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Introduction
In February 2009, President Barack Obama issued his first budget, a budget that resulted in a federal deficit
of $1.3 trillion. The title of the budget, “A New Era of Responsibility,” had partners in rhetorical exorbitance
in its subheadings: “Inheriting a Legacy of Misplaced Priorities,” “Ignoring Our Long-term Challenges,” and
“Failure to Invest in Our Future.”
Another of the subheadings tipped off a grass-roots political phenomenon that would flower in 2011
and continues to develop in the election year of 2012. This subheading was titled, “Growing Imbalance:
Accumulating Wealth and Closing Doors to the Middle Class.” The section that followed laid out an
argument now familiar to many:
“For the better part of three decades, a disproportionate share of the Nation’s wealth has been accumulated
by the very wealthy. [Yet] instead of using the tax code to lessen these increasing wage disparities,
changes in the tax code over the past eight years exacerbated them. … By 2004, the wealthiest 10 percent
of households held 70 percent of total wealth, and the combined net worth of the top 1 percent of
families was larger than that of the bottom 9 percent. In fact, the top 1 percent took home more than 22
percent of total national income, up from 10 percent in 1980.”1
This section of the budget went on to cite research by economists Thomas Piketty and Emmanuel Saez of
a few years earlier as the basis of these calculations. It was Piketty and Saez who had first developed the
concept of the “top 1%.” Prior to their research, the convention was to measure income shares in “quintiles,”
which corresponded to the top 20%.
This econometric esoterica was thus fated not only to make an impact in the scholarly journals. It would
find its way into an ideologically informed and rhetorically bloated inaugural presidential budget, and in
2011 it became the motif of an astonishing display of political activism: the “Occupy Wall Street/Main
Street” movement of 2011. “We are the 99%,” the slogan of the movement, was a homage to the Piketty-Saez
research that the first presidential budget had put in lights two years before.
The feedback loop reached its culmination in Obama’s State of the Union address of January 2012, an address
which effectively kicked off the President’s reelection campaign. As the address proclaimed, “No challenge
is more urgent. No debate is more important. We can either settle for a country where a shrinking number
of people do really well while a growing number of Americans barely get by, or we can restore an economy
where everyone gets a fair shot.” The means to do this, as the president outlined, was to ensure tax increases
on those earning more than $250,000 per year, and a guarantee that the effective tax rate of those making $1
million per year was at least 30%.2
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The self-referentiality of the whole process was distinctive. Piketty and Saez identified an
income phenomenon within the top 1%. The Obama budget picked up the research and laid
emphasis upon it. The Occupy Wall Street movement took the research conclusion as their
slogan, and as that movement made its mark, the President reintroduced the theme as the
crux of his re-election mission.
The critical question at the center of it all is as follows: are Piketty and Saez correct? If they
are not, or if they are being misinterpreted, a house of cards involving America’s political
and economic fortune tellers stands to tumble down.

It is thus possible, and
indeed likely, to have
a situation where,
on account of tax
increases on the rich,
inequality goes down
along with the living
standards of the lower
classes. However, it is
just as likely that the
living standards on the
lower classes go up as
inequality widens.

Tax Progressivity, Growth, and Equality
The implication of the President’s budget and speeches, the Occupy Wall Street movement,
and the Piketty-Saez research is that the income tax bears responsibility for redressing
matters of income inequality in the United States. The logic is as follows: if following periods
of tax cuts, the income inequality gap increases, then tax cuts have made the economic
division worse among the classes. If, rather, following periods of tax increases, the income
inequality gap decreases, a clear benefit in the form of social leveling accrues to those tax
increases.
An important limitation of this perspective is that it takes no account of any absolute
increase or decrease in living standards on the part of the lower classes. Studies of the matter
have shown that in every recent interval of American history, and certainly from 1980 to the
present, living standards and real income have risen for virtually everyone. The only express
concern of the Piketty-Saez research and its co-operatives in politics is with the share going
to each income group. It is thus possible, and indeed likely, to have a situation where, on
account of tax increases on the rich, inequality goes down along with the living standards of
the lower classes. However, it is just as likely that the living standards on the lower classes
go up as inequality widens.3
At any rate, we have not always had the great limiter of the Piketty-Saez research, the
progressive income tax. Only for the past 100 years has the Constitution permitted an
income tax. The tax began in 1913 (there were antecedents in the Civil War), and it has
ranged wildly in the rate it has exacted on top incomes. Initially that rate was 7%, but as
early as 1918 it was astronomically higher, at 77%. In the 1920s, the top rate bottomed at
24%, but then from 1932 to 1944 ranged between 63% and 94%. Top rates over 90% held
through World War II until the mid-1960s, when they started a march down, first to 70%,
under President John F. Kennedy’s tax-cut plan, and to 50% in 1982 and 28% in 1986 under
President Ronald Reagan. Since 1991 the top rate has oscillated between 31% and 40% and
has currently settled at 35%.4
The basic argument of those inspired by the Piketty-Saez research is that the top rate of the
income tax has varied indirectly with income inequality. They argue that the higher the rate
the smaller that the gap has been between the rich and the poor. In addition, in this view,
the progressivity of the tax code—whereby there are many rates, each higher one applying
to a higher level of income—has worked to stall out any gathering inequality by taking a
healthy proportion of new income away from those getting rich. For example, in the 1950s,
when there were 24 rate brackets leading up to a top rate of 91%, inequality was low. For
contrast, in 2004 (if not the present day), when there were four brackets leading up to a top
rate of 35%, inequality was high.
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Yet as should be apparent from the contraption like nature of the tax system described
above, there clearly must be efficiency costs to redressing an inequality situation through
high and progressive taxation. Specifically, the income tax at its highest and most involved
levels must function as a deadweight cost on the economy, stifling initiative and production.
This could come in the form of tax compliance and avoidance activities, as opposed to
dedication to real sector production on the part of income earners, as well as opting for
leisure over work on account of high taxes.
Many studies have been made assessing such costs, and numbers in the hundreds of billions
of dollars in foregone output are the norm as the bottom line. Yet perhaps the most telling
statistic is as follows: Prior to 1913, the year the income tax (as well as the Federal Reserve)
came into being, the American economy grew at an annual rate of about 4% per year. Since
1913, that rate has been 3.2%.5
That differential, of 0.8%, proves enormous. Had the U.S. economy continued to grow at
a 4% rate, it would be more than double the current size. Since invariably some portion
of that tremendous foregone growth would have accrued to the lower classes—even at an
unequal rate—we can say with credibility that had conditions not changed in 1913, the poor
and middle class would be better off today. The very mechanism for reducing inequality, the
progressive income tax, contributed to a precipitous decline in the trend of living standards
for those not at the top of the income scale.6

Prior to 1913, the year
the income tax (as well
as the Federal Reserve)
came into being, the
American economy
grew at an annual rate
of about 4% per year.
Since 1913, that rate
has been 3.2%.

This is a rich irony, and one not at all lost on those who devised the income tax. In what
follows, the early history of the income tax will be discussed as an illustration of the pitfalls
of addressing inequality matters through means of onerous progressive taxation. This
will bring us to the great base year of the Piketty-Saez research, 1960, the peak of income
equality and social leveling—and also a recession year marking the end of a dismal dozen
years of subpar growth. In turn, we shall follow the vagaries of the Piketty-Saez research as
it aims its fire on the Reagan and George W. Bush tax cuts, and see if the research skips over
imperative issues of what income and equality really are.

From Tariff to Income Tax
Before 1913, the principal means of government revenue (aside from land sales) came
from tariffs on imported goods. In general, in this period, the United States maintained
a balanced budget, and federal spending displaced about 2% of GDP per year—a tenth of
today’s level. Yet the tariff was an uncommonly contentious political issue. In the pre-Civil
War period, more lines in the Congressional Record were devoted to tariff debates than any
other issue—slavery included.7
The main matter at stake was the way the tariff distributed benefits and burdens. The tariff
benefited American home-goods manufacturers who faced competition from abroad, while
burdening American consumers who could not save money by buying cheap imports.
Additionally, the tariff hurt American exporters, in what became known as the “Lerner
symmetry,” after the economist Abba Lerner. The “Lerner’s symmetry” proposed that the
increase in the general price level that resulted from the tariff raised the cost of inputs to any
export industry, thus making it less competitive.
The Congressional hurly-burly over the tariff generally led to what is known as a “revenue
tariff ” as opposed to a “prohibitive tariff.” The idea—familiar to those conversant in the
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Laffer curve—was that in the rate schedule of the tariff, there was a level past which the
tariff would gain less revenue than if rates were lower. Before that point, the tariff was a
revenue tariff, in that it briskly generated government receipts. After that point, it was
a prohibitive tariff, in that it functioned poorly as a receipts generator and only had the
effect of prohibiting imports. Revenue tariffs generally passed muster in Congress over
prohibitive tariffs because revenue tariffs could claim a greater constituency—the public at
large was interested in avoiding further taxation, as opposed to a narrow group of homegoods manufacturers who were interested in avoiding taxation.

At the very institution of
the income tax in 1913,
there was a national
consensus that it was
in everyone’s interest
for the rich to be as
economically productive
as possible. For should
the productivity of the
rich lessen, on account
of heavy taxation, the
revenue fruit of that
taxation would fall,
creating a new burden
on the lower classes in
the form of revenue
exactions.

Appropriately, therefore, tariff debates before 1913 were shot through with reflections about
what was fair and unfair, equal and unequal in the current system of federal revenue-raising.
The general sense was that it was unfair to have a small group of manufacturing interests
benefiting from a prohibitive tariff, while the government had to rely on other means of
taxation (such as excises on tobacco and alcohol), and more fair to discourage imports only
to the point where people could start not affording them, as in the revenue tariff.
And yet, there still remained the feeling across political constituencies that an entirely
alternative system of taxation, called an income tax, could remove the special advantage that
existed under a revenue tariff, namely those accruing to domestic manufacturing interests,
Instead of distributing the tax burden on the public at large through a tariff, and in a way
that distinctly benefited a minority of the rich (the domestic manufacturers), why not have
a system where only the rich paid taxes, and did so evenly?
With an income tax leveled exclusively at high earners, there would be no special group
among the rich who would benefit from the tax, as was the case with the tariff and those
home manufacturers facing competition from abroad. Rather, the rich would pay the same
rate of tax across-the-board.
Moreover, with an income tax leveled exclusively at high earners, the burden of taxation
would fall not at all on the lower classes. Even under the revenue tariff, consumers at large,
including all segments of the class spectrum, bore the brunt of the tax. Under an income tax
exclusively on high earners, all revenue requirements of the state would come from the rich.
This point is worth enunciating in view of the today’s distemper surrounding issues
of income inequality and tax progressivity. One of the chief reasons the income tax was
instituted in 1913 was to ensure that only the rich paid taxes. As a necessary corollary, that
tax could not be onerous. For if the income tax was too onerous, it would cease to yield
sufficient revenue, and the government would have to find alternative revenue sources from
the lower classes.
Thus at the very institution of the income tax in 1913, there was a national consensus that it
was in everyone’s interest for the rich to be as economically productive as possible. Should
the productivity of the rich lessen, on account of heavy taxation, the revenue fruit of that
taxation would fall, creating a new burden on the lower classes in the form of revenue
exactions. In the name of the living standards of the lower classes, in 1913, the tariff got cut
down at an optimally low tax rate of 7% on high incomes.
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Getting Off Track and On Again
On its arrival, the income tax was an attempt to put to bed the most deliberated issue in
American political economy to date: the uneven incidence of taxation caused by a tariff.
However, the new system would fail if the rich were not permitted to flourish. Any dampening
of the rich’s potential to make a killing would make the income tax itself prohibitive, and
force the government to go searching for revenue sources among the less affluent. The top
tax rate had to be set with extra sensitivity to the freedom of the rich to make money.
There was one wild card in the whole situation. This was the size of government. If
government remained small, it would be possible to charge the rich to pay for it all. But if
government should increase in size, exactions would have to fall on more people than just
the rich, rendering void the very achievement of the income tax’s replacement of the tariff.
Sure enough, within four years of the income tax’s enactment, the United States found
itself in a resource devouring war—World War I. Quickly federal expenditures ballooned
to 24% of GDP, and income tax rates on the rich were raised mightily. Furthermore, the
lower classes were also affected, as the tax code now applied to anyone making over $1000
($22,000 in today’s terms) and included 56 progressive brackets. The marginal rate of the
income tax increased from 7% in 1914 to 77% in 1918.8
Receipts cascaded into the Treasury (real revenue to the federal government went up by 2.5
times), but not enough to cover expenditures by a long shot. By 1918, the deficit was near
$10 billion. Raising taxes further was out of the question. Therefore, the US made a series
of bond issues, with the curious provision that interest on the new “liberty bonds” would be
exempt from federal taxation.9

In the 1940s, the Fed
loosened so that the
government might pay
off its debt. In the
early 1960s, it did so
out of the belief that
an economy having
trouble getting out
of the blocks could
be stimulated by
government programs.

It was quite a parlay. Recognizing that tax rates were so punitive that they could yield no
more revenue, but still wanting people to finance the newly hefty state, the government
added a tax-exempt means of conducting dollars to the Treasury for those with disposable
wealth.
The result was a bit more than the government had bargained for. En masse, those facing
the highest tax rates abandoned investments in the real economy such as railroads, housing,
and industry because returns on these investments minus taxes were now nil. The high
income investors opted instead for the liberty bonds, and the bonds interest rates were set
artificially high. The investment crisis in the real economy got so bad that from 1919 to 1921
the United States suffered one of the worst depressions in its history, with output grinding
downward, stocks taking a 47% cut, and unemployment reaching 12%.10
It was a moment of truth. Big government had soaked the rich through and through, first by
high taxes and then by bond sales, and had made inroads in doing so to the lower classes.
The result was not only a fiscal house in disorder, but an economy as well. Either the lower
class would have to fund a larger part of the tax burden, or government would have to
shrink in order to enable the rich to carry the full burden of financing the government. The
fortunes of the real sector hung in the balance.
The choice for the latter option distinguished Andrew W. Mellon’s term as Secretary of the
Treasury under Presidents Harding and Coolidge, beginning in 1921. As Mellon wrote in
1924:
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“The existing system of taxation was framed to meet war-time conditions. But with
the passing of those conditions, and the continuance of the unscientific tax rates, the
burden is now being borne chiefly by the man of initiative attempting to make money
under the usual conditions of business competition. These rates bear most heavily on
the producer, the salaried man, and those engaged in trying to make a competence
for their later, unproductive years. They penalize principally the middle incomes,
while permitting wealth to escape by investment in tax-exempt securities and by other
California
Texas
available methods. … We
have a system
that increases the actual tax burden on the men
10.30%
of moderate incomes and allows many
of the largest incomes to escape taxation.”11
9.30%
12.00%
10.00%

8.00%

When the Great
Depression hit in the
early 1930s, the
federal government lost
its nerve and raised
taxes. In 1932, as the
economy was in free
fall, the U.S. took the
marginal rate of the
income tax all the way
up to 63%. By the end
of the decade, that rate
was 79%.

Mellon proposed a system whereby tax rates would be cut across-the-board and maximized
at 25%, with the threshold of income subject to taxation raised substantially. The result would
be three-fold: first, only those with large incomes would be subject to taxation; second, rates
on these high earners would0% be low enough0% such that the tax system would be productive of
revenue; and third, the
low rates would
free up high earners to throw themselves into real
Top Marginal Tax Rate
Marginal Tax Rate Paid by Median
economic activity. The public stood toHousehold
benefit all around. Government could finance itself
without recourse to taxing the lower classes, while ensuring that the rich devoted resources
in the private sector in a way that bolstered investment, employment, and growth.
6.00%
4.00%
2.00%
0.00%

The hard lessons learned in the tariff years thus bore fruit in the Mellon period as the
Treasury Secretary sought a “revenue tax” on the rich—that is to say, a tax that got the most
out of the rich on account of permitting them to prosper in a maximal fashion.
Once again, the wild card was government size. The whole solution stood to collapse if
wartime levels of spending were to be maintained. In point of fact, they were not. Federal
spending in the 1920s was one-sixth of the wartime peak. Sure enough, receipts from the
newly shorn income tax, focused on optimizing the rich as it was, exceeded outlays every
year of the 1920s.
As for the real economy, the nation saw one of the greatest eras of prosperity it had ever
seen, the Roaring ’20s, in which the United States blew by its trading partners in Europe
with nearly 5% per year economic growth. In terms of “inequality,” there had never been a
clearer instance in American history of placing the burden of federal exactions on the rich,
while also allowing the rich to finance a general boom, a boom that removed the scourges of
the working class like unemployment, layoffs, negative growth, price instability, and limited
prospects from the economic scene.

The 91% Era
When the Great Depression hit in the early 1930s, the federal government lost its nerve and
raised taxes. In 1932, as the economy was in free fall, the U.S. took the marginal rate of the
income tax all the way up to 63%. By the end of the decade, that rate was 79%.
None of this was productive in terms of revenue or economic growth. Federal receipts
exceeded the 1920s peak by the late 1930s, and this was despite a trebling of the top income
tax rate. From 1929 to 1939, ex-government real GDP per capita growth was negative.
Clearly, the income tax had now become a prohibitive tax as opposed to a revenue tax.
As the tariff debates had long before foretold, the inverse of this reality was that the rich
were not acting enough in the real economy for the lower classes to benefit. In the 1930s,
the rich developed all sorts of strategies to shield their income from exaction. It got so
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bad that at one point President Franklin Roosevelt conspired to get through Congress
an “undistributed profits tax” upwards of 27% to enable the federal government to get its
hands on corporate earnings not dished out to stockholders as dividends.12
The coming of World War II convinced the government to continue in its ways, indeed to
become even more exacting than it had been in World War I. By 1944, three major changes
had come to the income tax: First, the top rate was upped all the way to 91%, in fact with
a surcharge that for two years made it 94%. Second, the bottom rate was taken from 4% to
23%, and subjected all incomes over $500 ($5,000 in today’s dollars) to the tax. And third,
withholding began, preventing people from paying taxes in a lump sum at the end of the
year and dunning every paycheck. On top of all this, the federal government issued war
bonds—the proceeds of these not exempted from taxation—to such a degree that federal
debt in 1945 stood at 115% of GDP.13
The 91% top rate was fated to last for quite some time, all the way until 1963. The economic
results that flowed from that rate were not so rosy as is commonly supposed. 1944, the year
that 90%plus rates were introduced was a peak year in the business cycle. Over the next
sixteen years, until the election of John F. Kennedy on a tax-cutting platform in 1960, the
U.S. would endure five recessions and an annual growth rate of all of 1.9%.14
“Postwar prosperity” of lore was not so sure a thing, or a phenomenon of the late 1940s
and 1950s, as is commonly supposed. The only reason the generation after World War
II prospered is that the 1960s lifted it up. Cumulative growth was 53% over nine years
(inclusive of no recessions) from 1960 to 1969, whereas the rate of cumulative growth was
37% over 16 years from 1944 to 1960. The secret to postwar prosperity, and the general
largesse it spread across the income classes, was that it was actualized only by the taxcutting years that came during the 1960s.

The secret to postwar
prosperity, and the
general largesse it
spread across the
income classes, was that
it was actualized only
by the tax-cutting years
that came during the
1960s.

Piketty and Saez
The preceding pages have sketched a history of the interaction between federal tax rates,
the size of government, economic growth, and the prosperity of the economic classes
over the first six decades of the 20th century. Let it be said, however, that this is not the
only interpretation of that history; Piketty and Saez, the vaunted researchers of income
inequality, have also drawn an outline of this era, and it strikes very different notes.
In the Piketty-Saez view, income inequality in the United States underwent a profound
transformation during the middle decades of the 20th century. Specifically, it went down
from a plateau that had been the norm in the early years of the income tax and in the latter
portion of the Gilded Age. In the 1910s and 1920s, as Piketty and Saez have it, the top tenth
of earners captured between 40% and 45% of all income in the nation; the top one percent
captured about 18% of national income; and the top hundredth of 1% captured about 3% of
national income, with the members of this tiny upper echelon making fully 400 times more
than the average person. Again, this takes no account of whether the lower classes may have
been bettering their position as these inequality statistics solidified in the Roaring ’20s.15
According to Piketty and Saez, with the Great Depression of the 1930s and the souping
up of progressive taxation in the 1940s, things shifted mightily. The top tenth of earners
now captured only about a third of national income, the top one percent only about 8%,
and the top hundredth of one percent only about 0.5%. Thus did the top tenth’s share of all

www.laffercenter.com

9

income in the nation go down by one-third; that of the top 1% by about half; and that of
the very highest earners by a factor of six, with the very richest making now only 50 times
the average.
The curious thing was that this phenomenon held. From the 1950s until the early 1980s
the income shares of these top percentile groups stayed at the low levels established in the
1930s and 1940s.

Kuznets remained an
ardent advocate of
industrialization, in
that every episode of
it portended not merely
an ultimately decreasing
arc of inequality, but
higher living standards
for everyone involved.

Piketty and Saez then take the story further, into the 2000s, proposing that in the generation
since 1980 the inequality parameters of the original period have once again asserted
themselves. By 2000, the income share of the top tenth of earners had marched back up to
between 40% and 45%, the top 1% of earners were up to 17%, and the top hundredth of 1%
of earners were back up to 3% (with this group taking home 250 times the average). These
latter numbers were so identical to those that had prevailed in the earlier portion of the
century and so much higher than those that had come in the middle decades that if the data
points were plotted on a graph they would form the letter “U.”
This proved to be a rich irony, in that the canonical research on economic inequality conducted
in the 1940s by Nobel Prize recipient Simon Kuznets, showed that societies that go through
economic modernization, that experience economic inequality, follow an inverse-U pattern.
In the Kuznets analysis, it is only early in the process of industrialization and modernization
that economic inequality in a society rises. With the progress of economic development,
workers gain so many skills that they, out of necessity, gain more pay, causing a cascading
downward shift of inequality back to the original position.16
Kuznets remained an ardent advocate of industrialization, in that every episode of it
portended not merely an ultimately decreasing arc of inequality, but higher living standards
for everyone involved. According to Kuznets, it is worth going through periods of rising
inequality in the context of economic development, not only because that inequality will
diminish over time, but because everyone is getting better off throughout the whole process
in absolute terms. At the end of the “Kuznets curve,” the inverse-U, the inequality ratio is
the same before and after an industrial revolution. However, everybody—both the rich and
the poor—are better off.
This is something that Piketty and Saez entirely decline to entertain. The focus of the
Piketty-Saez research is on the ratio of the reported income of the rich to that of the lower
classes. There is little concession that whatever that ratio, the lower classes—and all classes—
might be getting better off as the economy grows. Yet this was the very premise of Kuznets
literature which Piketty and Saez profess to be updating.

The Golden Era: Not Always So Golden
The golden era of the Piketty-Saez data series is the 1940s through the 1970s. “The evidence
suggests,” as the two authors write, “that the 20th century decline in inequality took place
in [this] very specific and brief time interval.” This was when the top income echelons
took home decidedly less than in the 1930s and before, and the 1980s and after. Yet as has
already been made clear, the 1940s and 1950s were no time to be celebrating the general
course of the economy because recessions were frequent and growth was slow. Whatever
the compression of income inequality in this period that Piketty and Saez were able to show,
it came at the cost of economic sluggishness.17
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An exception to this trend finally came in the 1960s when growth boomed at 5% per year,
unemployment tumbled, and stocks went on a tear, as the Dow Jones Industrial Average
crossed 1000 for the first time. The historical record clearly shows that this action in the
economy resulted from the tax-cut-stable-money policy put into place by President John F.
Kennedy and his successor Lyndon Johnson from 1962 to 1965.
During those years, all rates of the income tax were cut, in particular the marginal rate
faced by the highest earners. The top rate of the income tax went down from the slowgrowth-accompanying 91% rate to a 70% rate. Every other bracket of the income tax was
cut accordingly, some by 30%, with the bottom rate falling from 20% to 14%.
In these years, income inequality as measured by Piketty and Saez remained at its low level
through the implementation of tax cuts. Here is the only example in the four decade run of
minimized income inequality extolled by Piketty and Saez that was characterized by serious
economic growth. Again, this promising era was actualized not by efforts at maintaining
the progressive income tax structure, but by as significant a cut in the marginal rate of the
income tax as had occurred since the Andrew Mellon days of the 1920s.
Other than the 1960s, where the price was borne broadly by the public in the form of a goslow economy, income inequality was indeed moderate throughout several decades in the
middle of the century. Whatever the virtues of the Piketty-Saez research, it fails to indicate
this clear historical trend: that the approximation of income equality usually comes in the
form of a trade-off, and the thing that is swapped out is economic robustness.
As for the 1970s, they represented a reversion to the old questionable trend. There was a
recession in 1969-70 that puzzled the experts. Not only was it an unusual double-dip—where
the initial recovery from the recession stalls out into a second recession before real recovery
begins—it had the strange feature of unemployment and inflation rising simultaneously.
The 1969-70 event would occur two more times over the next dozen years, in 1974-75
and 1980-82, when double-dip recessions came in the context of double-digit inflation and
unemployment.

Whatever the virtues
of the Piketty-Saez
research, it fails to
indicate this clear
historical trend: that
the approximation of
income equality usually
comes in the form of a
trade-off, and the thing
that is swapped out is
economic robustness.

To look at this “stagflation” era, as it was derisively called at the time by those who
experienced it, and to point out that income inequality was held at a low level misses
something essential. Perhaps, in this long decade of minimal growth, the eating away of
savings by inflation, the effective capital-gains tax rate often over 100%, and the chronic
joblessness—the top tenth did only take home a third of all national income, as opposed to
45%, and the top hundredth of one percent did only make 50 times average, as opposed to
400. But it was a miserable time to be a little guy, to try to get by, let alone strive to get ahead.
The most telling example of the pressure felt by the lower classes in the stagflation years was
the crisis in personal savings. As I put the predicament of the petty saver of the time in my
book Econoclasts:
“If one saved one’s pay [in the stagflationary 1970s], that money largely evaporated.
Savings could not be reasonably held in bank accounts, whose rates lagged behind
inflation; nor in stocks, which were experiencing a 75% downturn; nor in bonds, whose
future cash flow diminished with every release of the consumer price index. Savings
could be put in gold, commodities, and land, and indeed they were. But as always these
were tricky investments, with land having an excise tax [in the form of the property tax]
to boot. Saving money became a fine art, an option foreclosed to the masses.”18
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Not, one should say, a time identifiable as a halcyon one for income inequality. If income
inequality is to accrue any social benefit, it must be to the lower classes. Yet the long 1970s
were precisely the period when the lower classes faced one of their most existential of crises:
it became impossible for them to save in any meaningful fashion.
This is why the action taken by the working classes in these years was to devise a substitute
for saving—in the form of wage contracts that promised huge raises and windfalls in the
future. The prime example came in 1973, when the United Steelworkers negotiated an
annual cost of living increase plus 3%. This way, one did not have to save money, in that one
was guaranteed to have an income that increased every year.19

To single out this era,
as Piketty and Saez do,
as a salient one in the
era of approximate
income equality is to
miss the mark badly.
Scourges of the
working class, such as
inflation, the inability
to save anything
for the future, and
unemployment numbers
that reached 11% are
what characterized
these strange and pitiful
years.

To employers, the specter of worker agitation in favor of raises that beat double-digit
inflation was too much to digest. How was corporate cash flow supposed to surpass inflation
by a healthy margin every year? The savings crisis caused by inflation brought about
inordinate wage demands, and these in turn made companies think about downsizing their
workforces—thus fewer wage-demanders to placate. Thus was unemployment a necessary
byproduct of the inflation-savings crisis.
Again, to single out this era, as Piketty and Saez do, as a salient one in the era of approximate
income equality is to miss the mark badly. Scourges of the working class, such as inflation,
the inability to save anything for the future, and unemployment numbers that reached 11%
are what characterized these strange and pitiful years.
Into the bargain, throughout the 1970s, taxes—especially on the rich—were effectively
raised, and by very significant amounts. The tax code was unindexed for inflation, so the
70% top rate set in 1965—and modified in 1969—snared ever more earners, as the 9%
average inflation rate forced people to earn more and more money just to keep up with
inflation. Again, while the effect on income inequality on paper may have been nil, the
following was the clear relationship in the 1970s: progressive taxes went up mightily, and
the poor faced an economic crisis.
As for the rich, Piketty and Saez did a poor job of accounting for their true income in the
1970s. Piketty and Saez do not take untaxed benefits into account in their calculation of
income. Yet it is precisely the kind of income which became fashionable—and intelligent—
for the affluent to accrue in the 1970s, in that it went untaxed. Country club dues, school
tuitions, health fees—if these were paid by the employer, the employer could take the
deduction against taxes, while the employee did not have to declare the income on a tax
return.
Another tactic the rich employed in the 1970s was to hold onto unrealized capital gains,
and use the underlying asset as collateral in a loan. In the case of gold, this asset might
be increasing in value phenomenally, yet on the tax return the only thing that stood to be
recorded was a loan deduction that reduced taxable income.
To be indifferent to the considerable incentives that businesses and high-income earners felt
in the direction of non-wage compensation, asset straddles, and the like, is to be indifferent
to the signature activities of the rich as they strove to earn and arrange their income in the
high-tax environment of the 1970s. Yet Piketty and Saez could not be more incurious in
this regard. As they blithely put it in one of the papers: “Our income measure also excludes
nontaxable benefits such as employer-provided healthcare [and the like].”20
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Tax Cuts Show Us the Money
In the 1980s, taxes were cut precipitously, on the order of what had happened in the 1920s.
In 1982, the top rate was taken down from 70% to 50%, and by 1988, the top rate was all the
way down to 28%. Additionally, the lower tax brackets were outright eliminated, such that
by 1988 there were only two brackets left, the other at 15%. In the late 1980s, the income
tax was as minimally progressive and exacting as it had ever been since the Andrew Mellon
days, if not the earliest days of the tax itself in the few years after 1913.
Economically speaking, there was quite a turnaround. The stagflation of the 1970s and early
1980s bit the dust abruptly. By 1983, inflation was down permanently by two-thirds, to 3%
per year, as unemployment tumbled from 11% to 5%, and growth embarked on a sevenyear run of 4.3% per annum reminiscent of the 1960s. The savings crisis went adios in the
form of bank and bond interest that now easily cleared inflation, and a stock market on its
way to a fifteen-fold leap.
Again, to look at these kinds of real economic metrics shows a historically great economy
that is delivering on its potential. But the Piketty-Saez perspective is to note revanchism to
1920s inequality norms. Quickly in the 1980s, and certainly by the end of the long boom in
2000, the top tenth were getting their 45%, the top 1% their 17%, and the top hundredth of
these top 1% earners their 3% while making 250 times the average earner.
We should not let ourselves get fooled again by these statistics. Clearly, with the plunge in
the marginal rate of the income tax, there was all the more reason to take income in the
form of regular compensation as opposed to benefits. The numbers make this abundantly
clear. A drop in the top income-tax rate from 70% to 28% (and the corporate rate from 48%
to 34%) made the economics of benefits for high income earners a completely different
story.
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In the late 1980s, the
income tax was as
minimally progressive
and exacting as it had
ever been since the
Andrew Mellon days, if
not the earliest days of
the tax itself in the few
years after 1913.

$118.33

$115.00

In the 1970s, a $10,000 employer-sponsored benefit (say for country-club dues or school
fees) avoided a 70% rate on the part of the top earner and gave the employer a $10,000
deduction in corporate taxes. The savings were $7,000 and $4,800 respectively. By the late
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The peculiarity here with respect to Piketty and Saez is that Emmanuel Saez got his career
going in the 1990s by analyzing and confirming precisely this effect. In a 2000 paper, Saez
determined that the top ten percent of earners reveal some 10% more of their real income
as reported income under the conditions of the kind of tax cuts that happened in the 1980s.
This effect is known in economics as the “elasticity of taxable income.” The following was
attributed to Saez and a collaborator in 2000: “We find that [the] response to [tax changes] is
driven largely by the behavior of high income taxpayers; the elasticity of taxable income for
those with incomes above $100,000 [is high], while it is less than one-third [this level] for
other income groups. … [We] suggest that the optimal tax system for most redistributional
purposes consists in [block grants for the poor] with lower marginal rates at higher income
levels.”21
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Yet despite making this arresting and compelling find, in his later, famous work with
Thomas Piketty on income inequality, Saez makes no reference to the elasticity of taxable
income—let alone lower taxes for those upward on the income scale. “Our income measure
also excludes nontaxable benefits such as employer-provided health care [and the like]” is
what suffices.

… over the last decade
economists from
across the profession,
and including in
government, have
estimated the income
of the top 10% to go
down 12% to 15% for
every 10% increase in
taxes.

In the elasticity work, Saez did not differentiate effects with respect to the top 1% and the
top hundredth of that percentile. But looking at the numerical sequence, the “spline,” as it
is called, it is reasonable to suppose that if (as Saez in fact found), the top 10% hides about
10% of its income under high-tax regimens, then the top 1% must do so to a greater degree,
and the top 0.01% to a an even greater degree than that.
For indeed, the literature on the elasticity of taxable income has proceeded apace in recent
years, and these are numbers that are arising in that literature. As Alan Reynolds summarized
the state of the field recently in The Wall Street Journal, over the last decade economists from
across the profession, and including in government, have estimated the income of the top
10% to go down 12% to 15% for every 10% increase in taxes. If the effect were investigated
where it would be sharpest, in the top 0.01 percent of earners fetishized by Piketty and Saez,
then the effect presumably would be above 20%.22
Here is what happens if you apply these figures to the Piketty-Saez inequality sequence.
During the high-tax, high-progressivity 1940-1970 period, the “golden era,” the top tenth
took home 33% of national income. That number should be now increased to 45%—exactly
the number that prevailed in the “bad old days” of the 1920s and the years touched off by
the Reagan revolution in the 1980s. No difference at all in the periods—none. As for the
other interpolated figures, the top 1%’s share of 8% in the 1940s-1970s should be increased
to 14%,and the top 0.01%’s income share should be taken up to 1.1%—considerably closer
to the averages of the “ages of greed.” The bottom line: Piketty and Saez had some of the
tools necessary to show that they were understating the rich’s income in the Keynesian era,
the 1940s, 1950s, 1960s, and 1970s, but declined to use them.
Recently, Piketty and Saez have waded into the elasticity of taxable income literature as all
these developments were blooming in it, only to claim that it is wrong. In their recent papers,
Piketty and Saez claim that the rich hide or otherwise fail to make income in response to tax
increases at one-fifth the rate prevailing in the mainstream literature. But as Alan Reynolds
has pointed out, the Piketty-Saez methods in this regard are so unconventional as to do
nothing to disrupt the consensus in this field. It is telling that in one of his recent articles
on the elasticity of taxable income, Saez’s conclusion is that the topic needs to be researched
more. Indeed: for if the current state of that field is valid, the Piketty-Saez claim about the
U-shaped pattern of income inequality over the past 100 years has to be disregarded.23

The counterstrikes continue
It is not only the level of the rich’s income that the academic literature has bad news for
the Piketty-Saez conclusions. Piketty and Saez are also in trouble when it comes to the
new findings about the income of the lower and middle classes. Piketty and Saez probably
have underreported this, as scholarship has now found, just as they overreported the rich’s
income since 1980.
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A bombshell of a paper put out by the National Bureau of Economic Research last year,
authored principally by Cornell economist Richard V. Burkhauser, offered, in its title; “A
‘Second Opinion’ on the Economic Health of the American Middle Class.” The premise
was simple: measure income conventionally, which means including two things omitted
by Piketty and Saez in their calculations. Building on the precedent Alan Reynolds
had established in his remarkable book Income and Wealth (2006), Burkhauser and his
team counted in their income measures standard non-reported income, health benefits,
government transfers, and the like, which Piketty and Saez had declined to use. In addition,
as had long been typical in the inequality literature before Piketty and Saez, the Burkhauser
paper used “household income” as the basic unit of analysis. Piketty and Saez had used
individual tax filers, of which there could be any number in one household, as the basic
unit.24
Drastic differences resulted from the Piketty-Saez tweaking of the methodology. Whereas
the Piketty-Saez way of doing things had median income increasing at 3.2% total from 19792007—basically stagnant—the Burkhauser’s method saw median income going up more
than ten times that amount, or 36.7%. As the economic commentator James Pethokoukis of
the American Enterprise Institute put it, “that’s a big miss,” and further, “Obama’s inequality
argument just utterly collapsed.”25
Professional economists continue to criticize the Piketty-Saez theory. The University of
Chicago economist John Cochrane has expressed his exasperation at the Piketty-Saez logic.
The questionable thing Piketty and Saez did, to Cochrane, was to attribute corporate income
proportionately to the shareholders in corporations—by and large the rich. As Cochrane
points out, while Piketty and Saez appear to be careful to classify corporate income taxes as
paid by the rich, they do not seem careful to classify corporate income as earned by the rich.
Cochrane says he’d rather not go into the “sausage factory” that made the Piketty-Saez data
set on corporate income and taxes; he’ll be content with “scratching his head.”26

In 1960, the tippy-top
of earners, the highest
0.01%, who faced
a statutory rate of
91%, paid an average
tax rate of 31%.
There was a 60-point
differential between
what the income tax
code implied should be
the average rate of
taxation and what that
rate actually was for the
highest earners.

You can go further on this point than even Cochrane is ready to admit at the moment. For
during the high-tax era of the 1940s-1970s, corporations reported benefits as expenses, and
these benefits were unusually large with respect to wage compensation. Corporate income
was woefully understated on tax returns in this era. Thus, another income factor, beyond
even corporate income, must be added to the data series specifying the income of the rich
during the purported golden era of shrunken inequality.
To say that the totality of the Piketty-Saez research on income inequality is contradictory
and insufficient is thus to hone in on something, and indeed, there are suggestions—
undeveloped ones—in the Piketty-Saez work itself that countervailing dynamics are at
play. One refrain in the Piketty-Saez papers is that since 1980 wage income of the rich has
increased most considerably as a portion of their total income. But the next step is never
taken—to investigate the obvious point that what had been taken as benefits in a high-tax
regime was now taken as wages in a low-tax regime—with the overall income of the rich
possibly staying even with economic growth across the periods.
Then in one of the biggest head scratchers of the Piketty-Saez papers (and Cochrane raises
flags here too) the authors find that the average tax rate of the very top income earners has
held steady over the years, no matter the wild gyration in the marginal rate of the income tax.
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Here are the numbers—straight from Piketty and Saez. In 1960, the tippy-top of earners, the
highest 0.01%, who faced a statutory rate of 91%, paid an average tax rate of 31%. There was
a 60-point differential between what the income tax code implied should be the average rate
of taxation and what that rate actually was for the highest earners.27
All the more startling, when that top tax rate plummeted to 35% in the 2000s, the average tax
rate of the highest earners decreased to 25%. There was a virtual identity between statutory
and average tax rates when income taxes on the rich were low, but a chasm between these
rates when taxes were high.

When that top tax rate
plummeted to 35% in
the 2000s, the average
tax rate of the highest
earners decreased to
25%. There was a
virtual identity between
statutory and average
tax rates when income
taxes on the rich were
low, but a chasm
between these rates
when taxes were high.

This phenomenon of course screams that in high-tax environments the rich move mountains
to shield their income from taxation. Some of this tax sheltering can be done by way of
itemized deductions, but much of it is done outside the context of the tax form, as is the
case with in-kind benefits.
Piketty and Saez are content only to look at tax-form income, despite an intriguing finding by
one of their numbers about the elasticity of tax-form income. True, from a methodological
perspective, it is much easier to look at the potted set of adjusted gross income numbers
from an IRS Form 1040 as opposed to ferreting out how the rich hid their money from all
reporting back in 1960. But this is no excuse. If it is nigh impossible actually to reconstruct,
or to abstract, the real income of the rich in a high-tax environment, then the researcher
should quit the topic. Piketty and Saez, however, do no such thing; rather, they indulge their
shortcoming-ridden data set.

Celebrity and Tarnished Research
Piketty and Saez have set themselves up to make expansive and unmoored claims about
the historical forces behind the phenomenon they observe. “We think that this pattern of
evolution of inequality is additional indirect evidence that nonmarket mechanisms such as
labor market institutions and social norms regarding inequality may play a role in setting
compensation at the top,” wrote Piketty and Saez back in 2003. They went on:
“[During the] Great Depression and World War II, … the income tax acquired its
modern form, and its top marginal tax rates were set very high, in excess of 80 percent.
It is conceivable that such large income tax rates discouraged corporations from
increasing top salaries. During that period, large redistributive programs, such as Social
Security and Aid to Families with Dependent Children were initiated. These strongly
redistributive policy reforms show that American society’s views on income inequality
and redistribution greatly shifted from 1930 to 1945.”28
And further: “Similarly, the huge increase in top wage shares since the 1970s cannot
be the sole consequence of technical change … Changing social norms regarding
inequality and the acceptability of very high wages might partly explain the rise in U.S.
top wage shares observed since the 1970s.”29
On his own, Emmanuel Saez has said:
“A number of factors may help explain this increase in inequality, not only underlying
technological changes but also the retreat of institutions developed during the New
Deal and World War II—such as progressive tax policies, powerful unions, corporate
provision of health and retirement benefits, and changing social norms regarding pay
inequality. We need to decide as a society whether this increase in income inequality
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is efficient and acceptable and, if not, what mix of institutional reforms should be
developed to counter it.”30
We need to decide as a society! Meanwhile, the evidentiary premise of the inequality claim
is at best in a rudimentary stage of development.
Saez has shown himself to be content to fellow travel with the Occupy Wall Street movement:
“I definitely support the protests,” as he told an interviewer last year. “I think it is high
time for the U.S. government to acknowledge and tackle head-on the issue of increasing
income concentration. With political will and public support, there is no doubt in
my mind that the government can have a major impact on inequality … I wish those
protests had started exactly three years ago, when hope in a better government was
running high. Let us hope that a constructive alternative can arise from disillusion.”31
Once again, these statements express confidence in a data series that is in a weak position
to support the claim that income inequality was either low in the high tax era or high in
the low tax era. In professional and academic circles, the Piketty-Saez work has been badly
compromised. And yet in the non-professional circuit, out there in the world of activism
and political strategy, it remains famous, esteemed, and much-consulted.
For let it be clear what has gone on: after a few years of dormancy, the recondite PiketySaez analysis of the early 2000s took on a lurid life of its own in the Obama campaign, the
Occupy movement, the “We Are the 99%” bumper stickers, the new history textbooks,
and all the rest. In turn, this celebrity encouraged professional economists to look at and
evaluate the internals of the research. Inevitably, the awful weaknesses of the Piketty-Saez
material made it die a death by a thousand cuts, and not only at the hands of the likes of
Alan Reynolds, Richard Burkhauser, John Cochrane, James Pethokoukis, and the whole
host of professional skeptics. The elasticity of taxable income literature as it already existed
when Piketty and Saez conducted their research a decade ago was sufficiently developed to
thwart their claims at the time. In a telling move, they declined to consult it.

The Piketty-Saez
research is the canon
of the 2012 Obama
campaign and the
Occupy movement, the
sine qua non. Take it
away and here is what
they have: the record of
the President’s economic
stewardship since
2009, and the worst
recovery since the Great
Depression.

The Piketty-Saez research is the canon of the 2012 Obama campaign and the Occupy
movement, the sine qua non. Take it away and here is what they have: the record of the
President’s economic stewardship since 2009, and the worst recovery since the Great
Depression. The factually legitimate option is to dismiss the Piketty-Saez research outright.
At the minimum, taking into account the elasticity effects, the undercounting of median
family income, the massaging of corporate income statistics, Piketty and Saez understated
the “golden era” income of the top 0.01%, their favorite category, by a factor of one and a
half. The rich have always been raking in about the same proportion of income, Keynesian
policy era or not. It is enough to shut down the tents in Zuccotti Park near Wall Street, and
to get the President to run on his record, if such facts only mattered in the sound-bite, spincycle world which is now the preferred realm of operations of the Piketty-Saez research.
The long-term offense of the Piketty-Saez research concerns its brazen rewrite of history. As
the history of taxation in this country has consistently shown, the American people know
their cash cow is the rich. The more money the rich make, the more they will be capable of
fully funding the state. The less money they make—or the bigger the state gets—the more
the middle and lower classes will be forced to share that burden from their limited fund of
resources. The early history of the income tax illustrated this principle fully. If the rates were
kept low, and the rich encouraged to make a killing, the lower classes could remain free of
taxation while enjoying the benefits of a lean, efficient, and purpose-oriented government.
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The experiment with high tax rates on the rich occasioned not only an epidemic of
underreporting of income on their part, but also a stall-out of economic growth. The brute
fact is this: the one notable boom of the entire high-tax era came in the 1960s, and this
on the heels of a 30% tax cut. Every other boom of the income-tax era in the past century
occurred in the context of tax rates that Piketty and Saez found unduly low.
Booms are the stuff of a flourishing middle class in two senses: First, acute economic
growth raises living standards—more than a third in the generation following 1979—as
Burkhauser showed to the detriment of Piketty and Saez. Second, growth diminishes the
need for government as more and more people are capable of making it on their own. As the
state shrinks in turn, the burden of taxation can fall more exclusively on the rich, as long as
the rich are permitted to flourish in maximal fashion.
The militant advocacy of the Piketty-Saez research in politics and activism today, even as
its scholarly credibility erodes, thus stands to deny this economy, by means of its shouting,
innuendo, and tortured statistics, the very things that history has shown are the keys to
success for all classes; low and simple rates of taxation coupled with a state sector of a
modest size. These are the proven policies that enable across-the-board prosperity in a
democratic society. LC
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