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opportunity, and so on.”"” In other words, common tools of tax
analysis such as distribution tables are helpful, but the real issue is the
justice of the after-tax outcomes, not whether a tax system has steep
or flat progression or any other systemic feature."”'

Murphy and Nagel’s concern with inequality is well placed, as
long-term trends towards ever-greater inequality in the United States
continue to intensify:

[NJew CBO data... show that the income gap widened
significantly between 2002 and 2003. The income gap had
narrowed somewhat in 2001 and 2002, due in part to the sharp
decline in the stock market after its peak in 2000. The data
for 2003, however, show a return to the long-term trend of
increasing income inequality.  Further, other available
evidence from the Census Bureau and from surveys of
executive pay indicate that income inequality has continued
to grow in the years since 2003."”

The introduction of vertical equity into the discussion, therefore,
supports the argument in Part IV.D below that Vickrey’s concerns for
horizontal equity will have their greatest resonance inasmuch as they
address problems related to the poor. I will argue that horizontal
concerns among higher-income workers raised by the annual tax
accounting system are a matter of much lesser concern than those
raised by middle and, especially, lower-income earners. Vertical
concerns, therefore, ultimately should drive the decision on whether
to use income averaging, and if so, to whom it should be available.

? Id. at 131.
2 Compare Tom Daley, Progressive? Yes. But Steeply Progressive?, 109 TAX
NOTES 395 (Oct. 17, 2005) (“[T]he U.S. system is progressive. How progressive is
open to debate, because measures like taxes paid as a percentage of AGI reported are
blunt instruments, at best, for assessing the fairness of a tax system.”) with Jim
Saxton, JEC Chair Saxton Responds to Tom Daley, 109 TAX NOTES 685, 685-86 (Oct.
31, 2005) (“Given ... that the top percentiles of tax filers pay taxes well in excess of
their share of AGI, it is not misleading to describe the federal income tax as steeply
progressive.”).

2 Isaac Shapiro & Joel Friedman, New CBO Data Indicate Growth in Long-
Term Income Inequality Continues (Ctr. on Budget & Policy Priorities, Washington,
D.C.), Jan. 30, 2000, at 1, available at http://www.cbpp.org/1-29-06tax.pdf.
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1. The Basics of Progressivity

In a strict definitional sense, tax progressivity is a question of
simple arithmetic: a tax system is progressive if the fraction of income
paid in taxes rises as income rises. Of course, it is possible for this
fraction to rise and fall in different ranges of the income distribution,
so that an entire tax system might exhibit progressivity, regressivity,
and proportionality in different segments of the income range.

In evaluating a change in the tax system, a policy is progressive if
it increases the difference in the fraction of income paid in taxes as
income rises, with regressivity and proportionality defined
analogously. In other words, it is possible to propose a system that, in
the strict sense, is progressive; but the change from the old system to
the new one can still be a regressive change if the difference in the
proportion of taxes paid by rich and poor is smaller than under the old
system. For example, moving from a system with a range of average
tax rates between 0% and 50% to system where the range (over the
same income levels) is 15% to 16.9% is a regressive change from a
more progressive system to a less progressive system.

It is extremely important to note that advocacy of progressive
taxation does not require one to believe that the highest income
people did not “earn” their high returns.”” That is, it is possible to
believe that the richest taxpayers should pay a larger share even while
believing that they otherwise “deserve” what they have been paid (in
the sense that their earnings are not distorted by any market
imperfections). This simply means that the highest-income earners
will still be asked to pay a higher percentage of their income than the
lowest — leaving everyone in the same relative positions that they
started from, but closer together in absolute terms.” Since this is a

123

Cf., e.g., Tyco’s Former Top Lawyer Says He Deserved Big Bonus, N.Y.
TIMES, June 25, 2004, at C3 (“Tyco International’s former general counsel . .. told
jurors yesterday that he earned ‘every dollar’ he got from the company, denying a
government charge that he stole a $17 million bonus.”).

" On the other hand, for those who believe that the reward structure of the
economy is well-calibrated to the amount of a person’s talents and efforts, it is
possible to argue that high-income earners are “better” members of society than are
others who earn less. That is, if a person starts a business, and that business is
successful, they have not only bettered their own lives but those of many others.
From there, it could be argued that the tax system should be regressive, if not actually
exempting high-income people from all taxes outright. The way for society to pay
tribute to these people for their extraordinary contributions, this line of reasoning
might continue, is to forgive any tax obligations that their incomes might create.
What would remain unclear from such a line of reasoning is why it is only an
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moral judgment, it could even coexist with the concern that
progressive taxation might somehow “punish” the most able in
society, since the punishment can be judged to be more or less
acceptable depending on one’s moral views of how badly off we can
allow the least able members of society to be.

For those who believe that the market system does not always
allocate rewards in perfect proportion to a meaningful notion of just
desserts, however, the case for progressivity is even easier to make. If
one believes that the wages and salaries determined by the market
system are not determined by each worker’s marginal productivity, for
example, it becomes relatively simple to argue that progressivity is an
appropriate goal of tax policy. Quite simply, if rewards do not flow
systematically from productivity, it would become the duty of those
who oppose progressivity to justify the high incomes of the winners,
rather than the other way around. If there is a random element to
income determination — luck, if you will — then there is nothing

morally suspect about taxing people’s income at progressive rates.””

2. Utility and Progressivity

The argument for a redistributive, progressive tax system is often
expressed in a familiar, technical form. Early economists made “the
basic case for progressivity” by saying that, “because the utility of
another dollar of income is smaller the larger a person’s income is,
taking a dollar from a rich person imposed less sacrifice than taking a
dollar from a poor one.”” This argument has a great deal of
normative appeal, tapping into the notion that $50,000 spent on the
birthday party of a rich person’s one-year-old could not possibly
generate as much happiness as $5 spent on meals for 10,000 poor
people. Or, to put it more colorfully: “Paris Hilton very likely has a
much lower marginal utility of money than someone slaving in the salt
mines 60 hours a week to support his family. Redistribution from
Paris Hilton to the worker makes sense.”"”

argument for zero taxes on the rich, rather than outright reverse-Robin Hood
strategies, i.e., income-based subsidies to those with incomes above a certain level.
This argument is clearly not one that I advocate. It simply reminds us that the notion
of “just desserts” can lead us in sometimes surprising directions.

" See Hal R. Varian, In the Debate Over Tax Policy, the Power of Luck
Shouldn’t Be Overlooked, N.Y. TIMES, May 3, 2001, at C2.
% Stein, supra note 18.
Joseph Bankman & David A. Weisbach, The Superiority of an Ideal Income
Tax Over an Ideal Consumption Tax 11 (Colloquium on Tax Policy & Pub. Fin., N.Y.
Univ. Sch. of Law, Working Paper No. 8, 2006), available at http://www.law.nyu.edu/

127
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As is now well known, though, the elusive nature of utility makes
this argument largely a matter of conjecture. First, it is possible that
individuals or groups simply might not experience declines in utility
when receiving more income. It violates none of the axioms of
economic rationality for a person to be equally happy with each new
dollar received as they were with the last. A person might even
become increasingly money-grubbing as they earn more money, thus
finding herself happier and happier with each new infusion of cash.
This, though, seems unlikely to be a general phenomenon (and might
even qualify as a psychological disorder), and “an assumption of
declining marginal utility of wealth seems an unproblematic
assumption.”'” But again, we do not really know how widespread this
phenomenon might be.

Second, even if individuals experience diminishing marginal
utility, comparisons between individuals might not support the
standard argument for redistribution. If a wealthy person receives
generally higher utility from money than a poor person does (though
both experience declining marginal utility as income is received), it
might well be the case that the increase in the poor person’s utility is
not large enough to offset the decrease in the wealthy person’s utility.

For some, the conclusion is obvious: “[O]nce we realized that
there was no way to compare or add together the utilities of different
people, the idea of minimizing some national total of sacrifice flew out
the window.”'” One can then put the argument for progressive
redistribution as simply as saying that extreme inequality is “unjust or
unlovely” and that a progressive income tax is a good way to reduce
inequality.”” This does not, of course, purport to be an argument but
simply expresses moral revulsion at inequality in an especially
memorable way.

Rather than simply rejecting the notion of comparing different
people’s utility, though, one can accept that this is a matter of
conjecture but still use the concept of diminishing marginal utility of
money as a helpful heuristic to describe the “unloveliness” of
inequality in a more mechanical manner. “[I]t may not be
inappropriate for society to conclude that a taxpayer’s high personal
utility from uses of certain resources — such as a second Rolls Royce

colloquia/taxpolicy/papers/06/Bankman-Weisbach.doc.
" Id. at 10 n.13.

" Stein, supra note 18.

" Id. (describing the views of Henry Simons).
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— has less social worth than alternative uses.”” We draw this
conclusion not because we really believe that all people have the same
utility functions, but because “they may be appropriately treated as
though they did.”"”

Having made this assumption, the next step is simply to say that it
is highly probable that the utility gain from helping a truly destitute
person is presumptively quite high — and certainly higher than utility
losses due to taking money away from higher-income earners. Even if
we are comfortable with that analysis, though, it is less clear that such
a comparative utility analysis works well among higher-income
earners. Moving from $10,000 to $11,000 in disposable income is
almost certainly much better than going from $100,000 to $101,000, or
from $1,000,000 to $1,001,000. As income rises, though, the
comparisons become harder to justify. While it feels comfortable
assuming that a person who makes $20,000 is much, much better off
than one who makes $10,000 (and that their extra happiness from the
increased income of $10,000 is much, much larger than the lost
happiness of someone whose after-tax income drops from $750,000 to
$740,000), it is less certain that someone who makes $740,000 is better
off in utility terms at all than someone who makes $700,000 — or,
more importantly, that taking $10,000 from the $740,000 earner would
generate less unhappiness than taking it from the $700,000 earner. At
the very least, it is fair to question that assumption.

In short, utility analysis can be used not only to justify
progressivity in general but to support the basic approach adopted
here, that the notion of progressivity matters most at the low end of
the income spectrum. Designing a tax system from scratch, one would
of course adopt progressive rates throughout the income scale; but if
we were only looking at differences among those whose basic needs
are already being comfortably satisfied, the case for progressivity
would be much less compelling. The normative case for progressivity
is, in other words, mostly about the least fortunate among us.

3. Rawls and Distributive Justice

The flexibility of utilitarian computations discussed in the
preceding section is an important element of the philosophical
literature on distributive justice. The “pure priority view” of
distributive justice “counts an improvement to the welfare of someone

131

Schmalbeck, supra note 34, at 550.
132 Id



BUCHANAN.FORMATTED.10.DOC 4/26/2006 8:04 PM

2006] The Case Against Income Averaging 1191

worse off more heavily than an improvement of the same absolute
magnitude to the welfare of someone better off.”"” This approach
simply allows one to adopt some kind of utilitarian calculus that has
been modified to count gains to the poor as explicitly more important
than numerically comparable losses to the rich.

The extreme version of this argument treats improvements to the
conditions of the worst off as having strict priority over any losses to
the better off. This is embodied in Rawls’s difference principle,
“according to which differences in wealth and standard of living
between different social groups are justified only to the extent that the
system that generates those inequalities also does at least as well for
the interests of the worst-off group as any alternative system.”"

The importance of Rawls’s difference principle is that it prevents
even a society with a small number of poor people from deciding that
the losses to the nonpoor from redistribution are (even though those
losses are discounted by some amount because they are not borne by
the poor) large enough that it is acceptable to tolerate a permanent
underclass.

Volumes have been written on these and other philosophical
issues in taxation. The point once again is that, like the arguments
from pure utilitarianism and from the Judeo-Christian perspective
(discussed below), there are respectable (and even convincing)
philosophical theories of distributive justice that call not just for
progressivity in taxation but for progressive tax polices that are
motivated by — and aimed toward alleviating — the problems
associated with the least well off in society. The further we move
away from the lowest-income taxpayers, the less moral strength there
is in arguments to alleviate horizontal or vertical inequities.

4. Judeo-Christian Morality

As noted above, there is a surprisingly broad consensus that
progressivity should be a central concern of tax policy. Where does
this consensus come from? While the utility-based and related
philosophical analyses discussed above provide support for
progressivity, the basis for this broad support in the United States
quite likely flows more directly from the Judeo-Christian emphasis on
compassion for the poor. This compassion for the poor goes hand in

" MURPHY & NAGEL, supra note 95, at 53 (citing DEREK PARFIT, EQUALITY OF

PRIORITY? THE LINDLEY LECTURE (1991)).
" Id. at 54 (citing JOHN RAWLS, A THEORY OF JUSTICE, ch. 2 (revised ed. 1999)).
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hand with a concern for some in society being “too rich,”” although
the two concerns are not necessarily connected. Such terms as
“grotesque” and “obscene” are commonly used to describe large
amounts of wealth — as well as overt displays thereof.” These terms
might be invoked when arguing, for example, that it is simply
unacceptable to have poor mothers choosing between feeding their
children or buying them medicine while others in the society choose
between Porsches and Mercedes.

Susan Pace Hamill recently published a law review article
discussing scriptural bases for tax progressivity, focusing on tax
inequities in her home state of Alabama.”’ Looking at both the Old
and New Testaments, Hamill argues: “From these biblical texts two
broad moral principles of Judeo-Christian ethics emerge,...
forbidding the economic oppression of low-income [persons] and
requir[ing], not only that their basic needs be met, but also that they
enjoy at least a minimum opportunity to improve their economic
circumstances and, consequently, their lives.”"™ Hamill points out that
the ability-to-pay principle is supported by her scriptural sources:
“[W]hen distinguishing ethical from unethical tax structures, Judeo-
Christian ethics use broad principles similar to traditional tax policy
theory, both indicating that tax burdens should be apportioned
according to some measure of the taxpayer’s ability to pay ....”""

Most importantly, the poor occupy a central place in Hamill’s
summary of Judeo-Christian ethics. More than anything else, she
says, the poor must occupy our attention in designing tax policies: “At
a minimum, the income tax structure must be reformed to raise the
exemptions to a sufficient level so that individuals and families below

" Clearly, however, this conflicts with other tenets of the American psyche, that

“more is better” and that winners are better than losers. If one recognizes that high
tax rates do not actually make rich people poor, however, perhaps this is not a
contradiction at all.

% See, e.g., Gretchen Morgenson, A ‘Holy Cow’ Moment in Payland, N.Y.
TiMES, Feb. 19, 2006, § 3, at 1 (“Everybody knows that executive compensation at
many companies has been obscene. What everybody does not know is how obscene
obscene is now.”).

7 Susan Pace Hamill, An Argument for Tax Reform Based on Judeo-Christian
Ethics, 54 ALA. L. REV. 1 (2002). Professor Hamill continues her discussion of these
issues in a more recent article. Susan Pace Hamill, An Evaluation of Federal Tax
Policy Based On Judeo-Christian Ethics, 25 VA. TAX REV. 671 (2006); see also Adam
Chodorow, Tax Reform: What Would God Do?, 108 TAX NOTES 1167 (Sept. 5, 2005).

" Susan Pace Hamill, An Argument for Tax Reform Based on Judeo-Christian
Ethics, 54 ALA.L.REV. 1, 8 (2002).

" Id. at 4.



