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Tax Day or Payday? How the Tax Code Is
Expanding Government and Dependency

Curtis S. Dubay

Abstract: Nearly half of Americans who file federal
income tax returns do not pay any federal income taxes
because they receive certain tax credits. Many of these
nonpayers actually receive a cash payment from the IRS
because of refundable tax credits. Refundable credits are
increasing the level of dependency, and nonpayers will soon
reach the tipping point where a majority of tax filers pay
no taxes and can vote increasing government benefits at no
cost to themselves. That is a deadly recipe for never-ending
increases in government spending, inevitably leading to a
fiscal implosion when there are no longer enough taxpay-
ers to pay for the expanding welfare state. Congress can
begin to address this problem by refusing to create new
credits or expand existing credits.

April 15, better known as Tax Day, is here once
again. Tax Day used to be a painful day for most Amer-
icans because of the large amounts of money they
were required to send to the Internal Revenue Service.
However, for almost a majority of tax filers, Tax Day is
no longer a day to dread because they pay no income
tax. Many of these nonpayers' actually receive a size-
able amount of income redistributed to them through
the tax code.

This income redistribution is making Tax Day into
payday and increasing the size of government and
people’s dependence on the government. Tax policies
pursued by Congress and President Barack Obama
will only worsen the problem. Because the income tax
is the main revenue raiser for the federal government,
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Tax credits are expanding the number of
families that depend on the federal govern-
ment for part of their income.

The bottom 50 percent of tax filers pay
almost no income taxes, but many actually
receive income through the tax code
because of refundable credits.

If more than half of tax filers pay no income
taxes, which will soon happen if the tax
code is not changed, politicians will have
even less incentive to restrain government
spending because they can garner more
votes by increasing spending than they will
lose by increasing the burden on the
remaining taxpayers.

Congress can slow the growth of depen-
dency by not adding new tax credits or
expanding existing credits and by allowing
the Making Work Pay tax credit to expire.

Congress should also fundamentally reform
the tax code to rid it of economically unjusti-
fied tax credits that are driving millions of tax
filers off the income tax rolls.

This paper, in its entirety, can be found at:
http://report.heritage.org/bg2401
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Congress should reform the tax code
in a revenue-neutral way so that most
Americans pay some income taxes
and therefore have a stake in control-
ling the size of government.

2001 and 2003 Tax Cuts Helped the Middle Class

In this example, thanks to lower tax rates, larger standard
deductions, and child tax credits, families earning $45,000 per year
paid $2,085 less in federal taxes than they would have without the
2001 and 2003 tax cuts.
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The 2001 and 2003 Tax Cuts
Benefited All Tax Filers

Despite the incessant protesta-
tions to the contrary, the 2001 and
2003 tax cuts were not just tax cuts
for the rich. They reduced taxes for
all tax filers, including all middle-
income and low-income tax filers,
because they lowered all tax rates,
created a new 10 percent rate for
income under $16,750 (married fil-
ers), and increased the standard
deduction. For example, as Table 1
shows, a lower-middle-income mar-
ried couple with two children mak-
ing $45,000 per year will pay
$2.,085 less in income taxes in 2010
because of the tax cuts. That is
almost 5 percent of this hypothetical
family’s income, which they can
spend or save as they choose instead

Income

on Taxation.

Standard deduction
Personal exemption ($3,650 per person)

Taxable income $20,650  $19,000

Taxes owed (before credits) $3,098 $2,013
DIFFERENCE: Tax reduction from tax cuts (before credits)  $1,085

Child tax credit ($1,000 per eligible child*) -$1,000  —$2,000

Taxes owed (after credits) $2,098 $13
DIFFERENCE: Tax reduction from tax cuts (after credits) $2,085

#2001 and 2003 tax cuts doubled the child tax credit from $500 to $1,000 per child.

Source: Heritage Foundation calculations based on data from the Joint Committee

Without With

Tax Cuts  Tax Cuts
$45,000  $45,000
-$9,750 —$!1,400

-$14600 —$14,600
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of handing it over to Washington.

The Increasing Number of Nonpayers

The tax cuts were undoubtedly a big help for low-
income and middle-income families, but the reduc-
tion in tax rates also means that low-income and mid-
dle-income families are now more likely to be
removed from the tax rolls entirely. This means that
they have no federal income tax liability, so they are
actually nonpayers. In 2000, before the Bush tax cuts,
there were 33 million nonpayers. By 2008, there were
52 million nonpayers—an increase of almost 20 mil-
lion with absolutely no income tax liability.?

The Bush tax cuts substantially lowered tax
rates for all tax filers—which benefited the econ-

omy by increasing the incentives to work, save,
invest, and take new economic risks—but lower
tax rates were not responsible for the growth in
nonpayers. Lower tax rates cannot make a tax filer
a nonpayer. Tax filers are falling off the tax rolls at
an increased rate because of tax credits. Both
political parties like tax credits because they allow
politicians to claim credit for tax cuts directed at
certain favored groups of tax filers. In contrast,
lowering all marginal tax rates benefits all tax fil-
ers, but this makes it more difficult for politicians
to claim that they are helping certain politically
advantageous groups.

1. For the purposes of this paper, a “nonpayer” is a person who files a federal income tax form, but pays no federal

income taxes.

2. Scott A. Hodge, “Record Numbers of People Paying No Income Tax; Over 50 Million ‘Nonpayers’ Include Families Making
over $50,000,” Tax Foundation Fiscal Fact No. 214, March 10, 2010, at http://www.taxfoundation.org/publications/show/

25962.html (April 6, 2010).
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Credits also allow politicians to encourage peo-
ple to engage in behaviors that politicians deem
beneficial. For instance, tax filers who purchase cer-
tain types of environmentally {riendly cars, such as
certain hybrid models, receive 2 tax credit for which
other tax filers are not eligible.® Similarly, tax filers
who make energy-saving 1mprovements to their
homes are eligible for another tax credit.* Congress
has created numerous other credits that reward tax
filers for doing what Washington wants them to do.

A tax credit removes tax filers off the tax rolls
when the worth of the credit (or credits) exceeds the
amount of income tax that a tax filer owes. As
shown in Table 1, the reduction in tax rates and
higher standard deduction substantially lowered
the taxes on the family of four, but doubling the
child tax credit from $500 to $1,000 per child
almost made them nonpayers.

If the 2001 and 2003 tax cuts had not been
enacted, the family would have owed $3,098 in
taxes before claiming any tax credits. The 2001 and
2003 cuts reduced their taxes to $2,013 before tak-
ing any credits. This $1,085 tax reduction was due
solely to the family’s lower tax rate and the increased
standard deduction.

According to the IRS, the bottom 50 percent of
tax filers pay less than 3 percent of all taxes.

However, the family can still take the child tax
credit for each of their two eligible children. The
$2,000 child tax credit—an increase of $1,000—
also lowered the family? final tax liability. Therefore,
the higher child tax credit lowered the family’s tax
bill by almost as much as the lower marginal tax
rates and higher standard deduction lowered it. It
almost made the family nonpayers, reducing their

total income tax liability to $13. As shown in Table
2, the family would have moved into the nonpayers’
column if it earned slightly less income.

However, the child tax credit is not the only tax
credit that is moving tax filers off the tax rolls. The
earned income tax credit (EITC); the American
Opportunity, Hope and Lifetime Learnmg educa-
tion credits; the Making Work Pay” credit; the qual-
ified adoption expenses credit; residential energy
credits; the first-time homebuyer credit; and
numerous other credits have the same effect for
many tax filers. The multitude of credits increases
the likelihood that tax filers who claim them will
become nonpayers because tax filers can claim sev-
eral of these credits at once.

At a Dangerous Tipping Point

The rapid increase in the number of nonpaying
tax filers caused by tax credits is leading the country
to a dangerous tipping point. According to the IRS,
the bottom 50 percent of tax filers pay less than 3
percent of all taxes.® That share is decreasing every
year, and the trend shows no signs of reversing. In
fact, the new and expanded credits passed as part of
the stimulus package will further reduce the share
of income taxes paid by the bottom 50 percent. This
could very well mean that the bottom 50 percent,
perhaps even more, will pay no income taxes in
2010. Even if they still owe something for this year,
the point is quickly approaching when they will pay
no income tax.

Passing the point at which less than half of all
tax filers pay income taxes is dangerous because
beyond that threshold a majority of tax filers—and
therefore approximately a majority of voters—could
vote themselves an increasing share of government
benefits at no cost to themselves. In fact, when the
U.S. passes that point, a shrinking minority of tax

3. Internal Revenue Service, “Form 8910: Alternative Motor Vehicle Credit,” 2009, at http://www.irs.gov/pub/irs-pdf/f8910.pdf

(April 8, 2010).

4. Internal Revenue Service, “Form 5695: Residential Energy Credits,” 2009, at http://www.irs.gov/pub/irs-pdf/f5695.pdf

(April 8, 2010).

5. Curtis S. Dubay, “Making Work Pay’ Credit Will Not Stimulate the Economy,” Heritage Foundation WebMemo No. 2240,
January 26, 2009, at http://www.heritage.org/Research/Reports/2009/01/Making-Work-Pay-Credit-Will-Not-Stimulate-the-Economy.

6. Adrian Dungan and Kyle Mudry, “Individual Income Tax Rates and Shares, 2007,” Internal Revenue Service Statistics of
Income Bulletin, Winter 2010, pp. 18-74, at http://www.irs.gov/pub/irs-soi/10winbulinincome.pdf (April 6, 2010).
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filers will be financing almost all government
spending. In this situation, politicians have even
less incentive to restrain government spending
because more votes could be won by increasing
spending than lost by increasing the burden on the
remaining taxpayers. That is a deadly recipe for
never-ending increases in government spending
that will inevitably lead to a fiscal implosion when
there are no longer enough productive taxpayers to
pay the bill for the expanding welfare state.

Refundable Credits Increase Dependency

Tax credits are also expanding the number of
families dependent on the government. Not only
does the bottom 50 percent of tax filers pay almost
no taxes, but many actually receive income through
the tax code because of refundable credits. A refund-
able credit can not only cancel all of a tax filer’s tax
liability, but also give the tax filer a check for the dif-
ference if the value of the credit exceeds the tax filer’s
income tax liability. Thus, for families that receive
refundable credits, Tax Day has become payday.

For instance, after the Bush tax cuts, the hypo-
thetical family of four has a tax liability of $13, but
if they reduced their income by just $85 to $44,915,
they would become nonpayers and receive a cash
payment from the federal government because of
the refundable child tax credit. (See Table 2.)

The child tax credit is not the only refundable
credit. Other well-known refundable credits include
the EITC and the Making Work Pay tax credit. In
2010, these three refundable credits will redistrib-
ute more than $114 billion to the families that claim
them: $52 billion through the ETIC, $32 billion
through Making Work Pay, and $30 billion through
the child tax credit.’

Combined with a few other smaller refundable
credits, these refundable tax credits cause the bot-
tom 40 percent of tax filers to have negative effective
federal income tax rates. This means that these fam-

From Low Tax Bill to Cash Recipient

By reducing income by $85 per year, the family of
four in the income example moves from paying
nearly no federal taxes to paying no federal income
taxes and receiving cash from the IRS.

Income ($85 decrease) $44915
Standard deduction —5$11,400
Personal exemption ($3,650 per person) —$14,600

Taxable income $18915

Tax before credits $1,999

Child tax credit ($1,000 per eligible child) $2,000

Total taxes owed $0

Cash payment from IRS for remaining $1

portion of child tax credit

Source: Heritage Foundation calculations based on data from the
Joint Committee on Taxation.
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ilies earning up to $64,000 per year not only pay no
income taxes, but on average receive a cash payment
from the IRS because of the refundable credits.®

Refundable credits are growing each year and are
making more and more families increasingly depen-
dent on the tax code, and therefore on the govern-
ment, for a substantial portion of their income. For
those that receive the cash payments, growing
dependence on the tax code for their income will
reduce their individual initiative to achieve because
they will be able to sustain a satisfactory standard of
living without exerting any additional effort. Grow-
ing dependence also reduces the incentive for top
performers to work harder and earn more because
they will need to pay increasingly higher tax rates to
fund the growing dependency of those that earn
less. If these conditions continue, the effects will sti-

7. U.S. Office of Management and Budget, Analytical Perspectives, Budget of the United States Government, Fiscal Year 2011
(Washington, D.C.: U.S. Government Printing Office, 2010), p. 213, at http://www.whitehouse.gov/omb/budget/fy2011/assets/

spec.pdf (April 6, 2010).

8. Curtis S. Dubay, “Income Tax Will Become More Progressive Under Obama Tax Plan,” Heritage Foundation Backgrounder
No. 2280, June 1, 2009, at http://www.heritage.org/Research/Reports/2009/06/Income-Tax-Will-Become-Mote-Progressive-

Under-Obama-Tax-Plan.
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fle the economy, slow growth, and ultimately lead to
a lower standard of living.

The Obama Agenda:
Making the Problem Worse

The credits that are removing millions from the
income tax rolls and redistributing income through
the tax code have been on the books for years, but
President Obama’s agenda doubles down on these
provisions, making an already bad problem worse.

President Obama has already pushed more tax
filers off the rolls and redistributed more income
to middle-income and low-income earners through
refundable tax credits that were added and
expanded as part of the stimulus package signed into
law by President Obama soon after he took office.

The stimulus created the Making Work Pay
refundable tax credit. This refundable credit is worth
up to $800 for families ($400 for single filers) and is
available to all tax filers earning less than $190,000
per year ($95,000 for single filers). The Making
Work Pay will push millions more people off the tax
rolls and redistribute billions of dollars more this
year. In fact, the hypothetical family of four would
now be a nonpayer and receive a nearly $800 cash
payment because of the Make Work Pay credit.

President Obama’s agenda doubles down on
credits that are removing millions from the income
tax rolls and redistributing income through the
tax code, making an already bad problem worse.

The stimulus also expanded the Hope Scholar-
ship credit (renamed the American Opportunity
Education credit) and made it refundable. This will
remove even more tax filers from the rolls and,
because it is now refundable, send direct cash
payments to many of them. The stimulus also
expanded the child tax credit and the EITC, which
will send more and larger cash payments to qualify-
ing families.”

Increased payments through the tax code were
only the first act in President Obama’ plan to use
the tax code to increase dependence on the govern-
ment. He campaigned on a plan to raise the top two
income tax rates for those earning more than
$250,000 per year ($200,000 for single filers) to
their levels before the 2001 and 2003 tax cuts. This
would increase the highest income tax rate from 35
percent to 39.6 percent and the next highest rate
from 33 percent to 36 percent. This will increase the
already lopsided income tax burden paid by top
earners and further reduce the portion paid by the
bottom 50 percent of tax filers. The 2001 and 2003
tax cuts expire at the end of 2010, so these income
tax rates will increase unless Congress acts to extend
the tax cuts for all tax filers.

Slowing the Growth of Dependency

Reversing the rapid expansion of dependency
that is being facilitated by the tax code will not be
easy. Many tax filers have grown accustomed to not
paying taxes and receiving cash payments through
the tax code. Bringing them back onto the tax rolls
and taking away their subsidies will be politically
difficult.

Yet Congress needs to address this problem. If
current trends continue, this growing dependence
on the government will threaten the vitality of the
U.S. economy, and government spending will grow
even faster, hastening the march to fiscal bankruptcy.

At little political cost, Congress can immediately
do three things to slow these long-term trends:

e Stop creating new tax credits or expanding
existing tax credits, especially refundable
credits. Congress should stop creating new tax
credits not only because they remove tax filers
from the tax rolls, but also because Congress too
often uses credits to influence the behavior of tax
filers and to curry favor with particular sectors of
the electorate. The tax code should not be used
to alter behavior or to favor certain groups with
targeted tax cuts. Such practices only increase

9. Curtis S. Dubay, “Obama’s Stimulus Has ‘Spread the Wealth Around’: Are Tax Hikes Next?” Heritage Foundation WebMemo
No. 2354, March 23, 2009, at http://www.heritage.org/Research/Reports/2009/03/Obamas-Stimulus-Has-Spread-the-Wealth-

Around-Are-Tax-Hikes-Next.
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the alienation that many feel toward Congress,
which seems to respond only to those with
strong lobbying power in Washington.'°

e Allow the Making Work Pay credit to expire.
Under current law, the Making Work Pay credit
expires in 2013. Congress should let it expire
because it removes many more tax filers from the
tax rolls and makes more families dependent on
the tax code for income. To ensure that eliminat-
ing the credit will not become a tax hike, Con-
gress should lower marginal tax rates
commensurately.

e Extend the 2001 and 2003 tax cuts for all tax
filers. Congress should also extend the 2001 and
2003 tax cuts for all tax filers and reject President
Obama’ plan to raise taxes on high-income tax
filers. As Table 1 showed, the 2001 and 2003 tax
cuts did not only help the rich. They substan-
tially reduced taxes for low-income and middle-
income tax filers. Permanently extending the tax
cuts for all tax filers would keep these families’
taxes low and, as an added benefit, avoid shifting
even more of the tax burden to top earners.

These three measures will not stop the long-term
trends that threaten to make a majority of tax filers
nonpayers, but they will buy time for Congress to

reform the tax code so that all tax filers except the
neediest pay some income taxes. It is vital that most
tax filers pay some income taxes so that they have a
stake in controlling the size of government.

Fundamental Reform Needed

Fundamental tax reform is the only way to
ensure that most tax filers pay some income tax
because powerful constituencies protect the credits
that have moved millions of people off the tax rolls.
Eliminating all credits that are not justified by
sound economic principles will require circumvent-
ing powerful lobbies and returning millions of non-
payers to the tax rolls. To ensure that this does not
increase taxes overall, tax reform should be made
revenue neutral, ideally by reducing marginal
income tax rates.

Fundamental reform should also correct the
numerous other flaws in the current tax system. For
example, it should reduce the heavy tax burden on
capital and simplify the tax code to make compli-
ance easier. If Congress takes these necessary steps,
the economy would benefit and Tax Day will cease
to be payday for millions of nonpayers.

—Curtis S. Dubay is a Senior Analyst in Tax Policy
in the Thomas A. Roe Institute for Economic Policy
Studies at The Heritage Foundation.

10. One acceptable exception to this rule would be the creation of a refundable credit for the purchase of health insurance
to replace the large subsidies provided by Obamacare because it would cause less economic harm than the Obamacare

subsidies.
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