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the rates are higher on higher incomes.
Much of the focus of income tax reform

has been on reducing the deadweight loss
of punitive rates on the high end of the in-
come distribution. The 1981 and 1986 tax
reforms, which reduced the top rate from
70 to 50 and then to 28 percent, had the
effects that the reformers expected. Those
with the highest incomes paid more in taxes
and paid a higher proportion of all income
taxes, because they reported more income
when the rates were reduced. More recently,
after the top rate increased to 31 percent
under President Bush and to 39.6 percent
under Clinton, tax receipts from high-in-
come taxpayers have been well below the
static estimates that the budgeteers used to
justify the increases.

We do not presume to have calculated
the tax rate that would maximize the gov-
ernment’s “take” from high-income tax-
payers. By now, however, it should be in-
contestable that the government does bet-
ter in this regard with a top tax rate of 28
percent, or even 39.6 percent, than it did
when rates were 70 percent. The important
point is that it is the tax rate at the margin

that determines the deadweight loss of taxa-
tion. A taxpayer facing a rate of 70 percent
is more likely to devote his resources to
avoiding the tax than to finding their most
productive uses.

The great irony of our current system
of income taxation is, when considered in
combination with other government pro-
grams, the highest marginal tax rates, and
the greatest deadweight losses, are imposed
on those of modest circumstances, not on
the very rich.

To illustrate the high marginal tax rates
the current system can produce, we will ex-
amine a hypothetical situation of a retired
college professor and his wife.

Dr. and Mrs. Threadbare are in their late

60s. We assume that they have no financial
assets as they have transferred what they
had to a retirement community that provides
them with comfortable quarters, two meals
a day, and nursing care should they ever
require it. Their income is from a fixed-dol-
lar annuity from TIAA, about $31,000 per
year, and Social Security. The latter is
$1,650 per month, based on 150 percent of
Dr. T’s Primary Insurance Amount (PIA)
of $1,100 per month. Of the additional $550
per month, $250 is deemed to be Mrs. T’s
“spousal allowance,” as her own PIA, based
on relatively few years of earnings, is only
$300 per month.

After Federal income taxes, this pro-
vides them with about $4,000 per month to
live on, which covers the charges at the re-
tirement community and other living ex-
penses, with enough left over for some
travel, presents for family members, etc. All
in all, the Threadbares have a quite com-
fortable, if not lavish lifestyle, but few
would classify them as “rich.”

Why Your Yardman

May Be a Retired Professor

Consider now what happens if the Ts
find that they need more money (to help a
grandchild through college, for a medical
procedure not covered by their insurance,
or any other reason). There is nothing they
can do to increase their retirement income
except go back to work. Fortunately, in Pro-
fessor T’s field (metallurgy) there are many
opportunities for consulting. Being a me-
thodical person, he calculates how much he
would have to make in fees before any ex-
penses to have an extra $10,000 in hand at
the end of the year. To his amazement, he
concluded that this amount is about $37,000.
Here is how he calculated this:

On the first $1,072 of earnings, I will
owe self-employment taxes of 15.3 percent
(12.4 percent FICA tax and 2.9 percent
Medicare tax) and 15 percent income tax,
for a total rate of 30.3 percent. Once I earn
more than $1,072, each additional dollar of
earnings will cause 50¢ of our Social Secu-
rity benefits to be taxed, bringing the tax
rate to 37.8 percent.

Because I am not yet 70 years old, once
I earn $11,280, each additional $3 earned
will cause my Social Security benefits be
reduced by $1, and because Mrs. T’s spou-

Tax Reform, Once Again
Taxes are harmful when transactions do not occur because taxes

render them unattractive, at the margin. The income tax reforms of the

1980s focused on reducing the marginal rates on high incomes, and

they worked. Today the most punitive effective rates are on those with

much lower incomes and who receive “means tested” government trans-

fers. A flat tax (a single rate on incomes above some level) would help

this situation, but additional reforms would ne needed.

Everyone dislikes taxes, but their real
harm is not that people are compelled to
turn over some of the fruits of their labors
to government. Taxes discourage useful
activity. The most insidious effect of taxes
is that they make people worse off by dis-
suading them from economic activity that
they would otherwise undertake.

The magnitude of this effect, which
economists call the “deadweight loss” of
taxation, is not uniform for all types of
levies. Where the tax is on a resource that
is unaffected by the activity of the tax-
payer, such as the site-value of land, there
is no deadweight loss. In other instances,
such as protective tariffs, the loss can
greatly exceed any benefit.

For example, restrictions on U.S. tex-
tile and apparel imports cost consumers
much more than the customs duties re-
ceived. Such restrictions raise the prices of
domestic production. The added outlays
of consumers is far more than the wages
paid in these industries� —� perhaps as much
as $100,000 per U.S. job “saved.” The
deadweight loss is the additional purchases
consumers would be able to make, if tex-
tile and apparel prices reflected world mar-
kets, and the potentially more productive
use of the labor and capital we now devote
to textile and apparel manufacturing.

Income Taxes

Governments today shift resources from
those have more to those who have less.
The government takes more from those
who have more even when tax rates are
uniform� — those who have more have
more to take. This effect is even more pro-
nounced when rates are “progressive,” as
in our current system of income taxation.
This is because those with higher incomes
pay not only more tax, but also a higher
proportion of their incomes in tax, because
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ANOTHER LOOK AT HOUSEHOLD DEBT

By most measures, the burden of debt owed by the household sector

is at a historical high. However, some evidence suggests that families

are better able to handle these debts than they were a few years ago.

The limited available data shed little light on the issue of whether the

financial position of households is strong enough to sustain the eco-

nomic expansion.

If the current business expansion con-
tinues through January it will have lasted
58 months, tying the 1975-80 expansion
as the third longest of the nine that have
occurred since 1949. No two business
cycles are alike, but the current expansion
has been especially unusual in some re-
spects. In its early stages, consumers,
homeowners, and businesses struggled to
restructure balance sheets that had become
laden with debt in the 1980s. An unprec-
edented downturn in real estate values and
the weak financial condition of lending
institutions also constrained new borrow-
ing. This dampened spending on consumer
goods and services as well as investment
in residential and nonresidential construc-
tion. As a result, the current business ex-

pansion got off to a remarkably slow start.
Constant-dollar Gross Domestic Product
(GDP) increased only 1.6 percent during
the first year of recovery, far below the
6.8 percent average increase during the
first year of previous postwar recoveries.
Nonagricultural employment decreased by
193,000, or 0.2 percent, during this period,
in sharp contrast to the 3.8 percent increase
in jobs typically recorded during the first
year of earlier recoveries.

Consumer borrowing picked up in late
1992 and has continued to increase. The
accompanying boom in consumer spend-
ing, which accounts for two-thirds of
GDP, has fueled economic activity for the
past 3 years. In recent months, outstand-
ing consumer installment debt has in-

creased at annual rates of 15 percent, the
fastest in nearly a decade, and real GDP
increased at an annual rate of 4.2 percent
in the third quarter, the fastest pace since
the final quarter of 1994.

However, for the past 2 years personal
income has increased at a much slower
pace than debt (see Chart 1). The contin-
ued rapid growth of consumer debt rela-
tive to income has raised concerns that the
mounting burden of debt may lead con-
sumers to curtail borrowing, spending, and
home buying, thereby dragging down the
rate of economic growth and perhaps tip-
ping the economy into recession.

By at least one measure, however, the
burden of consumer debt is not unusually
high. The total consumer debts of the
household sector, which include automo-
bile loans, credit card balances, mobile
home loans, and various other installment
debts (i.e., debt repayable in two or more
payments), amounted to $984 billion at the
end of 1994. The aggregate personal in-
come of the household sector was nearly
$5 trillion, thus consumer debt equaled
19.8 percent of income. As can be seen in
Chart 2, this is higher than the ratio was

sal benefit is based on 50 percent of my
benefits, it also will be reduced by 50¢. This
adds 40.9 percentage points to the tax rate,
bringing it to 78.7 percent.

It gets worse. After $13,073 of earnings,
each additional dollar of earnings will cause
another 85¢ of our Social Security benefits
to be taxed, adding another 5.25 percentage
points (15 percent income tax on another
35¢ of benefits), bringing the rate to 84 per-
cent. This lasts for only a few dollars of ad-
ditional earnings, for $13,478 will put us in
the 28 percent income tax bracket, adding
another 13 percentage points of income tax,
upping the rate to 97 percent. In addition,
being in the 28 percent bracket means tax-
ing 85¢ of Social Security costs us 23.8¢
instead of 12.75¢. This means that I actually
will lose 8¢ for each dollar of additional fees
I take in, an effective tax rate of 108 percent.

At a level of $20,969 of fees, the first
“good” thing happens� —� the amount of our
Social Security benefits decreases to the
amount subject to tax. Each additional dol-
lar of earnings continues to reduce benefits
by 40.9¢, but that means 40.9¢ less to tax
at 28 percent, a 9.7¢ saving instead of 23.8¢
of additional tax. This brings my marginal
rate back down to 74.5 percent. At $29,504
in fees, my Social Security benefits will
have been reduced to 150 percent of Mrs.
T’s PIA, eliminating her spousal benefit.
This means that each additional dollar will
only reduce our benefits by 33.3¢ thereby
saving 7.9¢ in taxes instead of 9.4¢, so that
my marginal rate becomes 68.7 percent. In

tabular forms, here is what I need to earn to
reach my goal:

Loss Net Effective
Fee Additional of in Marginal

Income Taxes Benefits Hand Rate (%)

$ 1,072 $ 325 $ 0 $ 747 30.3
11,280 4,183 0 7,097 37.8
13,073 4,861 897 7,315 78.7
13,478 5,035 1,699 7,344 84.0
20,984 10,062 4,652 6,065 108.0
29,504 12,751 6,075 7,679 74.5
36,922 15,374 8,547 10,000 68.7

At his rate of $100 per hour, Dr. T con-
cluded that he could get over $7,000 of what
he needed by working about 112 hours, but
that he would have to work 258 hours more
to get the remaining $3,000. Rather than do
this he decided to forego a week’s vacation,
avoid more hassles of business travel, take
off his necktie, and do yard work in the
neighborhood (at $6 per hour� —� “off the
books”).

The foregoing illustration is based on
our reading of the tax forms and Social Se-
curity rules. The numerical results are de-
pendent on our assumptions regarding re-
tirement income and should not be applied
to the situation of specific persons. Never-
theless, it shows how the combination of
income taxes, Social Security taxes, Medi-
care taxes, and the loss of benefits from
government programs can result in effec-
tive marginal tax rates that are not only well
in excess of those faced by the wealthiest
taxpayers but also, at times, in excess of
100 percent.

For those attempting to get off public
assistance, taxes on income gains can be

even more punitive and confiscatory and
apply to much lower levels of income than
our hypothetical Threadbares have. Such
persons may lose much more in cash grants,
food stamps, Medicaid, housing subsidies,
etc., than they get to keep, after payroll
and income taxes, from their first $10,000
or even $20,000 of reported earnings.

In short, the highest and most destruc-
tive income tax rates in effect today are
on those of relatively modest means who
are caught in a squeeze between payroll
taxes, progressive income taxes, and the
rules and regulations surrounding various
government transfer payments for “in-
come maintenance.”

A flat tax (a single income tax rate on
amounts above some level) would pro-
vide some relief, especially if tax did not
apply to income levels that could be
reached with government transfers. Such
a tax would retain progressivity with a
single marginal rate, because of the ab-
sence of tax on the lowest levels of in-
come. A basic change that could serve to
bring down the rates would be to declare
all government transfers taxable income.
Coupled with a flat tax, this would mean
that the only surcharge on one’s own earn-
ings at any level would be the loss of ben-
efits. This would only mitigate the prob-
lem somewhat as losing benefits is the
more important cause of confiscatory rates
on relatively modest income. But this
problem comes under the heading of “wel-
fare reform” rather than tax reform.��
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but one rough estimate based on the avail-
able data puts total outstanding home eq-
uity debt at $255 billion in 1993.† To put
this in perspective, total home mortgage
debt was $2.97 trillion that year, and con-
sumer credit outstanding was $867 billion.
Thus, if it is assumed that all of the funds
borrowed under home equity debt were
used to finance the purchase of consumer
goods and services, these figures suggest
that consumer debt, broadly defined to
include home equity debt, was $1.12 tril-
lion in 1993, 30 percent higher than indi-
cated by the official data, and mortgage
debt was about 10 percent lower.

This could be an overestimate, because
some home equity debt is used to finance
home improvement or acquire additional
real estate. Nearly two-thirds of surveyed
households who had such debt cited home
improvement as one use of it. However,
nearly half these households also bor-
rowed against their home equity in order
to repay other debts, and nearly a third
used such funds to purchase automobiles.
Clearly, a substantial portion of what is
counted as a component of mortgage debt
is used to finance consumption rather than
investments in real estate. Furthermore,
the $255 billion estimate probably under-
states total home equity debt outstanding.
It includes the debt carried on the balance
sheets of banks, savings and loans, credit
unions, and finance companies, but ex-
cludes loans that have been repackaged
and sold as securities and removed from
the books of the financial institution that
originated such loans. According to one
estimate, thus far in 1995 lenders have
securitized roughly $10 billion in home
equity loans.** Counting all such loans
might raise the estimate of home equity
outstanding� —� and thus any estimate of

in 1992, when it reached a 10-year low,
but lower than it was during the late 1980s.
According to this measure, the burden of
debt was only slightly higher at the end of
1994 than it was during the previous 30
years, when consumer debt averaged 19.2
percent of income.

However, this ratio understates the in-
debtedness of the household sector, be-
cause consumer debt accounts for only
about a quarter of total household debt.
The other major category of household
debt is home mortgage debt, which totaled
$3.2 trillion outstanding at the end of 1994,
three times the amount of consumer debt.
As can be seen in Chart 2, mortgage debt
has increased rapidly in relation to house-
hold income since 1980. In 1994, it
reached 63.8 percent of income, a new
postwar high. Coupled with the increase
in consumer debt, this pushed the level of
total household debt to 83.6 percent of in-
come, also a postwar high.

In relation to its income, the household
sector’s debt burden is 20 percentage
points higher than it was just a decade ago.
However, the debt ratio also increased 20
points from 1954 to 1964 and, because the
initial ratio was much lower, this earlier
increase was proportionally much larger
than the run-up of the past 10 years. In
other words, families have not been in-
creasing their debts, relative to their in-
comes, at an unprecedented pace.

Families can pay debts out of their as-
sets as well as their income. The burden
of debt often is gauged by another mea-
sure that takes this into account, the ratio
of the household sector’s debt to its net
worth (see Chart 3). This ratio jumped in
1990, due to an unusually small increase
in net worth that was attributable to an un-
precedented decrease in the estimated
value of the land occupied by home-
owners’ residences. (Such land was val-
ued at $2.69 trillion in 1989 and $2.46 tril-
lion in 1990. There are serious questions
about the accuracy of these estimates, but

it is notable that the $233 billion drop in
value, which amounted to 8.6 percent, was
the first and only such decrease recorded
in the postwar years.)

Net worth increased at a more typical
pace after 1991 but debt increased even
faster. At the end of 1994 household debt
equaled 17.5 percent of net worth, a his-
torical high. In relation to both income and
assets, then, the current level of debt is
exceptionally high.

Home Equity Borrowing

Consumer debt has been growing
somewhat faster, and mortgage debt some-
what slower, than the above data suggest.
The emergence of home equity loans and
lines of credit has blurred the distinction
between mortgage and consumer debt, be-
cause even though home equity debt of-
ten is used to finance the purchase of con-
sumer goods and services, it is categorized
in the data as mortgage debt. Home eq-
uity loans became a popular substitute for
traditional automobile loans and other con-
sumer credit after the 1986 Tax Reform
Act phased out the deductibility of inter-
est payments other than those for mort-
gages. Lenders began to offer home eq-
uity lines of credit that functioned like re-
volving credit accounts, but that qualified
for the interest deduction because they are
secured by liens on the borrowers’ homes.
In addition to favorable tax treatment,
other factors spurring the growth of home
equity borrowing include relatively lower
interest rates on such credit, aggressive
marketing by financial institutions, and the
substantial increase in home equity that
many homeowners enjoyed in the 1980s.

About 13 percent of homeowners had
home equity loans or lines of credit in
1993-94, according to a recent survey of
households.* There are no comprehensive
measures of the total volume of such debt,

*� University of Michigan, Survey Research Cen-
ter, “1993-94 Surveys of Consumers,” cited in
Glenn B. Canner, Charles A. Luckett, and Tho-
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PRICE OF GOLD

1993 1994 —— 1995 ——
Nov. 4 Nov. 3 Oct. 26 Nov. 2

Final fixing in London $372.00 $383.80 $382.90 $382.05

the amount of such debt that is used as a
substitute for consumer debt� —� by tens of
billions of dollars.

The trend toward substituting home eq-
uity debt for consumer debt presumably
has contributed to the increase in the le-
verage of owner-occupied real estate. Be-
cause home mortgage loans no longer are
used solely to finance real estate pur-
chases, the rising trend of mortgage debt
outstanding has been accompanied by a
less than proportional increase in the esti-
mated value of property securing the out-
standing debt. The slower rate of increase
in home prices in recent years also has con-
tributed to this trend. Chart 4 shows the
historical trend of the ratio of home mort-
gage debt to the market value of owner-
occupied real estate. The ratio has risen
sharply since 1982.

Auto Leasing

Another weakness of consumer debt
data as a measure of consumers’ financial
obligations is that they do not include any
estimate of the value of automobile leases.
Such leases require a fixed monthly pay-
ment by the consumer, and in this respect
are as much a financial obligation as the
monthly payment on an auto loan. (The
two payments are not directly comparable,
however. Loan payments finance the ac-
quisition of a car, whereas lease payments
finance the use of a car for a limited pe-
riod.) The Tax Reform Act of 1986 often
is cited as a factor in the growing popu-
larity of leasing over traditional auto loans,
because it ended the deductibility of in-
terest on such loans. This meant that les-
sors, who can deduct depreciation of the
leased vehicles as well as the interest on
funds borrowed to acquire them, began to
write leases that are competitive with tra-
ditional automobile installment loans.

The increased use of leasing as a sub-
stitute for automobile lending, like the
growing use of home equity debt, has
dampened the growth of consumer debt
in recent years. There are no aggregate sta-

tistics on the dollar volume of auto lease
obligations. However, one of every four
new cars and light trucks acquired by con-
sumers in model year 1994 was leased, up
from one in ten in 1986.*

Debt Service Payments

Despite their shortcomings, all of the
data discussed above indicate that indebt-
edness is at all-time highs in relation to
household income and net worth. How-
ever, such ratios do not tell us about house-
holds’ ability to service their debts. Lower
interest rates and longer debt maturities
have allowed many individuals to take on
more debt without proportionally increas-
ing the monthly debt service payments
they must make. Moreover, the increased
use of open-ended consumer credit and
home equity lines of credit has allowed
individuals to stretch out their repayments
indefinitely, and the required minimum
monthly payment on such loans usually is
a small fraction of the outstanding debt.
Thus, the increase in the ratios of aggre-
gate debt to income and net worth do not
necessarily imply that the financial bur-
den of debt payments also is exception-
ally high.

Again, there is a dearth of data. There
currently are no comprehensive statistics
on debt service payments, but the Federal
Reserve Board maintains its own rough
estimates based on its measurements of
debt outstanding, interest rates, and loan
maturities.† According to these estimates,
scheduled (as opposed to actual) payments
on household debt increased substantially
in relation to income in the 1980s, peaked
at more than 18 percent of income in 1989,
and decreased until 1993, reaching a low
of just under 16 percent of income. By the
end of 1994, required debt service pay-
ments once again exceeded 16 percent of
income. Given the decrease in interest
rates in 1995, even continued rapid growth
in consumer debt probably has not pushed
the ratio above the peak reached in the late
1980s. Thus, although the household

sector’s outstanding debt is at an all-time
high relative to its income and net worth,
debt service payments appear to be less of
a drain on income than they were in the
late 1980s and early 1990s.

Aggregate data for the household sec-
tor obscure large differences in the finan-
cial circumstances of individual families.
Roughly a quarter of all households owe
no debt at all. Others carry debts far higher
than the average. Here again, there are few
statistics on how debt varies with levels
of income and wealth, but periodic sur-
veys consistently show that debt is con-
centrated among households with rela-
tively high incomes and net worth. For
example, in 1992 two-thirds of total house-
hold debt was owed by households with
incomes above $50,000, even though such
households accounted for only 27 percent
of all households. A third of all household
debt was owed by the 7 percent of house-
holds with incomes above $100,000. How-
ever, the ratio of debt payments to income
among households with incomes above
$50,000 was lower than the ratio for house-
holds with incomes of $30,000-$50,000,
and was lowest among households with
income above $250,000. This suggests that
high-income households, who owe a pre-
ponderance of household debt, are well-
positioned to pay what they owe.

In summary, although household in-
debtedness is at a historically high level,
and consumer debt has been increasing
even more rapidly than the recent brisk
increase in the official data indicate, there
is other, albeit limited, evidence that sug-
gests that households are not overex-
tended. Despite the increase in the ratios
of debt to income and net worth, the pro-
portion of income needed to finance pay-
ments on debt declined in the early 1990s.
Although this debt service burden recently
has increased, it probably is below the
peak reached in the late 1980s, and it ap-
pears to be relatively lower among the
high-income households that hold a large
share of the debt.

Given the limited data, however, these
and other assertions must be regarded as
tentative. In the absence of timely, useful
data, analysts (and policymakers) may not
have clear evidence that the debt burden
is excessive until months after households’
financial positions begin to deteriorate.��

*� CNW Marketing Research, as cited in Survey

of Current Business, Department of Commerce,
October 1994, p. 38.

†� As cited in Glenn B. Canner, Arthur B. Ken-
nickell, and Charles A. Luckett, “Household Sec-
tor Borrowing and the Burden of Debt,” Federal

Reserve Bulletin, April 1995, pp. 323-338.
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