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Buffett Rule Bill Before the Senate Is a
Small Step Towards Tax Fairness

Congress should approve Senator Sheldon Whitehouse’s proposal to implement the “Buffett
Rule” to raise badly needed revenue and make our tax system fairer, but should also recognize
that this must be followed by far more substantial reforms. In particular, Congress can’t stop
at limiting breaks for millionaire investors but should completely repeal the personal income
tax preference for investment income, as President Ronald Reagan did in 1986.'

A previous CTJ report concluded that Senator Whitehouse’s bill would raise $171 billion from
2013 through 2022.” The non-partisan Joint Committee on Taxation (JCT) has estimated that it
would raise much less revenue, probably because JCT overestimates behavioral responses to
changes in tax rates on investment income.’ But even if Senator Whitehouse’s bill would raise
$171 billion over a decade, that’s only a fraction of the $533 billion that CT] estimates could
be raised by completely ending the tax preference for investment income.

Why We Need the Buffett Rule

The “Buffett Rule” is the principle, proposed by President Barack Obama, that the tax system
should be reformed to reduce or eliminate situations in which millionaires pay lower effective
tax rates than many middle-income people.

An earlier report from Citizens for Tax Justice explains how multi-millionaires like Warren
Buffett who live on investment income can pay a lower effective tax rate than working class
people.* As the report explains, there are two reasons for this. First, the personal income tax
has lower rates for two key types of investment income, long-term capital gains and stock
dividends. Second, investment income is exempt from payroll taxes (which will change to a
small degree when the health care reform law takes effect).’

The report compares two groups of taxpayers, those with income in the $60,000 to $65,000
range (around what Buffett’s secretary is said to make), and those with income exceeding $10
million.

For the first group, about 90 percent have very little investment income (less than a tenth of
their income is from investments) and consequently have an average effective tax rate of 21.3
percent. For the second group (those with incomes exceeding $10 million), about a third get a
majority of their income from investments and consequently have an average effective tax rate
of 15.3 percent. This is the fairness problem that the “Buffett Rule” would address.



Millionaires with Investment Income Pay Lower Tax Rates than Many Middle-Income Taxpayers
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* Investment income includes short-term and long-term capital gains, qualified and unqualified dividends, taxable interest and tax-exempt interest
Under the federal personal income tax, long-term capital gains and qualified dividends are subjectto a top rate of 15% while other income is taxed
at"ordinary" rates (except for tax-exempt interest which is not taxed at all). None of these types of income are subject to federal payroll taxes.

** The effective tax rate is combined federal personal income and payroll taxes as a percentage of total reported income. Payroll taxes include those
paid directly by the employee and those paid directly by the employer because economists agree that the employee ulimately bears even the
employer side of the tax, in the form of reduced wages and benefits. These figures do notinclude the effect of the temporary payroll tax holiday,
which is not a part of the permanent tax rules.

The Best Way to Implement the Buffett Rule: End the Tax Preference for Investment Income

The most straightforward way to implement the Buffett Rule would be to eliminate the
personal income tax preferences for investment income. This would mean, first, allowing the
parts of the Bush tax cuts that expanded those preferences to expire. Second, Congress would
repeal the remaining preference for capital gains income, which would raise $533 billion over
a decade.

When President George W. Bush took office, the top tax rate on long-term capital gains was
20 percent, and the tax changes he signed into law in 2003 reduced that top rate to 15
percent. The same law also applied the lower capital gains rates to stock dividends, which
previously were taxed as ordinary income. If the Bush tax cuts, which were extended through
2012, are allowed to expire, then capital gains will again be taxed at a top income tax rate of

20 percent (meaning there  mpact of Taxing Long-Term Capital Gains
will still be a tax as Ordinary Income in 2014
preference for capital Income Average |Total Tax Change| Average [Percentwith| Share of
gains) and stock dividends Group Income ($billions) Tax Change |Tax Increase | Tax Increase
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like any other type of Second 20% 29,474 0.1 3 4% 0%
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should be allowed to Top 1% 1,634,204 37.4 25,507 72% 80%
expire at the end of this 2= $81,089 $46.7 $314 14% 100%

year. In addition, Congress
should repeal the capital

Note: This proposal would raise atleast $46.7 billion in 2014, depending on
behavioral effects.
Source: Institute on Taxation and Economic Policy (ITEP), March 2012.
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gains break that will still exist (the special rates not exceeding 20 percent). Under this
proposal, capital gains would simply be taxed at ordinary income tax rates. This would raise at
least $533 billion over a decade.® The table above shows that 80 percent of the tax increase
resulting from eliminating the capital gains preference would be paid by the richest one
percent of taxpayers in 2014.

Senator Sheldon Whitehouse’s Buffett Rule Bill

Senator Sheldon Whitehouse of Rhode Island has introduced a bill that would take a more
roundabout approach to implementing the Buffett Rule by imposing a minimum tax equal to
30 percent of income on millionaires. This would raise much less revenue than simply ending
the break for capital gains, for several reasons.

First, taxing capital gains as ordinary income would subject capital gains to a top rate of 39.6
percent in years after 2012, while Senator Whitehouse’s minimum tax would have a top rate of
just 30 percent. Second, the minimum tax for capital gains income would effectively be even
less than 30 percent because it would take into account the 3.8 percent Medicare tax on
investment income that was enacted as part of health care reform. Third, while most capital
gains income goes to the richest one percent of taxpayers, there is a great deal of capital gains
that goes to taxpayers who are among the richest five percent or even one percent but who
are not millionaires and therefore not subject to the Whitehouse proposal.

Other reasons for the lower revenue impact of the Whitehouse proposal (compared to
repealing the preference for capital gains) have to do with how it is designed. For example,
Senator Whitehouse’s minimum tax would be phased in for people with incomes between $1
million and $2 million. Otherwise, a person with adjusted gross income of $999,999 who has
effective tax rate of 15 percent could make $2 more and see his effective tax rate shoot up to
30 percent. Tax rules are generally designed to avoid this kind of unreasonable result.

The legislation also accommodates those millionaires who give to charity by applying the
minimum tax of 30 percent to adjusted gross income less charitable deductions.

These provisions would not be necessary if Congress took the more straightforward approach
of simply ending the tax preferences for investment income, which would simply require that
all income be taxed at the same rates.

! The Tax Reform Act of 1986, signed into law by President Ronald Reagan, ended the tax preference for capital
gains and resulted in a personal income tax that imposed the same rates on all types of income.

2 Citizens for Tax Justice, “Policy Options to Raise Revenue,” March 8, 2012.
http://ctj.org/pdf/revenueraisers2012.pdf




* The Joint Committee on Taxation (JCT) estimated that Senator Whitehouse’s bill would raise $47 billion over a
decade. James O’Toole, “Buffett Rule would Raise Less than $5 Billion in Taxes a Year,” March 20, 2012.

tp:/money.cnn.com/2012/03/20/news/economy/buffett-rule-analysis/index.htm CTJ’s report, “Policy Options to
Raise Revenue,” includes an appendix that describes the literature concluding that JCT overestimates behavioral
responses to taxes on capital gains.

* Citizens for Tax Justice, “How to Implement the Buffett Rule,” October 19, 2011.
http:/www.ctj.org/pdf/buffettruleremedies.pdf; Citizens for Tax Justice, “The Need for the ‘Buffett Rule’: How
Millionaire Investors Pay a Lower Rate for Middle-Class Workers,” September 27, 2011.

http:/www.ctj.org/pdf/buffettrulereport.pdf

> The health care reform law effectively expanded the Medicare tax to include a top rate of 3.8 percent and to
apply to investment income for taxpayers with adjusted gross income in excess of $250,000 for married couples
and $200,000 for single taxpayers.

® Figures used here incorporate the assumptions of the Congressional Budget Office that capital gains income will
decline in 2013, presumably in response to the end of the Bush tax cuts, and then quickly recover in years after
that.



