession and recovery
The respected trade journal State Tax Notes named us 

as its 2011 Organization of the Year in December, after 
their survey of tax professionals, academics, and law-
makers overwhelmingly chose us as the organization 
they rely on most for state and local tax information.

The U.S. Census Bureau reported recently that state 
tax collections in 2011 grew by 9 percent over the previ-
ous year, reaching a level second only to the bubble year 
of 2008. Since 1997, state tax collections have grown 
an average of 4 percent, but because spending projec-
tions exceeded this rate, many states have struggled to 
balance their budgets while ensuring their tax systems 
are competitive.

This June, we identified the top ten key tax trends 
among the states in recent years:

10. cigarette	 tax	 increases	 tapering	off.	
While 47 states have raised cigarette taxes 

105 times since 2002, these increases slowed sharply 
during the recession. Key factors are increased smug-
gling costs and growing awareness of the regressivity of 
these taxes.

9. state	Abuse	of	Medicaid	Matching	Funds.	
Despite national concern with rising health 

care costs, 20 states imposed new or expanded taxes on 
doctors and hospitals during the recession. The money 
went not for health care but to obtain federal matching 
funds to close state budget gaps.

8. insufficient	 rainy	 day	 Funds. Each 
state should have saved a rainy day fund of 

between 13 and 18 percent of its annual spending, but 
as the recession began only four states were even some-
what prepared (Alaska, North Dakota, Oklahoma, and 
Wyoming).

7. collapsing	 unemployment	 insurance	
systems. As the recession began, only 17 

states had unemployment insurance (UI) reserves ready 
to pay at least one year of benefits, and no state was 
ready to pay two years of benefits. UI taxes have con-
sequently gone up on employers in 26 states, precisely 
when hiring is already at a low level.

6. tax	Abolition. Seven states have no income 
tax and five states have no sales tax. Seeking 

to join them, officials and voters in a number of states 
have put forward efforts to repeal a major tax. Successes 
include Ohio’s repeal of its estate tax and a new Kansas 
income tax reduction.

5. “Amazon”	taxes. States cannot order out-
of-state entities to collect their sales taxes, 

for fear that they’ll try to export their tax burdens and 
harm interstate commerce. Nevertheless, several states 
are defying the Supreme Court and passing such laws 
anyway, leading to judicial showdowns.

4. sales	 tax	 increases.	 13 states have raised 
sales taxes during the recession.

3. corporate	 tax	 reductions. On April 1, 
2012, Japan reduced its corporate tax rate, 

leaving America with the highest such tax rate in the 
industrialized world. Recognizing that state rates on top 
of this can hurt competitiveness, 8 states have reduced 
corporate tax rates since 2007, including Massachusetts, 
New Jersey, New York, and Vermont. Michigan also 
repealed a problematic gross receipts tax.

2. income	tax	reform. Many states have high 
income tax rates and narrow tax bases, the 

opposite of what economists recommend. In 2006, 
Utah moved to a flat income tax, repealing most deduc-
tions and lowering rates. Rhode Island followed with a 
series of reforms from 2006 to 2010, dropping its top 
rate from 9.9% to 5.99%. Other states are considering 
reform proposals.

1. “Millionaires”	taxes. Nine states now have 
income tax rates of 8 percent or higher, pri-

marily on high-income earners. Many of these were 
adopted in 2008 and 2009 in a number of “blue” states, 
although Washington’s rejection of such a tax in 2010 
put a halt to the trend. Despite the term “millionaires’ 
tax,” top rates kick in as low as $125,000 in annual 
income. 

For the full State Tax Trends series, visit http://taxfoundation.org/top-10-state-tax-trends-recession-and-recovery-2008-2012.



kEy FINDINGS 
ABOUT SALES  
TAX HOLIDAyS

•	 Do	not	promote	economic	
growth

•	 Can	mislead	consumers	
about savings

•	 Cause	costly	complexity	
and instability

•	 Not	an	effective	means	
of relief for low-income 
consumers

•	 Not	real	tax	cuts
•	 Distract	policymakers	and	

taxpayers from real efforts 
at tax reform
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sales Tax Holidays: Politically 
expedient but Poor Tax Policy

By Joseph Henchman

Sales tax holidays are periods 
of time when selected goods 
are exempted from state (and 

sometimes local) sales taxes. Such 
holidays have become an annual 
event in many states, with exemp-
tions for such targeted products as 
back-to-school supplies, clothing, 
computers, hurricane preparedness 
supplies, products bearing the U.S. 
government’s Energy Star label, and 
even guns. High-tax New York State 
sparked the trend in 1997 as a way 
to discourage border shopping. In 
2012, 17 states will conduct sales 
tax holidays, down from a peak of 
19 states in 2010.

At first glance, sales tax holidays 
seem like great policy. They enjoy 
broad political support, with back-
ers arguing that holidays are a highly 
visible form of tax cut and provide 
benefits to low-income consumers. 
Politicians and other supporters rou-
tinely claim that sales tax holidays 
improve sales for retailers, create 
jobs, and promote economic growth.

Despite their political popularity, 
sales tax holidays are based on poor 
tax policy and distract policymakers 
and taxpayers from real, perma-
nent, and economically beneficial 
tax reform. They neither promote 
economic growth nor increase 

purchases, and they create complexi-
ties for all involved while inserting 
the political process into consumer 
decisions. By distracting high-tax 
states from addressing real prob-
lems with their tax system, holidays 
undermine efforts to provide legiti-
mate relief to consumers in general 
and the poor in particular. Sales tax 
holidays are no part of sound tax 
policy.

To read more about how sales tax holi-
days and their costly downsides, visit 
http://taxfoundation.org/article/
sales-tax-holidays-politically-expedi-
ent-poor-tax-policy-3.



By Scott Drenkard

This November, voters in Richmond and El Monte 
California will consider adding a 1 cent per ounce 
tax to sugar sweetened beverages in their cities. 

Proponents of these taxes justify them as effective obe-
sity-reducing policies, but the academic literature tells a 
different story.

A study in 2010 found that adolescents do consume 
less soda when it is taxed, but they tend to also substitute 
in calories from other food and drink. On the whole, the 
study found no net calorie reduction from soda taxation. 
Another study released this May found that taxes on soda 
lead consumers to switch to beer, which raises concerns 
of trading one public health issue for another.

In the end, the academic research supports our long-
argued conclusion that tax policy is ill-equipped to deal 
with the complex problems of private behavior. This fall, 
look out for a new paper from our policy staff analyzing 
how these taxes would affect these two California cities. 

soda Tax Proposals 
Bubbling up in 
California
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     Current Price New Price Percent Increase

2 Liter Store Brand   $1.00   $1.68   68%

Twelve-Pack Store Brand  $2.99   $4.43   48%

Store Brand Lemonade Drink Mix  $1.94   $4.50   132%
(19 oz container, makes 8 quarts) 

Two Liter Brand Name   $1.99   $2.67   34%

Brand Name Lemonade Drink Mix  $3.99   $6.55   64%
(82.5 oz container, makes 34 quarts) 

Twelve-Pack Brand Name  $5.99   $7.43   24%



Taxpayers Win One in Ohio,  
Lose One in Indiana

Our Center for Legal Reform authors reports and 
court briefs to promote simple, neutral, trans-
parent, and stable tax policies. Two of our cases 

had decisions handed down this spring.
Taxpayers in Warren County, Ohio will see refunds 

from “impact fees” paid under protest, after the Ohio 
Supreme Court unanimously struck them down. The 
Court agreed with our amicus brief (jointly authored 
with Ohio’s 1851 Center for Constitutional Law), con-
cluding that because the revenue was used for general 
government spending benefiting the entire community, 
these “fees” were actually taxes. Because Warren County 
is not empowered to collect such taxes, they were invali-
dated. The case is Drees Co. v. Hamilton Township.

Taxpayers lost one in the U.S. Supreme Court, how-
ever, in Armour v. City of Indianapolis. Surprising most 
observers, the Court ruled 6-3 that taxpayers who paid 
a canceled tax are not entitled to refunds. (We submit-
ted an amicus brief urging the Court to rule otherwise.) 
The majority opinion, authored by Justice Stephen 

Breyer, found that the City can refund some taxpayers 
but not others if it can assert a conceivable administra-
tive concern. A past decision that went the other way, 
Allegheny Pittsburgh Coal v. Webster County Commission 
(which involved gross disparities in tax treatment), was 
waved aside. The opinion unfortunately gives states 
wide latitude to adopt unequal tax refund policies, even 
where there is a strong perception of unfairness and 
arbitrariness.

Chief Justice Roberts authored a dissenting opinion 
for himself, Justice Antonin Scalia, and Justice Samuel 
Alito. They rejected the City’s administrative concerns, 
noting that the City already has records of how much 
each taxpayer would be refunded. They note, however, 
that the Court declined to side with the City merely 
because the City said paying out refunds would be “fis-
cally challenging.” So while a city can use a rationale 
to justify discriminatory refunds, they at least cannot 
avoid giving a rationale altogether.
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Center for Legal Reform

On June 28, 2012, the U.S. 
Supreme Court handed 
down its decision in NFIB v. 

Sebelius, which decided the consti-
tutionality of the Patient Protection 
and Affordable Care Act, popularly 
known as “Obamacare.” The Court 
had four questions before it:

•	 Anti-injunction	Act.  Whether a federal 
law barring legal challenges to taxes prior to 
collection applied. If this law, the Anti-Injunction 
Act, did apply, then the case could not be heard 
until 2014. The Court unanimously held that the 
Anti-Injunction Act did not apply to the individual 
mandate to purchase health insurance because it is 
not a tax for the purposes of that law.

•	 MedicAid	 expAnsion.  Whether a 
federal requirement on states to expand their 
Medicaid programs or lose all federal Medicaid 
funding exceeded the federal spending power. 
The Court ruled 7 to 2 that it did, limiting the 
federal government only to taking away additional 
Medicaid money from states. 

•	 coMMerce	 clAuse.  Whether the 
individual mandate to purchase health insurance is 
permissible under the federal government’s power 
to regulate interstate commerce. The Court ruled 5 
to 4 that it is not.

•	 tAxing	 clAuse.  Whether the individual 
mandate to purchase health insurance is permissible 
under the federal government’s power to tax. The 
Court ruled 5 to 4 that it is.

Implications of the u.s. supreme Court’s  
Health Care Decision: A New Definition  

of “Tax” or a Hesitant Case-specific rule?
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Center for Legal Reform

The Court’s rationale—that the individual mandate 
is valid under the taxing power—came as a surprise to 
most commentators. The parties spent most of their 
argument time and briefing focused on the Commerce 
Clause issue, with the Tax Foundation as one of the few 
who filed a brief in the case on the taxing power argu-
ment. Even on the Court, the conclusion was seemingly 
not a firm one: four justices dissented from the con-
clusion; four other justices stated their preference for 
upholding the mandate under the Commerce Clause; 
and only Chief Justice John Roberts focused squarely on 
the taxing power as the basis for upholding the statute.

The Court did not conclude that the mandate is valid 
as a tax merely because it raises revenue. Something 
more is required to bring it within the taxing power. 
The Court majority at first conceded the validity of 
prior precedent defining the term “tax” in contrast to 
“penalty,” defining penalty as those charges “obviously 
designed to regulate behavior.” The majority concluded 
that the individual mandate charge is not a penalty 
(and, perhaps therefore, instead a tax) for three reasons:

•	 The amount to be paid is not “prohibitory 
financial punishment,” as “the amount due will 
be far less than the price of insurance, and, by 
statute, it can never be more.”

•	 No finding of criminal intent or guilt, referred to 
as “scienter,” is required. In footnote 9, however, 
the Court concedes that just because a charge 
lacks a scienter requirement this is not enough 
to bring a government exaction within the taxing 
power.

•	 The payment is collected by the IRS through its 
normal collection methods, “except that the 
Service is not allowed to use those means most 
suggestive of a punitive sanction, such as criminal 
prosecution.” In footnote 9, however, the Court 
concedes that just because a charge is collected 

by the IRS is not enough to bring a government 
exaction within the taxing power.

Because only the first part of this three-part test is 
essential to the Court’s explanation of what falls within 
the taxing power, the key feature is whether a charge 
is financially onerous or not. If it is small relative to 
income, it is permissible under the taxing power, while 
if it is large relative to income, it is not.

The obvious response is that small and large are sub-
jective. The Court acknowledges this concern but states 
“we need not decide here the precise point at which 
an exaction becomes so punitive that the taxing power 
does not authorize it.”

Despite popular reference to the Court’s decision as 
concluding that the mandate “is a tax,” Roberts’ opin-
ion for the Court carefully avoids such a firm statement. 
Instead, it states that the mandate “looks like a tax,” it 
“may for constitutional purposes be considered a tax,” 
“may be viewed as a tax,” “may reasonably be charac-
terized as a tax,” and that “Congress had the power to 
impose [it] under the taxing power.”

This consistent use of cautious terminology suggests 
that the Court’s purpose is not to overturn its past prec-
edents defining “tax” but rather to determine a narrow 
space by which the individual mandate could survive as 
constitutional. The sheer chaos that could emerge from 
taking the Court’s definition as a definition of “tax”—
small charges are taxes and thus must comply with 
supermajority and voter threshold requirements, while 
large charges are penalties and may therefore be levied 
by local governments without restraint—advises against 
other courts and judges assuming too much about what 
the NFIB v. Sebelius ruling means for other contexts.

This article is an excerpt from the forthcoming Tax 
Foundation report, “How Is the Money Used? Federal and 
State Cases Distinguishing Taxes and Fees.”
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meet our new  
staff members:
Donald r. Johnson
Donnie Johnson is the Tax Foundation’s Publications 
Manager. In addition to supervising the production of pub-
lished materials, he serves as the Foundation’s librarian and 
archivist. Prior to joining the Tax Foundation, he was a rare 
books and manuscripts assistant at Georgetown University 
Law Center’s Williams Law Library. He holds a B.A. in Chinese 
Language & Literature from George Washington University, a 
J.D. from the Catholic University of America School of Law, 
and a master of laws degree in taxation and certification in 
estate planning from Georgetown University Law Center. 
He is currently a master’s candidate in library science at the 
University of Maryland, College Park.

William L. e. Freeland
Will Freeland is an economist with the Tax Foundation. Prior 
to joining the Tax Foundation, he was a research and policy 
associate for George Mason University Law School’s Law 
and Economics Center. He has interned at the Foundation 
for Economic Education, Mackinac Center for Public Policy, 
and Cato Institute. He holds a joint degree in economics 
and business management from Northwood University. Will 
is currently enrolled in Ph.D. economics courses at George 
Mason University.

Dan Borchert
Dan Borchert is the Law Clerk at the Tax Foundation. He is 
a rising third-year student at the College of William & Mary, 
Marshall-Wythe School of Law, and the Executive Articles 
Editor for the William & Mary Business Law Review. Prior 
to law school, he graduated from Winthrop University with 
degrees in Accounting and Economics.

Andrew Lundeen
Andrew Lundeen is our new Government Relations and 
Corporate Development Associate. Prior to joining the Tax 
Foundation, he interned for Fox News, ABC News, and on 
Capitol Hill. He is a graduate of New York University, where 
he studied economics and journalism.
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Back	row,	from	left:	
steven	johnson  B.A. in History, Columbia University; M.A. in Political Science, San Diego State University
david	Block  Candidate for B.A. in Political Science, Haverford College
john	staudt  Candidate for B.A. in Economics, Northwestern University
Andrew	Mcintosh  B.A. in Public Policy and Law, Trinity College
thomas	cheeseman  B.A. in Economics, Hamilton College 
ed	gerrish  B.A. in Political Science, University of South Dakota; M.P.A, Indiana University;  
     Candidate for Ph.D. in Public Finance and Policy Analysis, Indiana University

Front	row,	from	left:
elizabeth	Malm  B.A. in History & B.S. in Economics, University of Wyoming; Candidate for M.A. in Economics, Duke University 
     2012 Broyhill Family Foundation Intern
Bronwyn	Haltom  Candidate for B.A. in Political Science, University of Michigan
christina	Van	Horn   B.S. in Legal Studies, Indiana University;  
     Candidate for M.P.A in Public Financial Management and Policy Analysis, Indiana University
Katherine	lazarski  Candidate for B.A. in Economics, Tufts University

not	pictured:
richard	Borean  Candidate for B.A. in Linguistics, George Mason University

2012 summer Interns
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A Colorful History of Tax Policy
By Donald R. Johnson

Though the Tax Foundation is primarily known for its timely and well-regarded 
research publications, it has distinguished itself in another significant way: its 
graphics. Educating the public about tax policy takes more than just brilliant 
economists writing reports in prose; it requires talented artists who can compose 
charts, graphs, and other types of imagery which convey complex economics 
data in an easy-to-understand, visually appealing way. These unsung heroes of 
scholarly publication often go a long way toward increasing understanding of the 
most important tax issues facing our nation.

These images from the 1941 first edition of Facts & Figures demonstrate the Tax 
Foundation’s unique graphical history.
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rsVp	to	liZ	dunlAp	BY	cAlling	202.464.5108		
or	eMAiling	dunlAp@tAxFoundAtion.org

The Tax Foundation is a non-profit, educational research organization under section 501(c)(3) of the Internal Revenue code and does not employ or 
retain any federally registered lobbyists.  The event complies with all House and Senate gift rules and is defined as a “widely attended event.”

meet Our members
Mr.	
William	
Henry	
clark,	iii	

The Tax Foundation is now in its 
75th year.  One of the benefits of 
being around so long is getting to 
know many of our donors on a per-
sonal level. We are always delighted 
when we are invited to share a cup of 
coffee, a meal, or invited to speak to a 
group of their peers. 

Our intent is to share any upcom-
ing work and also to provide some 
insight on our recent research.  Best of 
all, we always come away with a fresh 
perspective and some great insight 
from those we meet. The visit almost 
always turns our host into someone 
we would rather call friend. 

Unfortunately friends occasionally 
leave us, as did one of our favorites, 
Mr. William Henry Clark, III (Bill to 

us) of Dallas, Texas. Bill passed away 
last March leaving behind a loving 
family and a wonderful wife, Elloine.  
Rather than focus on one of our cur-
rent members, we would like to take 
the time to tell you about our friend, 
Bill Clark. He invited us into his home 
to meet his wife. He talked to us about 
his hopes for our work. He introduced 
us to his friends over dinner.

Bill was the fourth generation of a 
line of some pretty impressive attor-
neys that all matriculated from the 
great University of Texas. After a brief 
stint in the Texas Attorney General’s 
office in Austin, he returned home 
to his beloved Dallas and practiced 
in the law firm his great-grandfather 
started in the 1800s. The Clark fam-
ily’s legal legacy in Texas is renowned. 
The pictures of four generations 
adorn a conference room in the Bar 
Association Building connected to the 
University of Texas. 

But what made Bill stand out 
among the sons of Dallas was his 

commitment to the community that 
he loved. He served in so many dif-
ferent ways, always trying to make 
Dallas and Texas the best places to 
live and work. He gave time. He gave 
talent.  He gave treasure. There is a 
long history of boards that Bill sat on 
and supported philanthropically, such 
as the Dallas Museum of Art. There is 
a long list of charities and hospitals 
he supported. There is a long line of 
accomplishments we can add to his 
name, like the fact that he was instru-
mental in bringing light rail to the 
city with Dallas Rapid Transit. Bill did 
all of this not because he had to but 
because he wanted to. 

We will miss Bill and we are not 
alone in this thought. There is the 
enormous group of friends he left 
behind last March.  We are honored 
to be among them. 

“Tax Foundation is funded almost equally 
by concerned individuals, foundations, and 
businesses.”

spAce	is	liMited.	reserVe	Your	tABle	noW.

	 BeneFActor Sponsorship: 
$30,000  
Two premiere tables of 8, 
recognition in the dinner 
program 

 plAtinuM Sponsorship: 
$18,000

 Premiere table of 10, recognition 
in the dinner program 

 
gold Sponsorship: $12,000

 Priority table of 8, recognition in 
the dinner program 

 silVer Sponsorship: $6,000
 Table of 8, recognition in the 

dinner program

 BronZe Sponsorship: $3,600
 One half table (four tickets) 

recognition in the dinner 
program

 indiViduAl ticket/s at $500 
each

November 15, 2012

Mayflower Renaissance Hotel 

1127 Connecticut Avenue, NW   •   Washington, DC 20036

TAx FouNDATioN Diamond Anniversary

Annual Dinner

thursday,
november	15,	2012
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Tax Foundation in the News

April 16

In a discussion on the Buffet 
Rule, the San Francisco Chronicle 
cites Tax Foundation President Scott 
A. Hodge:

“Scott Hodge notes that while 
237,000 millionaires paid 20 per-
cent of income taxes in 2009, some 
58 million filers paid payroll taxes, 
but no federal income taxes at all. 
(Most earned less than $50,000.) 
That’s 41 percent of income tax 
filers, ‘the largest share of nonpay-
ers since World War II.’”

April 18
The Wall Street Journal used 

Tax Foundation research to illu-
minate how voters are capable 
of holding conflicting opinions 
simultaneously:

“An April 12 Gallup poll found 
that Americans favor the Buffett 
Rule by 60% to 37%, […yet] the Tax 
Foundation found in 2009 that two 
out of every three Americans believe 
that 20% or less is ‘the maximum 
percentage of a person’s income 
that should go to . . . all taxes, state, 
federal and local.’”

April 20
The USA Today quoted Tax 

Foundation economist Mark Robyn 
in a report on President Obama’s 
proposal to increase the IRS budget 
to $12.76 billion.

may 2

In an article focused on income 
tax burdens, Bloomberg Newsweek 
cited Scott Hodge on the issue of 
income mobility.

may 4
The Orange County Register 

cited the Tax Foundation’s seminal 
study, Location Matters, in a piece 
on the business-friendly climate in 
Alaska.

may 17
In a discussion on a proposed 

income tax hike in Maryland, 
the Washington Post cited 
Tax Foundation Vice President 
Joseph Henchman on  state tax 
competitiveness:

Joseph Henchman, vice president 
of the nonpartisan Tax Foundation, 
said the cost [of the income tax hike 
passed in Maryland] would be about 
$990 for a family of four reporting 
a combined income of $250,000, 
“making Maryland’s burden higher 
than that in the District, and about 
$6,000 more than in Virginia.”

may 23
In an article about tax incen-

tives, the Chicago Tribune quoted 
Tax Foundation Economist Mark 
Robyn:

“Often ... tax incentives are 
seen as different than government 
spending. They are different in a 
couple key ways, especially legally, 

but in fact the economic effects can 
be very similar. … It’s not like these 
things are free. Nothing is free.”

may 30

Reuters cited Tax Foundation 
research in a story on Kansan 
Governor Sam Brownback’s $800 
million tax cuts:

“The Tax Foundation […] high-
lighted a potentially unintended 
consequence in its May 29 analysis 
of the new law: its changes to the 
way pass-through businesses are 
taxed, possibly encouraging busi-
nesses to adopt this structure.”

June 16
Tax Foundation data on million-

aires’ taxes was used by the New 
York Post:

“From 1999 to 2007, about 50 
percent of people who earned $1 
million or more in any given year 
only managed to achieve the feat 
once, according to the research by 
the nonpartisan Tax Foundation. 
Another 15 percent did it twice.”

June 7
Forbes cited the Tax Foundation’s 

annual State Business Tax Climate 
Index in a story about Wisconsin’s 
tax climate:

“According to the Tax 
Foundation, [Wisconsin’s] busi-
ness-tax climate puts it in 43rd place 
among the states. A few months 
ago Forbes ranked it at no. 40 for 
business — between California and 
Illinois.”
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Media & Outreach

Tax Foundation media Citations

media metrics
Total Citations 2012 (YTD: 8-7-2012):   2177

Total Citations 2011 (YTD 8-7-2011):   2068

Growth Since Last Year:   5.27% growth

Radio Interviews (YTD: 8-7-2012):   63

TV Interviews (YTD: 8-7-2012):   59

Print Media Citations (YTD: 8-7-2012):   734

Internet Citations (YTD: 8-7-2012):   1320
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Media & Outreach

The Tax Foundation had an active presence on 
Capitol Hill this summer. Both the House and 
Senate requested Tax Foundation experts to serve 
as witnesses in Congressional Hearings, and the 
Tax Foundation conducted a briefing of its own.

President Scott Hodge testified before the U.S. 
Senate Committee on Finance to discuss how 
higher education credits are not sound tax policy 
and produce serious unseen consequences.

Vice President of Legal and State Projects Joseph 
Henchman testified about online sales tax before 

the Committee on the Judiciary for the U.S. 
House of Representative. Additionally, the U.S. 
Senate Committee on Commerce, Science, and 
Transportation requested written testimony on the 
same subject from Mr. Henchman.

The Tax Foundation took its study on “nonpay-
ers” to Capitol Hill, where Scott Hodge presented 
the study to a packed room of congressional staff 
members for an incredibly well-received briefing. A 
series of educational Capitol Hill Briefings is in the 
works for the fall.

Testimony and Briefing round-up

Scott Hodge, Tax Foundation President, testifies before the Senate 
Finance Committee

A July Capitol Hill Briefing packed the room with interested 
congressional staffers
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Guest Columnist

American economy Can 
return to Full Vitality
by Paul Ryan (R-Wisconsin),  Chairman, U.S. House Committee on the 
Budget, Republican vice presidential candidate.

Though the 
American 
economy 

remains slug-
gish, there is no 
doubt that it can 
return to its full 
vitality. One key 
policy to help 

get our economy back on track is common sense, pro-
growth tax reform.

Many of the basic elements of pro-growth tax reform 
already benefit from wide, bipartisan support. The 
Bowles-Simpson and Rivlin-Domenici deficit reduc-
tion task forces both proposed to lower individual and 
corporate tax rates, as well as broaden the tax base by 
curbing or eliminating the bulk of tax expenditures that 
litter and complicate our tax code. 

High marginal individual tax rates do not only hit 
the “rich.” About half of small business profits are taxed 
at the two highest individual rates. These taxes reduce 
small business investment and hit the middle class by 
slowing economic growth, hindering job creation, and 
reducing wages. 

Meanwhile, corporations in the United States are 
frequently demonized for not paying sufficient taxes, 
yet they face the highest combined tax rate in the 
industrialized world. This puts them at a competitive 
disadvantage against foreign competitors that often 
leads to American jobs being shipped overseas.

In an economy struggling with tight lending condi-
tions and investment hindered by uncertainty, the last 
thing our economy needs right now is a tax increase. 
Yet under current law, that is what will happen in less 
than six months. The top effective individual income 
tax rate, which many successful small businesses pay, is 
poised to climb to 44.8 percent next year while the top 
rate on capital gains will jump from 15 percent to 23.8 
percent. An increase in these marginal tax rates reduces 
incentives to save and invest. Capital investment is the 
engine of job growth and any attempt to increase rev-
enue by raising tax rates on investment would deliver a 

devastating blow to businesses of all sizes, their clients 
and, not least of all, the American consumer. 

Perhaps most crucial to improving our business cli-
mate is making a decisive shift to a territorial system 
of international taxation. This move away from the 
current system of double taxation of foreign earnings 
would free trillions of dollars in liquid capital, allowing 
businesses to invest in the way that will benefit them 
the most, rather than force them to make investment 
decisions distorted by flawed fiscal policy.

The tax and spend policies of the last four years 
have repeatedly failed in their mission to jumpstart the 
economy. The huge tax increase scheduled to hit next 
year should give policymakers pause, but it should also 
incentivize them to act once and for all to fundamen-
tally reform a broken tax code. Rather than confiscating 
more of Americans’ hard-earned money, Washington 
should let them keep it while simultaneously tearing 
down the barriers to savings and investment. 

The results of moving to a simple, less invasive, and 
business-friendly tax code would stand in stark contrast 
to the consequences of profligate government spend-
ing fueled by taxation. This common sense approach 
would put Americans back to work, accelerate upward 
mobility, and enhance everyone’s right to pursue the 
American dream.

The Tax Foundation invites national leaders from all per-
spectives to contribute columns to Tax Watch. The opinions 
expressed are those of the authors and not necessarily those 
of the Tax Foundation.



About the Tax Foundation
What Do We Stand For?

As a nonpartisan educational organization, the Tax 
Foundation has earned a reputation for independence 
and credibility. However, it is not devoid of perspective. 
All Tax Foundation research is guided by the following 
principles of sound tax policy, which should serve as 
touchstones for good tax policy everywhere:

Simplicity: Administrative costs are a loss to society, and 
complicated taxation undermines voluntary compliance by 
creating incentives to shelter and disguise income.

Transparency: Tax legislation should be based on sound 
legislative procedures and careful analysis. A good tax sys-
tem requires informed taxpayers who understand how tax 
assessment, collection, and compliance works. There should 
be open hearings and revenue estimates should be fully 
explained and replicable.

Neutrality: The fewer economic decisions that are made for 
tax reasons, the better. The primary purpose of taxes is to raise 
needed revenue, not to micromanage the economy. The tax 
system should not favor certain industries, activities, or products.

stability: When tax laws are in constant flux, long-range fi-
nancial planning is difficult. Lawmakers should avoid enacting 
temporary tax laws, including tax holidays and amnesties.

No retroactivity: As a corollary to the principle of 
stability, taxpayers should rely with confidence on the law as 
it exists when contracts are signed and transactions made.

Broad Bases and Low rates:  As a corollary to the prin-
ciple of neutrality, lawmakers should avoid enacting targeted 
deductions, credits and exclusions. If such tax preferences 
are few, substantial revenue can be raised with low tax rates. 
Broad-based taxes can also produce relatively stable tax 
revenues from year to year.

Twitter: http://twitter.com/TaxFoundation
Facebook: http://www.facebook.com/TaxFoundation
YouTube: http://www.youtube.com/user/TaxFoundation
e-mail updates: http://TaxFoundation.org/subscribe/

Join Our Network

Our mission

The mission of the Tax 
Foundation is to educate 
taxpayers about sound 
tax policy and the size 
of the tax burden borne 
by Americans at all levels 
of government. From its 
founding in 1937, the 
Tax Foundation has been 
grounded in the belief 
that the dissemination of 
basic information about 
government finance is 
the foundation of sound 
policy in a free society.

scan this Qr 
code with your 
smartphone’s barcode 
scanner to visit our 
website and learn 
more about sound tax 
policy!
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