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Key Findings 

• The waning pandemic and robust economic recovery have come with many benefits—

plentiful jobs and fast-growing (nominal) incomes—but also serious challenges such as 

high and rising inflation. 

• Rather than pushing for more fiscal stimulus or leaving it to the Federal Reserve to 

handle inflation through higher interest rates, policymakers should focus on boosting the 

productive capacity of the economy by reforming the tax code to prioritize economic 

growth and opportunity. 

• In terms of business taxation, the tax code should be improved to encourage investment, 

innovation, dynamism, and competitiveness, leading to more and better jobs. 

• In terms of individual taxation, streamlining benefits, cleaning up complicated 

provisions, and eliminating tax penalties on saving would help families enjoy financial 

security and the returns to their work and saving. 
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Introduction 

After more than two years of a global pandemic, people are eager to not just get back to normal, 

but to thrive. The desire, coupled with major shifts in working and living arrangements, new 

technologies, and new policies, presents exciting opportunities—and serious challenges—for 

American families and businesses. Coming out of the pandemic, we envision an economy 

brimming with innovation, dynamism, plentiful jobs, and economic and social mobility, all of 

which will foster greater financial security for American families. As the American people step 

into a new economic landscape, policymakers must keep up, or they risk jeopardizing the growth 

and opportunity our changing economy can bring. 

Increased geographic mobility combined with the “Great Resignation,”[1] in which millions of 

workers are pausing to reevaluate their careers, means for many Americans, opportunities are 

already on the rise. Since May of 2021, job openings have exceeded unemployment, an 

imbalance that continues to grow in favor of workers—currently about 1.7 job openings exist for 

every person unemployed, the highest on record.[2] 
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The increasingly tight labor market and extraordinary imbalance, however, are symptomatic of a 

more general mismatch in the economy in which demand (e.g., employer demand for labor and 

consumer demand for goods and services) far outstrips supply. Another symptom is inflation, 

which as of the latest reading hit 7.5 percent—the highest rate in 40 years—causing real 

(inflation-adjusted) earnings to fall 3.1 percent over the last year.[3] Inflation has been 

particularly hard on low-income households, as they spend a disproportionate share of their 

earnings on necessities such as food, energy, and housing, which have experienced relatively 

high rates of inflation.[4] 

The return of high inflation after 40 years should cause policymakers to rethink their approach. 

In an effort to boost aggregate demand to offset the effects of the pandemic, policymakers 

pushed through an unprecedented $5 trillion of fiscal stimulus, including several rounds of 

economic impact payments and an expanded child tax credit, which far overshot the loss of 

earnings, leading to excess demand and inflation.[5] Rather than pushing for more stimulus, 

policymakers should now look for ways to relieve supply constraints and boost aggregate supply 

as much as possible to meet the demand. 

Essentially, to the extent we can, we need to grow our way out of the problem by increasing the 

productive capacity of the economy; that is, increasing labor supply (hours worked and labor 

force participation) and capital investment in machines, factories, and research and development. 

As economist John Cochrane has noted, historical episodes of inflation, such as the 1970s, have 
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ended only after some combination of monetary, fiscal, and microeconomic reforms improved 

incentives to work, save, and invest and raised the long-term growth trajectory of the economy.[6] 

As such, the federal tax system is a key lever policymakers can use to improve incentives and 

long-run economic growth while containing inflation. Each of the reforms we consider here 

would help policymakers create a federal tax code that prioritizes economic growth and 

opportunity, creating the conditions for more investment, better jobs, higher real incomes, and 

improved standards of living. 

They are reforms to ensure people can pursue new ideas and business ventures, create new 

opportunities for workers, realize upward mobility, and work toward greater financial security. 

Further, the tax reforms would simplify the tax code, create resilience against uncertainty and 

higher inflation, and increase the global competitiveness of the United States by attracting 

investment. Prioritizing economic growth and opportunity will lead to an environment where 

many of today’s challenges—from inflation and the national debt to the need for clean energy 

and affordable housing—can be addressed. 

First, policymakers should aim to promote greater investment, innovation, dynamism, and 

competitiveness by improving the way the tax code treats private enterprise. 

Business Tax Reforms: 

• Better cost recovery for capital investment: Implementing full expensing for short-

lived capital investments and indexing the depreciation schedules for buildings and 

factories (referred to as “neutral cost recovery”) would remove tax and inflation penalties 

from investments in physical assets, encouraging more investment to benefit workers and 

businesses. 

• Better cost recovery and simpler treatment for Research & Development 

expenses: While the U.S. leads on many R&D fronts, our advantage is in jeopardy as tax 

and inflation penalties on R&D investments went into effect at the start of 2022. 

Reversing the penalties and simplifying the R&D tax credit so smaller businesses, start-

ups, and entrepreneurs can effectively use the credit, will incentivize continued 

innovation. 

• Maintain a competitive corporate tax system: The combined federal-state U.S. 

corporate tax rate of 25.8 percent ranks slightly above the OECD average of 22.7 

percent—a substantial improvement made by the Tax Cuts and Jobs Act (TCJA) of 2017, 

prior to which the U.S. had the highest corporate tax rate in the developed world. As 

countries continue to compete for international investment, the U.S. should strive to 

maintain a competitive corporate tax rate. Similarly, the U.S. should reduce and simplify 

international tax rules to be consistent with rules found in other industrialized countries. 

• Remove the double taxation of corporate income: Shareholder taxes on capital gains 

and dividends are layered on top of corporate taxes. Many countries have reduced the 

double taxation of corporate income by more fully integrating the individual and 

corporate tax codes, which reduces distortions, lowers the cost of capital, and encourages 

investment. 
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• Clean up the structure of the business tax code: It is possible to raise large amounts of 

tax revenue while cleaning up the structure of the business tax code by eliminating 

unsound business tax expenditures. The additional revenue can offset the cost of other 

improvements to the business tax code while simplifying taxes for businesses. 

• Return to competitive, free trade policies: Since 2018, the United States has embarked 

on a trade war to shield legacy industries from competitive pressures while failing to 

address trade practices of other nations. Removing the tariffs, which have created higher 

prices for U.S. consumers and businesses, is another way to ensure industries remain 

competitive and consumers and businesses do not face disadvantages compared to others 

around the globe. 

Second, policymakers should remove barriers to work and investment, aim to help 

individuals and families save for the future, and take the fear out of filing taxes. 

Individual Income Tax Reforms: 

• Streamline social benefits: The complicated nature of today’s tax credit system presents 

an opportunity for reforms to simplify the filing process for taxpayers and administrators 

by consolidating child-related benefits into one provision and work-related benefits into 

another. 

• Remove tax barriers from personal saving: Just as Americans enjoy the benefits of 

saving for retirement through a 401(k) or Roth IRA, they should also be able to save for 

any purpose—e.g., to finance education, housing, a new business venture, or career 

transition—without getting penalized for it. Universal savings accounts (USAs) would 

apply the proper tax treatment to saving in general, with only one layer of taxation at the 

time of either contribution or withdrawal. 

• Clean up the structure of the individual income tax code: It is also possible to raise 

large amounts of revenue while cleaning up the structure of the individual tax code, 

resulting in a simpler, more neutral tax system across households. The revenue raised can 

be used to offset the cost of individual tax reforms, including permanent reductions of 

marginal tax rates. 

• Inflation index features of the tax code not indexed for inflation: Several individual 

income tax parameters remain unindexed for inflation, meaning higher levels of inflation 

can artificially increase individual tax burdens. Better inflation indexing across the 

individual income tax code will ensure the tax code is structured to account for inflation, 

though the income tax system itself is inherently prone to inflation-related issues. 

 

Business Tax Reforms: 

Better cost recovery for capital investment 

If we aim to grow the workforce and become more productive, it requires thriving businesses 

investing in new equipment and technology, expanding facilities and locations, and hiring and 

training workers. Workers in particular are better off when investment increases. The tax code, 
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however, creates an impediment to productivity-enhancing investments, as some opportunities 

for businesses and workers never occur because the tax code is standing in the way. 

High corporate taxes in particular have been shown to depress investment and constrain 

economic prosperity.[7] For example, an OECD study examining data from 63 countries 

concluded corporate income taxes are the most economically damaging way to raise revenue, 

followed by individual income taxes, consumption taxes, and property taxes.[8] 

Several studies demonstrate the corporate tax is borne by both workers and shareholders across 

the income spectrum.[9] For instance, a study of corporate taxes in Germany found workers bear 

about half of the tax burden in the form of lower wages, with low-skilled, young, and female 

employees disproportionately harmed.[10] 

Improving the tax code’s capital cost recovery rules is crucial in the effort to increase business 

investment and create better opportunities for workers. Under the U.S. tax code, businesses can 

generally deduct their ordinary business costs, such as paying workers’ wages or utility bills, 

when calculating their income for tax purposes—and rightly so, as profit is defined as revenue 

less the cost of earning revenue. 

Full deductions, however, are not always provided when businesses spend money on physical 

capital, such as a new facility. Typically, when businesses incur capital costs, they must deduct 

the costs over several years according to depreciation schedules set by lawmakers instead of 

deducting them immediately in the year the purchase occurs. 

Delays mean the real value of the deduction, after adjustments for inflation and the time value of 

money, is less than the original cost—how much less valuable depends on the rate of inflation 

and the discount rate. Delays also increase the after-tax cost of making investments. A higher 

after-tax cost for investment leads to a lower level of investment, reduced productivity and 

output, and fewer opportunities for workers. High inflation makes the tax penalty for investments 

worse by further reducing the value of deductions over time. 

Allowing a full and immediate deduction for all investment, i.e., full expensing, would go a long 

way toward simplifying the tax code and mitigating the effects of inflation, while ending the bias 

against investment created by the delay in depreciation deductions. Empirical evidence indicates 

accelerated depreciation policies increase employment opportunities[11] and can lead to higher 

wages.[12] 

Through bonus depreciation, the current cost recovery system permits full and immediate 

deductions for investments in short-lived assets like machinery and equipment through 2022, 

after which the provision will phase down until it fully expires after 2026. Longer-lived assets do 

not qualify for the temporary bonus provision and face much harsher treatment. For example, 

when a business purchases a structure, it has to deduct the cost over a period of up to 27.5 years 

for a residential building or 39 years for a commercial building. 

Making bonus depreciation a permanent part of the tax code would reduce the tax cost of 

investing in machinery and equipment, giving businesses a degree of certainty in their 
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investment plans. For long-lived assets, which tend to be large and irregular investments, 

implementing a policy known as neutral cost recovery can provide better treatment.[13] Under 

neutral cost recovery, the current depreciation schedules for residential and nonresidential 

buildings would remain, and the deductions would be adjusted for inflation and the time value of 

money to compensate for delay. 

Reducing the cost of making an investment in a new factory or better equipment by removing the 

tax hurdle standing in the way of such business decisions would create more employment 

opportunities for workers and lead to real wage growth. It would help put capital-intensive 

sectors, such as manufacturing and other heavy industry, on even footing with capital-light 

sectors, as both would get full deductions for their business expenses. 

Better cost recovery for R&D and a simpler R&D tax credit 

R&D investment is an important contributor to economic growth and technological innovation. 

The tax code, however, can make it difficult to engage in R&D because it delays deductions for 

R&D expenses and offers a complicated R&D tax credit.[14] R&D investment incentives can be 

improved by permitting R&D expenses to be fully expensed permanently and by simplifying the 

R&D tax credit’s design. 

Just as it is important to provide full cost recovery for capital investment overall, R&D 

investment should also be provided a full and immediate deduction. Starting in 2022, R&D 

expenses must be deducted over five years, a policy established under the TCJA. Requiring R&D 

to be amortized is highly unusual, as R&D expenses have been immediately deductible in the 

U.S. since 1954.[15] 

Fully expensing R&D investment would make the tax code simpler while increasing the 

incentive to invest in R&D. Ideally, full expensing of R&D investment would be restored on a 

permanent basis. Permanence would ensure that firms can innovate without uncertainty about the 

tax burden of their investments.[16] 

The tax code also provides four separate R&D tax credits to encourage R&D investment by 

lowering a firm’s tax liability based on its spending on qualified research expenditures. In 

addition to the regular credit, the tax code provides an alternative simplified credit, a credit 

intended to encourage R&D in energy, and a credit in partnership with universities. 

Firms, especially small and new firms, face several challenges when claiming the R&D tax 

credit, including difficulties defining what research qualifies for the credit. Up to 30 percent of 

the credit’s value is commonly unclaimed because of administrative hurdles.[17] Small businesses 

often are the most impacted: one study from the Small Business Administration (SBA) found 

less than 3 percent of the value of R&D tax credits went to small businesses.[18] 

Another reason the R&D tax credit is less valuable for small businesses is because they often do 

not have tax liability to offset due to a lack of initial profitability. The credit can be made more 

valuable for smaller firms by carrying forward the value of the credit with an adjustment for the 

loss in value from deferring the credit. 
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The R&D tax credit could also be simplified by matching the R&D expenses eligible for the 

credit to the definition of R&D expenses eligible for expensing. Another option is to replace the 

four different credits with a simplified alternative to streamline the entire process.[19] The 

simplified approach would make the existing alternative simplified credit more generous by 

making the minimum credit value equal to 50 percent of a firm’s current-year research expenses 

while eliminating the regular credit altogether.[20] The Government Accountability Office (GAO) 

argues it would “reduce the revenue cost of the credit without affecting the average incentive it 

provides for research.”[21] 

Maintain a competitive corporate tax system 

Corporate taxes matter for competitiveness. In the global race to attract highly mobile corporate 

investment, the corporate tax is an important policy lever, as several studies have found a 

measurable effect on foreign direct investment.[22] In addition, a low and competitive corporate 

tax rate serves to reduce tax avoidance and profit shifting, bolstering the corporate tax base and 

stabilizing corporate tax revenue.[23] 

As such, it is wise to keep the corporate tax rate as low and competitive as possible. The TCJA 

significantly reduced the corporate tax rate and brought it into closer alignment with peer 

nations, but at the same time added a new and complex tax applicable to the foreign income of 

U.S-based multinational enterprises (MNEs). Known as GILTI (Global Intangible Low-taxed 

Income), it uniquely applies to U.S. firms over and above corporate tax paid to foreign 

governments on earnings abroad. 

While other countries currently have no such GILTI tax, approximately 140 countries have 

agreed to implement a global minimum tax of 15 percent applicable to domestic and foreign 

income on a country-by-country basis by 2023. To the extent foreign legislatures follow through 

with the agreement, U.S. companies may soon need to comply with minimum taxes implemented 

in each country in which they operate, in addition to GILTI. As such, policymakers in the U.S. 

should consider ways to simplify the U.S. tax code in a manner consistent with the global 

minimum tax agreement. 

One option is to replace the GILTI regime with a simplified worldwide tax system, with one 

statutory tax rate for both domestic and foreign income. Such a reform would substantially trim 

or eliminate huge sections of the tax code relating to foreign income and base erosion, including 

the complex Subpart F rules that date to the 1960s. The worldwide system would have the 

following characteristics: 

• A low tax rate consistent with the international agreement 

• Full expensing for investment 

• Full credit for foreign taxes against U.S. tax, to avoid or minimize double taxation 

• No tax preferences that are not recognized by the global minimum tax[24] 

In the event the global minimum tax agreement unravels, or is otherwise nonbinding or lacking 

in enforcement, the U.S. should reorient its international tax code to match rules found in other 

industrialized countries. In particular, the U.S. should consider replacing the GILTI regime with 
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a more simplified territorial system, largely exempting foreign income from U.S. tax. Short of 

that, several incremental reforms to the GILTI regime would simplify the rules and improve U.S. 

competitiveness, including repeal of expense allocation rules and the haircut on foreign tax 

credits.[25] 

Remove the double taxation of corporate income 

The U.S. taxes businesses differently depending on their legal structure. Pass-through businesses, 

such as sole proprietorships, partnerships, and S corporations, pay only one layer of tax at the 

shareholder level through the individual income tax code. C corporations face two layers of tax: 

one at the entity level through the corporate income tax and a second at the shareholder level 

through capital gains and dividends taxes. 

Double taxation of corporate income increases the cost of investment for corporations, 

encourages a shift from the traditional C corporate form to pass-through form, and incentivizes 

debt financing. Removing the double taxation of corporate income would level the playing field 

among different forms of businesses, reduce the tax burden on investment, and reduce distortions 

affecting business financing decisions. In other words, it would free up wasted resources and 

reduce tax barriers for investment, leading to more viable opportunities for both businesses and 

workers. 

The U.S. currently reduces double taxation of corporate income by taxing long-term capital gains 

and qualified dividends at lower rates than ordinary income. Even when accounting for the lower 

shareholder-level rates, the U.S imposes an average federal-state combined tax rate of about 29 

percent on capital gains and dividend income, higher than the OECD average of 23.9 percent on 

capital gains and 19.1 percent on dividend income.[26] [27] 

Table 1 illustrates how the two layers of tax on corporate income combine to create a 47.4 

percent integrated tax rate in the U.S., accounting for corporate and dividend taxes at the federal 

and state levels.[28] The U.S. integrated rate is higher than the OECD average of 40.1 

percent.[29] The same double taxation occurs even when a corporation retains its after-tax 

earnings rather than distributing them as dividends. When corporate earnings are retained, the 

value of the stock rises to reflect an increase in assets held by the corporation. Shareholders who 

decide to sell their stock will realize a capital gain and pay a tax on it, facing a tax rate similar to 

the tax rate on dividends. 

Eliminating, or further reducing, the double taxation of corporate income can be accomplished 

by integrating the individual and corporate tax codes, as many other countries have done. For 

example: 

• Australia integrates its corporate and individual income tax with a tax credit imputation. 

The corporation and the shareholder both pay part of the corporate income tax, but the 

shareholder is given a tax credit to offset the taxes already paid by the corporation. In the 

end, corporate income is taxed at the marginal income tax rate of shareholders. Including 

Australia, nine OECD countries have full or partial credit imputation systems. 
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• Estonia integrates its corporate and individual income tax by having a full dividend 

exemption at the shareholder level so only one layer of tax is applied at the corporate 

level on distributed corporate income. When an Estonian corporation makes a profit and 

distributes it to shareholders, it must pay the corporate income tax, but shareholders do 

not have to pay any additional taxes on the distributed dividends. The total tax on 

distributed profits between the corporation and the individual is therefore determined by 

the corporate tax rate. Including Estonia, six OECD countries have full or partial 

dividend exemptions.[31] 

• Twelve countries either partially or fully exempt capital gains from individual-level 

taxation, which eliminates the double taxation of retained earnings. For example, 

Australia and Canada provide a 50 percent deduction (50 percent of a capital gain is tax-

exempt) for capital gains, while New Zealand does not tax capital gains at all. Estonia, 

uniquely, exempts retained earnings at the corporate level but taxes capital gains at the 

individual level as ordinary income. 

Although adopting such a system would have administrative challenges because the U.S. taxes 

corporations and pass-throughs differently, following other developed countries and integrating 

our corporate and individual tax codes would encourage more investment by reducing the tax 

burden on corporate income. 

Clean up the structure of the business tax code 

The Treasury Department releases an analysis of tax expenditures in the U.S. code each 

year.[32] Some provisions categorized as expenditures are important structural elements of the tax 

code, while others represent non-neutral or wasteful subsidies. Eliminating the latter can be a 

productive way to offset the cost of other business tax reforms. 

Non-neutral tax expenditures can inhibit growth by reallocating investment to otherwise less 

productive areas, rather than increasing capital investment and growth across the whole 

economy. In 2021, we estimated eliminating various business tax expenditures (excluding 

structurally important provisions related to cost recovery, foreign income, or deferred income) 

would raise more than $900 billion over the next decade at minimal cost to economic growth.[33] 

For example, the Low-Income Housing Tax Credit (LIHTC) is not particularly effective in 

generating new affordable housing investment because of its complex bureaucracy.[34] When it 

was created in 1986, the LIHTC was paired with worsening cost recovery for residential 

structures generally. Soon after, housing construction, particularly multifamily housing 

construction, collapsed.[35] 

Improved cost recovery for investment in residential structures would be a simpler way to 

encourage new construction. A similar case could be made regarding certain clean energy 

subsidies, where better tax treatment of capital would sufficiently incentivize new, low-

emissions technology.[36] 

Table 2 suggests a list of tax subsidies lawmakers could consider repealing. Reducing the 

number of ineffective tax expenditures in the business tax code can free up revenue to put toward 
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more effective policies such as full expensing. Doing so would increase investment and 

opportunity in the economy while minimizing the impact to the federal budget deficit. 

Return to competitive free trade policies 

Since the end of World War II, the world has largely shifted from protectionist trade policies 

toward a rules-based, open trading system. Over time, increased trade has led to widespread 

benefits, including higher productivity in the United States and large increases in Americans’ 

standard of living.[38] While trade makes a nation wealthy, trade restrictions make a nation 

poorer.[39] 

In 2018 the Trump administration reversed the trend and began imposing trade restrictions in the 

form of import taxes, or tariffs, on washing machines and solar panels, steel and aluminum, and a 

wide range of goods from China. Tariffs protect domestic industry from foreign competition, and 

proponents argue the protection provides time for domestic companies to regain their footing and 

competitiveness. Protection instead typically backfires; industries become stagnant without 

foreign companies competing with them for the domestic market. Tariffs on one good also raise 

costs for other domestic manufacturers as well as consumers and trigger retaliatory tariffs from 

other countries, further harming domestic production.  

The Trump administration intended for the tariffs to revive the manufacturing sector, create jobs 

in the United States, and lead to fairer trading practices with China. The tariffs have not had the 

intended effect. 

U.S. businesses have had to pay more than $140 billion in import taxes since the tariffs were 

imposed.[40] Rather than increase opportunities for workers, research shows the tariffs led to a net 

decrease in manufacturing employment. While employment in protected industries increased 

slightly, the increase was more than offset by decreases in employment in other industries, 

caused by higher prices and retaliatory tariffs.[41] Researchers concluded “tariffs have been a drag 

on employment and have failed to increase output.” Wide-ranging research also shows the tariffs 

led to higher prices for a variety of goods purchased by U.S. businesses and retail consumers.[42] 

After four years, the tariffs have not resulted in employment gains or better prices for U.S. 

consumers. They have likewise failed to produce better trading conditions.[43] Instead of 

removing the tariffs entirely, the Biden administration has retained most tariffs with some 

modifications or exclusions and moved toward managed trade.[44] Fully removing the tariffs and 

restoring free trade practices is perhaps the most readily available, timely, and effective means to 

support U.S. industry and jobs while lowering costs for consumers. 

Individual Income Tax Reforms 

Streamline social benefits 

The U.S. tax code currently provides two major support programs to working families: the Child 

Tax Credit (CTC) and the Earned Income Tax Credit (EITC). The CTC and the EITC are the two 

largest anti-poverty programs in the United States,[45] both by encouraging work and 
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supplementing wages. The EITC contains strong work incentives demonstrated to increase 

employment, especially among low-income mothers, and it lifts about 5 million children out of 

poverty each year.[46] The CTC lifts about 1.7 million out of poverty each year.[47] The two 

credits are also costly. In 2022, the EITC is estimated to reduce federal revenue by $71.3 billion 

and the CTC by $115.6 billion.[48] 

The credits are also unnecessarily complicated. Under current law, the EITC varies based on a 

household’s income and number of qualifying children. The credit for households without 

qualifying children is less than 1/6 the size of the credit offered to households with one child. 

The EITC contains significant marriage penalties, reducing or entirely eliminating benefits when 

a head of household filer marries a childless single filer. For example, the married filing jointly 

thresholds are not twice the size of the other thresholds but are instead only roughly $6,000 

higher.[49] 

The CTC reduces tax liability by up to $2,000 per qualifying child, with up to $1,500 refundable. 

The refundable portion phases in with earned income. Taxpayers may separately qualify for a 

$500 nonrefundable other dependent tax credit (ODTC). The CTC phases out for joint filers with 

incomes above $400,000 and single filers with incomes above $200,000.[50] After the end of 

2025, the CTC will revert to a $1,000 credit, phasing out at $110,000 for joint filers and $75,000 

for single filers. 

The American Rescue Plan temporarily changed both credits for 2021. It expanded the EITC for 

workers without qualifying children by increasing the phase-in rate, raising the maximum credit 

from $530 to nearly $1,502, and raising the phaseout levels. It reduced the eligibility age from 25 

to 19 for most workers and eliminated the upper age limit. It also expanded the CTC in three 

ways: for children under 6, the new max was $3,600 and for children ages 6 to 17 it was $3,000; 

the full amount of the credit was refundable and not subject to an income-based phase-in; and 

half the credit was distributed in advanced monthly payments. The EITC changes for taxpayers 

without qualifying children cost $11.8 billion, while the CTC changes cost more than $100 

billion.[51] The changes have now expired. 

The two credits depend on often-complicated family characteristics, leading to administrative 

challenges. For example, to qualify for the EITC, taxpayers must meet at least 20 

requirements.[52] Partially as a result, the EITC suffers from a relatively high rate of incorrectly 

issued payments, including both overpayments and underpayments—mostly due to qualifying 

child errors.[53] The relationship, residency, and identification tests legally required to qualify for 

the CTC are likewise difficult for taxpayers to comply with and for the IRS to enforce, especially 

for families with complex living arrangements.[54] 

One way to address the challenges would be to consolidate child-related benefits into one 

provision and work-related benefits into another.[55] Ideally, a child-related benefit would be 

moved out of the tax code and instead be administered by another agency, such as the Social 

Security Administration. 

If designed carefully, reforms can be structured so changes in marginal rates boost work 

incentives and encourage more participation in the labor force, on net.[56] For example, as an 
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alternative to the 2021 CTC changes, increasing the value of the EITC could significantly reduce 

poverty at a much lower cost while boosting, rather than reducing, employment.[57] 

As another example, the Family Security Act[58] would eliminate the current CTC and replace it 

with a child allowance of $4,200 per child under age 6 ($350 per month) and $3,000 per child 

ages 6 to 17 ($250 per month), administered through the Social Security Administration.[59] The 

Act would reform the EITC by turning it into an earnings credit with a maximum amount of 

$1,000 per adult, no marriage penalties, and an extra $1,000 benefit for households with adult 

dependents. The Act proposes eliminating the State and Local Tax (SALT) deduction, Head of 

Household filing status, the Child and Dependent Care Tax Credit, and the Temporary 

Assistance for Needy Families program, and making eligibility changes to the Supplemental 

Nutrition Assistance Program (SNAP), to reduce the long-term fiscal impact. 

Reforms to the CTC and EITC should also consider other household-related provisions, such as 

personal and dependent exemptions and standard deduction sizes as well as marriage and 

second-earner penalties.[60] If the CTC is moved outside the tax code, restoring dependent 

exemptions would be one way to continue adjustments for household size within the tax code.[61] 

Reducing poverty is a key objective of reforms to the CTC and EITC. Simplifying and moving 

the CTC out of the tax code, while ensuring the tax code still accounts for household size, 

combined with a stronger and simpler earnings-based credit, would support a dynamic and open 

economy, helping ensure workers and families enjoy financial security by increasing the return 

to work. 

Remove tax barriers from personal saving 

Robust personal savings is an important part of financial security, enabling investment and 

economic opportunity in the United States. Unfortunately, the tax code creates many barriers for 

individuals who wish to put money away for the future with complicated rules and double 

taxation of saving, often incentivizing consumption over saving.[62] 

The ideal tax code would ensure consumption and saving are treated neutrally. A tax-neutral 

approach to saving would also make it easier for Americans to build wealth and take advantage 

of opportunities requiring savings, such as buying a new home, supporting charitable causes, and 

helping their communities. 

Instead, our tax code discourages saving with multiple levels of taxation: a dollar of income is 

taxed when earned under the income tax, again when it’s invested and earns additional profits, 

again when reinvested earnings are realized as a gain and face capital gains taxes, and potentially 

again when gifted to heirs through estate and gift taxes.[63] 

Multiple layers of tax encourage immediate consumption over saving because the consumption is 

subject to only one layer of tax when the income is initially earned. It has negative economic 

impacts by reducing the amount of savings available for productive investment in the United 

States.[64] A smaller pool of domestic savings also means that foreign savers may fund domestic 

opportunities, reducing domestic investment returns accruing to domestic savers. 

https://taxfoundation.org/economic-growth-opportunity-tax-reforms/#_ftn57
https://taxfoundation.org/economic-growth-opportunity-tax-reforms/#_ftn58
https://taxfoundation.org/economic-growth-opportunity-tax-reforms/#_ftn59
https://taxfoundation.org/tax-basics/salt-deduction/
https://taxfoundation.org/economic-growth-opportunity-tax-reforms/#_ftn60
https://taxfoundation.org/economic-growth-opportunity-tax-reforms/#_ftn61
https://taxfoundation.org/economic-growth-opportunity-tax-reforms/#_ftn62
https://taxfoundation.org/economic-growth-opportunity-tax-reforms/#_ftn63
https://taxfoundation.org/economic-growth-opportunity-tax-reforms/#_ftn64


Currently, taxpayers can mitigate some of the tax penalty for saving by contributing to tax-

neutral savings accounts dedicated to specific purposes, such as traditional or Roth retirement 

accounts and/or education savings accounts. 

Allowing the saver to defer income taxes on the amount they save and only pay taxes on account 

distributions (known as a “traditional” account), or by taxing the earnings up front but exempting 

the returns to saving from additional income tax (known as a “Roth” account), removes the tax 

bias against saving. The treatment ensures saving done through such accounts is only taxed once, 

on par with income that is consumed. 

Existing tax-neutral savings accounts have complicated and arbitrary rules and restrictions 

governing when distributions can be taken, how much can be deposited in each account, and how 

the savings can be used. While the limitations are intended to encourage savers to think ahead for 

retirement or their children’s education expenses, they also discourage saving by creating 

roadblocks and compliance costs for taxpayers. 

Streamlining or removing complex rules to create universal savings accounts could encourage 

further saving and simplify the tax process. Rather than sitting down to plan what type of 

account can be used for what type of expense and when, what rules need to be followed, and 

whether one meets the requirements in a given year, universal savings accounts would allow 

individuals to set aside a given amount of money each year for any purpose, without worrying 

about tax penalties or restrictions on how to spend the money. 

For example, other countries, such as the United Kingdom and Canada, provide universal 

savings accounts up to a maximum contribution threshold.[65] The programs are heavily utilized 

by taxpayers of all income levels, especially low-income taxpayers. The experience in other 

countries suggests universal savings accounts in the United States would broadly increase 

savings, improve financial security, and enhance opportunity for all Americans.[66] 

Clean up the structure of the individual income tax code 

True tax reform has traditionally been centered around the idea of lowering tax rates and 

broadening the tax base. Economists have long warned and well documented the economic 

damage of a high marginal income tax rate, as it reduces incentives to work, save, and invest. 

The budgetary cost of lowering marginal tax rates can be offset by eliminating certain 

deductions, exclusions, and credits. 

After 2025, most of the changes made to the individual tax code under the TCJA will expire. 

Individual income tax rates were reduced from 10 percent, 15 percent, 25 percent, 28 percent, 33 

percent, 35 percent, and 39.6 percent to 10 percent, 12 percent, 22 percent, 24 percent, 32 

percent, 35 percent, and 37 percent, respectively, and the widths of individual income tax 

brackets were adjusted. Making the TCJA rate and bracket changes permanent would increase 

long-run GDP by 0.9 percent and reduce federal revenue by $1.36 trillion from 2022 through 

2031, when the tax cuts are scheduled to expire.[67] Other simplifying components of the TCJA, 

such as elimination of the Pease limitation and the Alternative Minimum Tax, should also be 

prioritized for permanence. 
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Other options to lower marginal rates include consolidating the current seven brackets into three 

with a top rate of 35 percent, which would increase long-run GDP by 1.3 percent at a budgetary 

cost of about $2.7 trillion over 10 years after accounting for economic growth.[68] 

Offsetting the budgetary cost of lower marginal rates can be accomplished through many 

different base-broadening options. Under current law, health insurance provided by employers is 

not included as taxable income, which leads employees to favor health insurance over regular 

wages as compensation. The distortion leads to more spending on overly comprehensive 

insurance plans than would otherwise occur, creating upward pressure on health-care costs. The 

exclusion for employer-provided health insurance is estimated by the Treasury Department to 

cost $3.0 trillion over 10 years, making it the single largest tax expenditure.[69] The exclusion 

also affects payroll tax receipts; the Treasury Department estimates it will reduce payroll tax 

receipts by $140 billion in 2022 and by more than $1.6 trillion from 2021 through 2030. As an 

alternative to revoking the entire exclusion, it could be capped so that health insurance benefits 

above the cap would be taxed as ordinary income. 

A number of other exclusions narrow the income tax base and lead to significant distortions, 

such as the exclusion for municipal bond interest, which Treasury estimates costs nearly $291 

billion for individuals over 10 years. 

While much smaller, and scheduled to expire over the next decade, tax credits for energy-

efficient home improvements and electric vehicles are disproportionately claimed by wealthier 

households[72] and are relatively inefficient ways to encourage the use of cleaner energy sources. 

Other potential offsets would raise large amounts of revenue but would need to be weighed 

against substantial economic costs. For example, eliminating the deduction for state and local 

taxes would raise nearly $1.6 trillion over 10 years and reduce long-run GDP by 0.7 

percent,[73] while eliminating the home mortgage interest deduction would raise nearly $1.0 

trillion and reduce GDP by 0.7 percent.[74] 

As Table 3 illustrates, many options are available to broaden the tax base and offset the cost of 

lower tax rates in a revenue neutral fashion to stabilize the federal budget and grow the economy. 

Inflation index structural features of the tax code not indexed for inflation (where 

appropriate) 

Inflation indexing some parts of the individual income tax code, namely structural elements like 

brackets, is relatively straightforward. Currently, ordinary income tax brackets are adjusted for 

inflation to help prevent bracket creep–which occurs when inflation pushes taxpayers into higher 

tax brackets even though their income may not be higher in real terms. Several other provisions, 

like the standard deduction, EITC, and the refundable portion of the CTC, are also indexed for 

inflation. 

Some structural provisions, however, are not indexed to inflation. 
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When measuring taxable income, it makes sense to subtract capital losses as capital losses offset 

capital gains. Having a limit on capital losses helps prevent abuse of the provision, but the limit 

should be increased from the current law of $3,000 to reflect the significant inflation that has 

occurred between 1978 and today, and adjusted going forward.[75] 

The Net Investment Income Tax (NIIT) is a 3.8 percent tax on investment income for married 

tax filers earning over $250,000 in adjustable gross income and for single filers earning over 

$200,000 in adjustable gross income. Its thresholds have not been adjusted since the law was 

introduced a decade ago, so more taxpayers will be pushed into paying the NIIT although it 

initially targeted the very rich alone. 

Outside of the structural elements, the income tax base itself is inherently prone to complex 

issues related to inflation. For instance, under current law, taxpayers pay capital gains tax on the 

difference between the purchase price of an asset (also known as the basis) and the price when 

sold. The basis, however, is not adjusted for inflation, so while on paper it may look like 

someone earned income, after accounting for inflation it is possible they may have lost money. 

Adopting a system of universal savings accounts, to the extent it broadly applies, would 

effectively address the problem of taxing nominal capital gains. 

In combination, inflation indexing the structural elements of the code currently not indexed and 

adopting universal savings accounts would better account for inflation in the tax code, providing 

more certainty for taxpayers, reducing penalties on saving, and strengthening financial security. 

Conclusion 

As the American people step into the post-pandemic era, policymakers must keep up, or they risk 

jeopardizing the economic growth and opportunity our changing economy can offer. 

Implementing the business and individual tax reforms outlined here would align the tax code to 

greater economic growth and opportunity for American businesses and people. By reducing the 

tax code’s current barriers to investment and saving and simplifying its complex rules, 

lawmakers would greatly enhance the ability of Americans to pursue new ideas, create more 

opportunities, and build financial security for themselves and their families. 
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