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Obama’s Tax Hikes on High-Income Earners
Will Hurt the Poor—and Everyone Else

Guinevere Nell and Karen A. Campbell, Ph.D.

Abstract: Those who think they are safe from the looming
Obama tax hikes because they are not “rich” are in for a
rude awakening if the Obama tax plan goes into effect.
Economic growth affects everyone—whether directly or
indirectly. All people’s microeconomic decisions contribute
to the macroeconomic picture. When business owners hire
fewer employees, the economy as a whole suffers, not only
those who otherwise would have had jobs. Senior citizens
are hurt the most by the imminent tax increases because
retired people rely disproportionately on dividend pay-
ments for their income. Economists in The Heritage Foun-
dation’s Center for Data Analysis explain why the Obama
plan is bad for all Americans.

President Barack Obama has argued that the
wealthiest Americans should take on a greater tax
burden, and has promised that his tax increases
would not affect those earning below $250,000 per
year ($200,000 for single filers). The recent reces-
sion painfully demonstrated that in a complex,
interdependent economy, this isolated effect on one
group is not possible.

The effects of macroeconomic growth (or lack
thereof) influence everyone in the economy. All peo-
ples microeconomic decisions contribute to the macro-
economic picture. When business owners purchase
fewer machines or hire fewer workers, the growth of
the overall economy suffers. This limits the wage
increases people can expect, as well as their opportu-
nities for creating savings that fuel future investments.
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* President Obama argues that the wealthiest

Americans should pay higher taxes, promis-
ing that the tax increases would not affect
those earning below $250,000 per year
($200,000 for single filers). But in a complex,
interdependent economy;, this isolated effect
on one group is not possible.

All people’s microeconomic decisions con-
tribute to the macroeconomic picture. When
business owners purchase fewer machines or
hire fewer workers, the overall economy—
and, thus, everyone in it—suffers.

While all Americans will be affected, some
will be hurt more than others. Seniors, no
matter their income, will be hurt the worst, in
part due to their reliance on capital gains and
dividend income in their pensions.

The attempt to raise additional revenues by
raising taxes on the productive sectors of the
economy, particularly during a period of
recovery, harms the very citizens the govern-
ment claims to be helping by raising taxes on
the “rich.”

This paper, in its entirety, can be found at:
http://report.heritage.org/bg2490
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Middle-income households that receive income
in the form of dividends or capital gains will see
direct tax increases if the Obama tax hikes pass.
Even more troublesome, under the Obama tax
increase, investment spending would decrease,
making economic recovery more difficult. Many
households, including lower-income households,
would face a worsened job market, lower wages,
and lower returns on their savings (investment
income).

Dynamic Analysis: Obama Tax
Hikes Hurt Middle Class

When tax increases reduce economic growth or
create incentives for taxpayers to evade taxes, they
bring in less revenue than a static (purely accounting)
projection would predict. The economy is a complex
system where productive resources are used by mil-
lions of people and turned into the goods and services
people need and want. In a market system, where
people specialize and trade, anything that affects the
way people use resources and purchase goods and
services will have a system-wide effect. This happens
as the direct effects of changing incentives cause peo-
ple to make different allocation decisions. A chain
reaction ensues that causes others to make different
buying and selling decisions, which causes still others
to change their behavior and so on (whether they real-
ize it directly or indirectly through higher prices or
tighter budget constraints).

When upper-income taxpayers have to pay
higher taxes,! they often avoid some of their new
tax burden by reducing investment income, which
leads to lower job creation. The chain reaction
results in fewer opportunities and smaller salaries
for lower-income workers.? Through lower wages
or decreased job duties, reduction in job creation
affects even those lower-income workers who are
currently employed.

While higher taxes affect everyone, not everyone
throughout the economy is affected evenly. The
uneven distributional changes can be analyzed
using the Center for Data Analysis Individual
Income Tax Model and the THS/Global Insight Mac-
roeconomic Model. The dynamic effects on individ-
ual income tax filers are estimated under different
policy scenarios: Current Policy (all tax cuts
extended) and the Obama/Congressional Plan (tax
cuts expire for upper-income filers).

This is completed in three steps by first modeling
the tax policies using the traditional static (micro-
economic) method, obtaining dynamic macroeco-
nomic results from a simulation of the policy using
a structural model of the U.S. economy, and then
translating the dynamic forecasts of the macroecon-
omy under the different policies back to the micro-
simulation model in order to estimate what micro
changes most likely led to the macro effects. For
example, Obama’s proposal results in lower dispos-
able income relative to a current policy (full exten-
sion) baseline. A lower aggregate means individuals
in the economy have lower disposable income. By
changing the microsimulation models baseline tar-
get for aggregate disposable income to the Obama
Plan target, the model can show how individual fil-
ers’ incomes will change >

The dynamic microsimulation gives a more
accurate picture of the effect of the proposal that
households in the different income quintiles will
experience. A static analysis, which only estimates
direct changes in tax burden, misses the indirect
economic effects. Statically, a household filing
jointly with no dependents earning an adjusted
gross income (AGI) of about $130,000 in 2014 has
an average tax increase of $1,440. But when the
dynamic effects due to lower productivity are taken
into account, wages and other income shows the
real income loss to be $2,700 for this filer. In other

1. For a more detailed analysis see William W. Beach, Rea S. Hederman, Jr., John L. Ligon, Guinevere Nell, and Karen
A. Campbell, “Obama Tax Hikes: The Economic and Fiscal Effects,” Heritage Foundation Center for Data Analysis Report
No. CDA10-07, September 20, 2010, at http://www.heritage.org/research/reports/2010/09/obama-tax-hikes-the-economic-and-

fiscal-effects.

2. Total employment would decrease by an average of 693,000 jobs over the 2011 to 2020 forecast horizon. Annual job
losses would peak at 876,000 in 2016, reducing wage and salary income for households in every income category.

3. See the Methodology in the appendix for full details.
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How the Obama Tax Hikes Would Affect Incomes in 2014

Adjusted Gross Income

Current

With Obama

Change in After-Tax Income
Under Obama Tax Hikes

Static Analysis Dynamic Analysis

i Tarie  Cwe | O Do
Joint Filers
No dependents $132,457 $130,885 -$1,573 51,441 -$2,724
One dependent $127218 $127,180 -$37 —$607 —$599
Two dependents $127,725 $126,870 -$856 -$807 -$1,274
All joint filers with children $126,358 $126,101 -$257 -$847 -$911
All joint households $129,342 $128393 -$949 -$1,147 -$1,858
Other Filers
Senior households with Social $97,717 $95,763 —$1,955 -$886 -$2,822
Security income
Singles with unemployment $40,067 $39,558 —$509 —$34 —$445
insurance income
All households $57,888 $57,821 —$67 —$592 -$580

Sources: Heritage Foundation calculations using the Center for Data Analysis Individual Income Tax Model and the IHS Global Insight U.S. Macroeconomic model.
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words, the dynamic effects of the policy on the
worker’s earnings are nearly as large as the direct tax
increase. These indirect effects cannot be ignored.

Dynamic analysis gives policymakers a much
better estimate of a policy’s true economic costs and
benefits. The tax increases on the rich have far-
reaching consequences and create greater economic
cost than the benefit of a small increase in tax reve-
nues. They affect households in every income group
and every demographic. The Center for Data Anal-
ysis modeling shows that even single filers with
unemployment insurance would be hurt by the
Obama tax hikes. With an average AGI of about
$40,000, the average direct tax burden on this
group is only about $30 (most likely due to
increased taxes on small dividend holdings) but
dynamic modeling shows their real burden is about
$450 when indirect effects, such as those on the job
market and asset markets, are taken into account.

The dynamic analysis also shows the interaction
with the tax code and how a household changes tax
brackets. If a policy leads a household to higher
wages or investment income, the tax filers may be
pushed into higher tax brackets; conversely, if a
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household loses income due to a growth-reducing
policy the actual after-tax income loss may be lower
because the tax filers fell into lower income brackets
or became eligible for new tax credits. This may
explain why some households with dependents lost
less after-tax income dynamically than the tax
increase alone would have indicated, although most
were significantly worse off.

Particular Burden on Seniors

Seniors, no matter their income category, will be
hurt the worst by the Obama tax hike. This is in part
due to their reliance on capital gains and dividend
income in their pensions. The tax increase on divi-
dend and capital gains income will hurt seniors in at
least two ways. First, it reduces their income from
these sources as that income is taxed away; second, as
these taxes reduce investment and economic growth,
their taxable gains and dividends are lowered. This
will leave seniors with an average of $1,200 less per
year retirement income, and seniors who hold divi-
dends will, on average, be left with $2,138 less per
year. Households in which there is at least one senior,
and which hold dividends, will lose $3,660.
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How the Obama Tax Hikes Would Affect Senior Incomes in 2014

Change Under
Static Analysis

Change in Adjusted
Gross Income

Change in
After—Tax Income

Change for Seniors
with Dividends

Income Quintiles*

Bottom (lowest) quintile -$35
2nd quintile -$129
3rd quintile —$278
4th quintile —-$392
Top (highest) quintile —$2,555
Other Calculations

Income less than $250,000 —$262
Income greater than $250,00 ~$11,168
Senior households with dividends 51,142
All seniors -$415

* Projected quintiles from U.S. Census Bureau.

$10 -$28 -$28
-$102 -$261 —$437
-$226 —$565 -$792
-$384 -$797 -$1,095
-$4,436 —$7,234 —$9,992
—$300 —$593 -$1,018
—$23711 —$37,142 —$48,040
-$2,619 —$3,661 -$2,138
-$789 -$1,224 -$2,138

Sources: Heritage Foundation calculations using the Center for Data Analysis Individual Income Tax Model and the IHS Global Insight U.S. Macroeconomic model.
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Seniors in every income class will be hurt.
Semors in the bottom quintile may not be hit very
hard;* but in the second quintile, once the effects of
(slower) economic growth are taken into account,
these low-income seniors would face a loss of $260
per year. In the third quintile the tax increase for
seniors would be $278, but once dynamic effects
are included the loss would be $565. Seniors with
dividends in this quintile (50 percent of seniors in
the third quintile have dividend income %) would be
hit especially hard. Once dynamic effects are incor-
porated, total income losses would be $792. In the
fourth quintile, the total income loss would be over
$1,000 for those with dividends, and almost $800
overall for seniors. For all seniors filing with less
than $250,000 reported income, the after-tax
income loss would be over $1,000 for those with

dividends (almost $600 overall), about half in direct
taxes and half in dynamic losses.

The indirect effects of the Obama tax plan on
seniors is only one example of how growth-reduc-
ing policies can hurt the very people the policy is
aimed at helping. Lower-income workers and the
unemployed are further examples. The most vul-
nerable members of society are often hurt the worst
by well-intentioned anti-poverty policies. Those
with limited resources have less ability to adjust to
changing economic conditions, leaving them more
burdened by the effects of a slower economy. The
pernicious feedback of having less take-home pay
further constrains their ability to adjust and find
new sources of income by investing in new skills,
relocation, or starting a new business.

4. Table 2 suggests that seniors in the bottom quintile are (on average) slightly better off once the dynamic effects of the
policy are taken into account. However, this is merely the result of the method chosen to display the results. When each
policy is simulated, the thresholds for the quintiles remain the same (the authors used the U.S. Census income quintiles
for 2014), even though the income levels of the tax filers are different under current policy and under the Obama policy;
therefore, the number of filers in each quintile is slightly different. Although it looks as if seniors in the bottom quintile are
better off under the Obama policy, this is due to seniors who would be in the second quintile under current policy losing
enough income to now fall under the bottom quintile threshold. They raise the average income for the bottom quintile,
but not because any filer is actually better off. Compared to current policy, the Obama plan pushes 60,700 additional

senior filers into the lowest income bracket.
5. Beachetal.,

“Obama Tax Hikes: The Economic and Fiscal Effects.”
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Redistributing crumbs of a smaller economic pie
to these groups only perpetuates the negative feed-
back loops. The many strings attached to qualifying
for government funds is costly for already budget-
constrained individuals. Often, they must miss work
to wait in lines or fill out paperwork, reducing their
ability to earn income and increasing their depen-
dency on government funds.

Conclusion

This analysis shows that the economic harm of
raising taxes on investment, small businesses, and
upper-income filers affects households of all types.
An economy with fewer employment opportunities
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results in lower wages and lost consumption and
savings. Households across the income spectrum
are left with lower disposable income. The attempt
to raise additional revenues by raising taxes on the
productive sectors of the economy, particularly dur-
ing a period of recovery, harms the very citizens the
revenue would be used to aid with social welfare
programs.

—Guinevere Nell is Research Programmer and
Karen A. Campbell, Ph.D., is Policy Analyst in Macro-
economics in the Center for Data Analysis at The
Heritage Foundation.
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APPENDIX
METHODOLOGY
Changes to the individual income tax code were simulated using the Center for Data Analysis (CDA)

Individual Income Tax Model in order to estimate effects on tax revenue and the distribution of the result-
ing tax burden and to compare these effects to current policy estimates.

The CDA tax model simulates the effect of tax law changes on a representative sample of taxpayers
based on IRS Statistics of Income (SOI) taxpayer microdata. Data for these taxpayers are extrapolated or
“aged” to reflect detailed taxpayer characteristics through 2016. The data are aged for consistency with
the Congressional Budget Office (CBO) baseline forecast in order to produce effective and marginal tax
rate estimates with which to forecast dynamic effects of the changes in tax burden.

Two simulations were run for comparison: (1) current policy extended forward through 2016, and (2)
the proposed tax increase on upper-income filers by the reversal of the 2001 and 2003 reduced top mar-
ginal rates. The tax increase includes a return of the 39.6 percent, 36 percent, and 28 percent brackets for
a total of six brackets (10 percent, 15 percent, 25 percent, 28 percent, 36 percent, and 39.6 percent); the
treatment of dividends as regular income, subject to those six brackets; a return of the 20 percent capital
gains bracket; and the return of the personal exemption phase-out (PEP) and limits on itemized deduc-
tions (Pease).

All policy changes in the second simulation were run together as a single simulation to allow interactions
between them. This simulation was then compared with the first current policy simulation (baseline).

Both simulations included recent policy changes such as: the new Making Work Pay credit; scheduled
“patches” and changes in the alternative minimum tax (AMT) and education credits (Hope, Lifetime
Learning, and the American Opportunity tax credit); and tax increases that accompany the recently
passed health care bill. The Medicare Hospital Insurance tax is increased by 0.9 percentage point
and applied to capital gains income for those with incomes above $250,000 (joint filers) or $200,000
(all others), and itemized deductions for out-of-pocket medical expenses are limited to expenses above
10 percent of AGI. The current threshold is 7.5 percent.

For each simulation, average effective tax, marginal effective tax rates, and revenue were calculated for
use in the macroeconomic model. Tax burdens for demographic groups were determined based on the
simulated filing status and taxpayer information.

To estimate the demographic distribution of the dynamic effects of the tax policy, the revenue and tax
rates from the Individual Income Tax Model were used to calibrate the IHS/Global Insight model (GI).
The dynamic results from the GI model were then used as aging targets in the Individual Income Tax
Model.

1. CDA uses the microsimulation model to estimate the revenue effects and average and marginal effective
tax rates of the proposed change in tax policy.

2. CDA uses the GI model to estimate the dynamic revenue effects of the same policy change. Estimated
changes in federal tax revenues and marginal tax rates from the microsimulation model are used as
inputs into a simulation with the GI model.°

3. The macroeconomic simulation produces an alternative forecast to GI's Current Policy baseline fore-
cast.” The Obama plan alternative forecast shows the dynamic effects of the proposed policy on GDP,
prices, interest rates, employment, and personal and corporate incomes, among many other variables.

6. Beach et al., “Obama Tax Hikes: The Economic and Fiscal Effects.”
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4. CDA analysts then used the relevant macroeconomic forecasted variables as new targets in the micro-
simulation model. This is accomplished using procedures similar to those developed for baseline cali-
bration.® For instance, National Income and Product Account (NIPA) components of the GI model
forecast of individual and business income along with price level variables, aggregate economic vari-
ables like GDP, and some NIPA budget variables from the alternative forecast are used to estimate target
values for non-taxable income and gross tax return income on individual income tax returns. These tar-
gets are used in the aging process of the microsimulation to update individual and business incomes so
that they are consistent with the macroeconomic models alternative forecast for the components of
NIPA personal income.

5. Finally, a new simulation is run using these new aging targets, producing new revenue estimates and a
new distribution of the tax burden as well as changes to individual and business income variables that
reflect the dynamic effects of the proposed tax policy.

This method is a viable way to estimate the distribution of the dynamic effects of the macrosimulation
because it is reasonable to assume, for the purposes of estimation in an economic forecast, the stability of
certain macroeconomic variables. For example, because the share of total average income to each quintile
is relatively stable over time,” the aggregate income target can be distributed to individual filers such that
the historical quintile shares of total average income are preserved.

7. This model of the U.S. economy is owned and maintained by IHS Global Insight, Inc., the leading economic forecasting
firm in the United States. The Global Insight model is used by private-sector and government economists to estimate how
changes in the economy and public policy are likely to affect major economic indicators. The methodologies,
assumptions, conclusions, and opinions presented here are entirely the work of analysts in the Center for Data Analysis at
The Heritage Foundation. They have not been endorsed by, and do not necessarily reflect the views of, the owners of the
Global Insight model. The authors refer many times in this paper to “the baseline” and “the forecast,” which means the
following: “The baseline” is the CDA forecast of the economic future without President Obama’ tax plan, while “the
forecast” is the economic future that contains the tax plan.

8. For a detailed description of the methodology, see Tracy L. Foertsch and Ralph A. Rector, “A Dynamic Analysis of the
2001 and 2003 Bush Tax Cuts: Applying an Alternative Technique for Calibrating Macroeconomic and Microsimulation
Models,” Heritage Foundation Center for Data Analysis Report No. CDA06-10, November 22, 2006, at
http://www.heritage.org/Research/Reports/2006/11/A-Dynamic-Analysis-of-the-2001-and-2003-Bush- Tax-Cuts-
Applying-an-Alternative-Technique-for-Calibrating-Macroeconomic-and-Microsimulation-Models.

9. For an empirical study of the effect of growth on income quintiles, see, for example, David Dollar and Art Kray,
“Growth is Good for the Poor,” Journal of Economic Growth, Vol. 7 (2002), pp. 195-225.
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