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I .  I N T R O D U C T I O N  

The a p p r o p r i a t e  t a x  t r ea tmen t  of f ami l i e s  has been a 
-1/

matter o f  debate  f o r  decades.  For  an  economist i n t e r e s t e d  

i n  r a t i o n a l i z i n g  t h e  t a x  t r ea tmen t  of  t h e  f ami ly ,  it i s  

n a t u r a l  t o  c o n s u l t  t h e  r e c e n t  l i t e r a t u r e  on opt imal  t a x a t i o n  
-2/

( O T ) .  With a few excep t ions ,  however, writers concerned 

w i t h  OT have focused  upon t h e  i n d i v i d u a l  ra ther  t h a n  t h e  

f ami ly ,  The purpose of t h i s  essay i s  t o  exp lo re  t h e  e x t e n t  

t o  which t h e  i n s i g h t s  and methodology of  t h e  OT l i t e r a t u r e  

can be a p p l i e d  t o  t h e  problems of  f a m i l y  t a x a t i o n .  

S e c t i o n  I1 reviews t h e  b a s i c  framework of  OT t h e o r y .  

A t t e n t i o n  i s  focused not  only upon what i s  con ta ined  i n  

t h e  OT l i t e r a t u r e ,  b u t  a l s o  upon t h e  q u e s t i o n s  w i t h  which 

i t  f a i l s  t o  dea l  adequa te ly .  T h i s  framework i s  t h e n  used 

t o  d i s c u s s  t h e  fo l lowing  i s s u e s  i n  Sections I11 through VII: 

( a )  t h e  t a x  t r ea tmen t  of working wives;  

( b )  	t h e  e f f e c t  of t h e  t a x  system on i n c e n t i v e s  t o  

engage i n  home v e r s u s  marke t  p roduc t ion ,  and 

problems i n  t h e  v a l u a t i o n  o f  home p roduc t ion ;  

( c )  t h e  t r ea tmen t  of  s i n g l e  people  v e r s u s  married 

couples ;  

( d )  t h e  opt imal  exemption f o r  dependents ;  

( e )  t h e  i m p l i c a t i o n s  of mandatory i n d i v i d u a l  f i l i n g .  
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O f  course ,  OT theory  cannot provide  i n s i g h t s  i n t o  a l l  a s p e c t s  

of each of t h e s e  problems. As necessa ry ,  o t h e r  t h e o r e t i c a l  and 

empi r i ca l  l i t e r a t u r e s  w i l l  be  r e l i e d  upon, 
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3 1  
11. THE OPTIMAL TAX LITERATURE-


In general, two different problems have been studied 


in the optimal tax literature. The first is to find a set 


of commodity taxes that is optimal given certain efficiency 


and (sometimes) equity considerations. In a second strain 


of the literature, it is assumed that the revenue system 


is based upon income rather than commodity taxation, and 


the problem is to determine the optimal degree of 


progressivity (or regressivity). This section will discuss 


each of these in turn, and proceed to outline some 


limitations of the approach. 


A. Optimal Commodity Taxation. Assume that R dollars 


of revenue must be raised by the government via a set of 


commodity taxes. (Lump sum taxes are excluded from 


consideration.) If Xi is the quantity of the ith good 


purchased by the household sector and Ti is the per unit 


tax, then the revenue constraint is 


CTiXi = R (1) 

On the assumption that producer prices are fixed, setting 


the Ti is equivalent to setting consumer prices. The basic 


problem of optimal commodity taxation is to choose a set of 


consumer prices which maximize consumer utility, given the 


revenue constraint R. 




-- 
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Equiva len t ly ,  t a x  r a t e s  are  t o  be chosen t o  minimize 
4/ 

excess  burden- t h e  l o s s  i n  u t i l i t y  i n  excess  o f  t ha t  

which would have been i n c u r r e d  had t h e  t a x  been c o l l e c t e d  
-5/ 

as a lump sum. Under c e r t a i n  c o n d i t i o n s ,  min imiza t ion  

of  excess  burden occur s  i n  accordance w i t h  t h e  " i n v e r s e  

e l a s t i c i t y  r u l e " ,  

6 
t p  = 

Err 
; r = 1, ...,m ( 2 )  

where t r  i s  t h e  t a x  r a t e  expressed  as a pe rcen tage  of 

producer  p r i c e ,  6 i s  a c o n s t a n t ,  and Err i s  t h e  e l a s t i c i t y  

o f  t h e  o rd ina ry  demand f u n c t i o n  f o r  t h e  r t h  good. I n  

words, ( 2 )  says t h a t  t h e  more e l a s t i c  t h e  demand f o r  a 

good, t h e  smaller should  be t h e  ad valorem t a x  l e v i e d-
upon i t .  T h i s  i s  because  a h i g h  t a x  p l aced  on a r e l a t i v e l y  

i n e l a s t i c  good w i l l  lead t o  r e l a t i v e l y  small d i s t o r t i o n s ,  

o t h e r  t h i n g s  be ing  the  same. 

T h i s  formula  has been a major f a c t o r  i n  t h e  format ion  

of economis ts '  i n t u i t i o n s  on t a x  and p r i c e  r e g u l a t o r y  

q u e s t i o n s .  It u n d e r l i e s  t h e  n o t i o n  of  charg ing  acco rd ing  

t o  'what t h e  t r a f f i c  can b e a r '  i n  t r a n s p o r t a t i o n ,  f o r  example, 

and i s  t h e  basis f o r  t h e  acceptance  on e f f i c i e n c y  grounds 

of such t a x e s  as t h o s e  on tobacco  and a l c o h o l ,  t he  demand 

f o r  which i s  presumed p r i c e  i n e l a s t i c .  
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It i s  impor tan t  to n o t e  t h e  c o n f l i c t  between e q u i t y  

and e f f i c i e n c y  which can a r i s e  i n  t h i s  c o n t e x t .  To t h e  

e x t e n t  t h a t  p r i c e  i n e l a s t i c  goods have low income 

e l a s t i c i t i e s ,  t a x i n g  them h e a v i l y  may be  r e g r e s s i v e .  

Th i s  c o n f l i c t  i s  a fami l ia r  one; t h e  a l l - t ime champion 

f o r  e f f i c i e n c y  purposes ,  t h e  lump sum t a x ,  i s  u s u a l l y  an  

unacceptab le  a l t e r n a t i v e  due t o  e q u i t y  c o n s i d e r a t i o n s .  

B .  O p t i m a l  Income Taxat ion .  I n  op t ima l  income t a x a t i o n  

s t u d i e s ,  t h e  t a x  base i s  assumed t o  b e  income, and t h e  

problem i s  t o  f i n d  a t a x  schedule  which maximizes some 

s o c i a l  welfare f u n c t i o n .  Most o f  t h e  r e c e n t  work on t h i s  

problem stems from a 1 9 7 1  paper  by James Mirr lees  [ 2 0 ] ,  s o  

h i s  model w i l l  b e  used as a focus  f o r  o u r  d i s c u s s i o n .  

Mirrlees assumes t h a t  s o c i e t y  i s  composed of 

i n d i v i d u a l s  who have i d e n t i c a l  a tempora l  u t i l i t y  f u n c t i o n s  

i n  a f t e r  t a x  income and l e i s u r e ,  and who d i f f e r  only i n  

t h e i r  ea rn ings  a b i l i t i e s .  The government must c o l l e c t  an  

exogenously determined amount o f  t a x  revenue.  The problem 

i s  t o  f i n d  an  income t a x  schedule  ( t a x  f u n c t i o n )  which 

maximizes t h e  sum of i n d i v i d u a l s '  u t i l i t i e s  s u b j e c t  t o  
-6 /

t h i s  revenue c o n s t r a i n t .  The t r a d e o f f  between e f f i c i e n c y  

and e q u i t y  i s  c e n t r a l  t o  t h i s  problem. To t h e  e x t e n t  t h a t  

h ighe r  t a x  ra tes  d i s t r i b u t e  income t o  t h o s e  w i t h  low u t i l i t y ,  



-- 
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s o c i a l  welfare i n c r e a s e s ,  b u t  a t  t h e  same t ime h i g h e r  t a x  

r a t e s  d i s t o r t  the  work-leisure  choice  i m p l i c i t  i n  t h e  

i n d i v i d u a l  u t i l i t y  f u n c t i o n s ,  t h u s  t e n d i n g  t o  lower s o c i a l  

welfare.  

The b a s i c  t h r u s t  o f  t h e  l i t e r a t u r e  should  now be 

c l e a r .  An exogenously determined amount o f  t a x  revenue 

must be ra i sed  by income t a x e s  on i n d i v i d u a l s  whose economic 

choices  a re  d i s t o r t e d  by t h e  p re sence  o f  t h o s e  t a x e s .  

Given t e c h n o l o g i c a l  and b e h a v i o r a l  assumpt ions ,  t h e  op t ima l  

t a x  schedule  i s  t h a t  which l e a v e s  s o c i a l  welfare a t  a 

maximum a f t e r  t h e  t a x  i s  c o l l e c t e d .  The l i t e r a t u r e  i n d i c a t e s  

t h a t  t h e  opt imal  t a x  r a t e s  a re  q u i t e  s e n s i t i v e  t o  t h e  

unde r ly ing  assumptions.  

C .  Two Problems w i t h  t h e  O p t i m a l  Tax L i t e r a t u r e .  A s  

OT t h e o r y  i s  a p p l i e d  t o  t h e  problems of  t h e  f a m i l y ,  v a r i o u s  

l i m i t a t i o n s  o f  t h e  approach w i l l  become a p p a r e n t .  The re fo re ,  

i t  seems u s e f u l  t o  mention two major d i f f i c u l t i e s  a t  

t h e  o u t s e t :  1) Admin i s t r a t ive  c o s t s  a re  not  u s u a l l y  inc luded  
-7 1  

i n  t h e  op t ima l  t a x  c a l c u l u s .  Thus, a judgment as to 

whether o r  n o t  a p a r t i c u l a r  scheme i s  f eas ib l e  f o r  p o l i c y  

purposes  must be made on a more or l e s s  ad  hoc bas i s .  For 

example, t h e  de t e rmina t ion  o f  op t ima l  commodity t a x  ra tes  

i n  models where i n d i v i d u a l  t a s t e s  d i f f e r  may r e q u i r e  

in fo rma t ion  on i n d i v i d u a l s '  u t i l i t y  f u n c t i o n  parameters. 
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It i s  hard t o  imagine implementing such r a t e s .  2 )  The 

n o t i o n  of  h o r i z o n t a l  e q u i t y  i s  absen t  from t h e  opt imal  t a x  

l i t e r a t u r e .  I n  none of  t h e  s t u d i e s  p rev ious ly  d i scussed  

does t h e  i n j u n c t i o n  t o  t r e a t  people  i n  ' equa l  p o s i t i o n s !  

equa l ly  appear  as a c o n s t r a i n t  o r  an  argument i n  t h e  

o b j e c t i v e  f u n c t i o n .  Therefore ,  t h e  schemes w i l l  i n  
-8/

g e n e r a l  f a i l  t o  provide  h o r i z o n t a l  e q u i t y .  

Although t h e  opt imal  t a x a t i o n  l i t e r a t u r e  i g n o r e s  

h o r i z o n t a l  e q u i t y ,  i t  has sparked  new i n t e r e s t  i n  t h e  

t o p i c ,  and modif ied t h e  vocabulary  of  t h e  d i s c u s s i o n .  No 

consensus has emerged as t o  t h e  proper  c r i t e r i o n  f o r  

measuring h o r i z o n t a l  e q u i t y .  T r a d i t i o n a l l y ,  i n d i v i d u a l s  

are viewed as equa l  i f  t hey  have t h e  same income ( o r  i n  

t h e  case  of  an expend i tu re  t a x ,  t h e  same l e v e l  of  

consumption e x p e n d i t u r e s ) .  Th i s  formula t ion  i s  inadequate  

because i n d i v i d u a l s  w i t h  i d e n t i c a l  oppor tun i ty  sets bu t  

d i f f e r e n t  t a s t e s  w i l l  have d i f f e r e n t  incomes. 

A l t e r n a t i v e l y ,  t hen ,  equa l  p o s i t i o n  could  be de f ined  

i n  terms o f  equa l  oppor tun i ty  s e t s .  The d i f f i c u l t y  h e r e  

i s  t h a t  c h a r a c t e r i z a t i o n  of  oppor tun i ty  s e t s  g e n e r a l l y  

r e q u i r e s  a v e c t o r  r a the r  t h a n  a s i n g l e  number. Cons ider ,  

f o r  example, t h e  problem of  d e s c r i b i n g  a g iven  f a m i l y ' s  

o p p o r t u n i t i e s ,  A t  least  t h r e e  numbers a r e  needed:  
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husband's  wage, w i f e ' s  wage, and unearned income. I n  

o r d e r  t o  compare f a m i l i e s ,  some aggrega t ion  of t h e s e  numbers 

i s  necessa ry .  A n a t u r a l  way t o  do t h i s  i s  v i a  t h e  i n d i r e c t  

u t i l i t y  f u n c t i o n .  

T h i s  l e a d s  to a f i n a l  c r i t e r i o n  f o r  h o r i z o n t a l  equ i ty : ,  

"If  two i n d i v i d u a l s  would be e q u a l l y  wel l  o f f  (have t h e  

same u t i l i t y  l e v e l )  i n  t h e  absence of t a x a t i o n ,  t h e y  should  

be equa l ly  w e l l  o f f  i f  t h e r e  i s  a t a x . "  [lo] The 

d i f f i c u l t i e s  involved  i n  implementing such a u t i l i t y  

d e f i n i t i o n  of  h o r i z o n t a l  e q u i t y  a r e  cons ide rab le .  Not only 

do t h e  shapes of i n d i f f e r e n c e  curves  have t o  be e s t ima ted ,  

bu t  some c a r d i n a l i z a t i o n  of  t h e  u t i l i t y  f u n c t i o n s  i s  

necessary  because i n t e r p e r s o n a l  u t i l i t y  comparisons a r e  

needed. 

Perhaps t h i s  i s  no t  as bad as might appear  a t  f i r s t .  

It i s  hard t o  imagine t h a t  any of  t h e  d e f i n i t i o n s  o f  

h o r i z o n t a l  e q u i t y  has e t h i c a l  con ten t  u n l e s s  i t  i s  assumed 

t h a t  i n d i v i d u a l s '  welfares are a t  l e a s t  roughly comparable.  

The u t i l i t y  fo rmula t ion  s imply makes t h e  comparisons 

e x p l i c i t .  The disagreement  over  c r i t e r i a  f o r  h o r i z o n t a l  

e q u i t y  makes i t  q u i t e  d i f f i c u l t  t o  a s s e s s  t h e  f a i r n e s s  of 

any g iven  t a x  s t a t u t e .  I n  t h e  fo l lowing  d i s c u s s i o n s ,  

s e v e r a l  c r i t e r i a  a r e  cons ide red .  



-- 
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111. W O R K I N G  WIVES 

I n  t h i s  s e c t i o n  two q u e s t i o n s  a r e  r a i s e d :  a )  Does t h e  

p r e s e n t  t a x  system d i s c r i m i n a t e  a g a i n s t  working wives?;  and 

b )  	Is t h e r e  a more e f f i c i e n t  way t o  t a x  wives '  e a r n i n g s ?  

For  t h e  f i rs t  ques t ion ,  op t imal  t a x  theo ry  per - providess e  

no s p e c i f i c  answers,  a l though t h e  econometric l i t e r a t u r e  

on l a b o r  supply y i e l d s  some i n t e r e s t i n g  i n s i g h t s .  With 

r e s p e c t  t o  t h e  second q u e s t i o n ,  a p p l i c a t i o n  of op t imal  

t a x  theo ry  sugges t s  t h a t  t h e  p r e s e n t  system i s  probably 

i n e f f i c i e n t .  

A .  Is There Di sc r imina t ion  Against  Working Wives? 

Under c u r r e n t  law, j o i n t  f i l e r s  pool  t h e i r  incomes, and 

both  spouses  f a c e  t h e  same marginal  t a x  r a t e  on t h e i r  l a s t  

d o l l a r  o f  e a r n i n g s .  It can be argued,  t hen ,  t h a t  t h e  law 

does not  d i s c r i m i n a t e  a g a i n s t  working wives f o r  t h e  s imple 

reason  t h a t  i t  does not  d i s t i n g u i s h  between t h e  spouses .  

Th i s  r eason ing  ignores  t h e  i n s t i t u t i o n a l  r e a l i t y  t h a t  i n  

most households ,  i t  i s  assumed t h a t  t h e  husband w i l l  work 

f u l l  time and t h e  wi fe  makes h e r  l a b o r  f o r c e  d e c i s i o n  

c o n d i t i o n a l  on t h e  husband's  income. I n  e f f e c t ,  t h e n ,  t h e  

f i rs t  d o l l a r  earned by  t h e  wi fe  i s  taxed  a t  t h e  same 

marginal  r a t e  as t h e  l a s t  d o l l a r  earned  by t h e  husband 

she bears a h ighe r  t a x  burden on h e r  e a r n i n g s .  



-- 
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Is it useful to describe this situation as "discrimina


tion against working wives?" Such a characterization may 


be misleading for two reasons. First of all, it is their 


status as secondary wage earners, not as women, that is 


relevant here. If discrimination exists, it is against 


secondary workers, not wives per se. Secondly, it seems 


inappropriate to label as discrimination an effect which 


arises because the tax law treats the family as a unit, 


instead of treating spouses asymmetrically. 
 Although it 


is important to recognize that the current system tends to 


diminish the net returns to working for married women, 


it probably only confuses public discussion to call this 


discrimination against working wives. 


Does the higher tax burden discourage wives from 

working? Bittker argues that this disincentive and others 

that put a wedge between the gross and net wage are ' I . . .  

obviously outweighed by economic pressure or personal 

inclination for the millions of wives who are employed 

outside the home." [3, p .  14361. This is really beside 

the point. The issue is not whether millions of wives 

are working, but rather, the change in labor force 

participation rates and hours of work which would occur 

under alternative tax regimes. 
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D e l i n e a t i n g  t h e  i s s u e  i n  t h i s  way r a i s e s  two re la ted  

q u e s t i o n s .  Do t h e  working wives c o r r e c t l y  p e r c e i v e  t h e  

wedge which t h e  income and p a y r o l l  t a x e s  impose between 

t h e  gross  and n e t  wage, and i f  s o ,  i s  there  a s u b s t a n t i a l  

l a b o r  supply response?  I have argued elsewhere [23] that  

t h e  answer t o  bo th  these  q u e s t i o n s  i s  y e s .  Married women 

pe rce ive  t h e i r  t a x e s  i n  t h e  ' r a t i o n a l '  manner sugges ted  

by economic t h e o r y ,  and most i n v e s t i g a t o r s  have found 

t h a t  wives '  average l a b o r  supply e l a s t i c i t y  i s  s u b s t a n t i a l ,  

a l though t h e r e  i s  disagreement on t h e  exac t  magnitude. 

Kos ters  [19] p l a c e s  t h e  e l a s t i c i t y  of  t h e  l a b o r  f o r c e  

p a r t i c i p a t i o n  r a t e  f o r  a l l  marr ied  women w i t h  r e s p e c t  t o  

t he  wage between .4 and 1 . 5 .  Hal l  [14] f i n d s  t h a t  when 

t h e  ne t  wage changes from t h e  $1.50 - $1.75 range  t o  t h e  

$ 2 . 5 0  - $ 3 . 0 0  range  f o r  whi te  married women aged 20 t o  39,  

hours  of  work show an  i n c r e a s e  between 520 and 1034 hours ,  

depending on t h e  number of c h i l d r e n .  Bloch ' s  141 hours  

and p a r t i c i p a t i o n  r a t e  equa t ions  t aken  t o g e t h e r  imply  an 

uncompensated supply e l a s t i c i t y  o f  about  3 . 0 .  

Thus, t h e  t a x  system a c t s  t o  d iminish  mar r i ed  women's 

-9 1  

y e a r l y  hours  of work. But t h i s  i s  not  t h e  end of t he  

s t o r y ,  for o t h e r  dimensions o f  l a b o r  supply bes ide  hours  


of  work may be  a f f e c t e d  by t a x  laws, These i n c l u d e  human 
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c a p i t a l  inves tment ,  occupa t iona l  cho ice  and i n t e n s i t y  of 


e f f o r t .  Unfor tuna te ly ,  l i t t l e  i s  c u r r e n t l y  known about  


how the  t a x  s y s t e m  a f f e c t s  these d e c i s i o n s ;  f u r t h e r  r e s e a r c h  


i s  c l e a r l y  d e s i r a b l e .  


A second p o s s i b l e  sou rce  o f  d i s c r i m i n a t i o n  a g a i n s t  

women working has been sugges t ed .  T h i s  i s  t h e  f a c t  t h a t  

when a w i f e  chooses t o  e n t e r  t h e  market p l a c e ,  v a r i o u s  

non-deduct ible  work r e l a t ed  expenses  are i n c u r r e d .  

Moreover, i t  may become necessary  t o  h i r e  someone t o  do t h e  

housework and t a k e  c a r e  of t h e  c h i l d r e n ,  expenses  which 

f o r  t h e  most pa r t  are  a l s o  non-deduct ib le .  

A s  B i t t k e r  p o i n t s  o u t ,  t h e  i d e a  t h a t  only  two-earner  

married couples  deserve  a s p e c i a l  c o n s i d e r a t i o n  i n  t h i s  

con tex t  'I... i s  c u r i o u s l y  narrow. Everyone who works away 

from home -- no t  j u s t  t he  working wi fe  -- must get  t o  t h e  

j o b  s i t e ,  d r e s s  as t h e  j o b  r e q u i r e s ,  and pay f o r  lunch  

if it i s  inconvenient  t o  b r i n g  i t  i n  a brown bag.  

S i m i l a r l y ,  everyone who works has less t i m e  and energy  

t o  keep house,  prepare meals, and look  f o r  b a r g a i n s . "  [3 ,  

p .  	14351. It i s  t h u s  no t  c l e a r  t h a t  t h e  absence  of  such  

deduct ions  can be s a id  t o  ' d i s c r i m i n a t e '  a g a i n s t  working 

wives,  a l though i t  no doubt a f f e c t s  t h e i r  l a b o r  f o r c e  

behav io r .  
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B .  E f f i c i e n t  Taxat ion  of  t h e  F a m i l y .  Contemporary 


economic theo ry  recognizes  tha t  membership i n  a household 


i n f l u e n c e s  economic behavior .  The view i s  t h a t  fami ly  


members a c t  j o i n t l y  t o  maximize some household u t i l i t y  


f u n c t i o n .  Very l i t t l e  has  been said about  t h e  o r i g i n s  of  


t h i s  u t i l i t y  f u n c t i o n .  Once more t h e  famil iar  problems of  


p r e f e r e n c e  aggrega t ion  from the  l i t e r a t u r e  on s o c i a l  

-

w e l f a r e  f u n c t i o n s  appea r .
10/ 

And just as i n  t he  s o c i a l  

welfare f u n c t i o n  c o n t e x t ,  t h e s e  d i f f i c u l t i e s  are u s u a l l y  


acknowledged and t h e n  ignored .  


Assume, then ,  t h a t  f a m i l y  u t i l i t y  ( U )  i s  a f u n c t i o n  


of  t h r e e  arguments,  "husband's  y e a r l y  hours  of  non-market 


a c t i v i t y ? '  (L1) ,  " w i f e ' s  y e a r l y  hours  of non-market a c t i v i t y "  

-11/

( L z ) ,  and " f a m i l y  consumption" ( Y )  : 

u = f (L1,  L 2 , Y )  . ( 3 )  

Formally,  t h e n ,  L 1  and L2 a re  j u s t  two commodities i n  t h e  


f a m i l y  u t i l i t y  f u n c t i o n ,  and t h e r e f o r e  t h e  i n s i g h t s  of  t h e  


opt imal  commodity t a x  l i t e r a t u r e  should  b e  a p p l i c a b l e .  

1 2 /-

Consider , then ,  app ly ing  t h e  i n v e r s e  e l a s t i c i t y  r u l e .  


The econometr ic  r e s u l t  was p r e v i o u s l y  mentioned t h a t  wives '  


e l a s t i c i t y  of supply of  l a b o r  ( o r  a l t e r n a t i v e l y ,  demand 


f o r  l e i s u r e )  t ends  t o  be h i g h .  On t h e  o t h e r  hand,  s t u d i e s  


of t h e  l a b o r  f o r c e  behavior  o f  marr ied  men have i n d i c a t e d  
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t h a t  t h e i r  l a b o r  supply  e l a s t i c i t y  i s  q u i t e  low. (See [4] 


or [14].) This  sugges t s  t h a t  i n  o r d e r  t o  t a x  t h e  famiJy 


u n i t  e f f i c i e n t l y ,  t h e  w i f e ' s  earned  income should  be t axed  


a t  a lower r a t e  t han  t h e  husband ' s .  
 Yet we have shown t h a t  


i n  e f f e c t ,  t h e  t a x  laws a r e  doing  j u s t  t he  oppos i t e !  


A s  emphasized i n  s e c t i o n  11, i n  i t s  c u r r e n t  s t a t e  of  


development, t h e  OT approach i s  n o t  a p p l i c a b l e  t o  matters 


of p o l i t i c a l  and a d m i n i s t r a t i v e  f e a s i b i l i t y .  
 Although 


i t  i s  hard t o  imagine Congress implementing separate 


schedules  f o r  p r imary  and secondary e a r n e r s ,  there  are a t  


l e a s t  two f e a s i b l e  p roposa l s  which would move i n  t h e  


d i r e c t i o n  of  r educ ing  t a x  induced  i n e f f i c i e n c i e s .  
 One 


The
i s  a n  earned  income al lowance f o r  secondary workers .  


o t h e r  i s  mandatory i n d i v i d u a l  f i l i n g ,  which w i l l  be  


d i scussed  i n  s e c t i o n  V I I .  
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I V .  MARKET VERSUS HOME PRODUCTION 


Although t h e  model i n  which f a m i l y  u t i l i t y  depends on ly  


upon non-market a c t i v i t y  and income y i e l d e d  some i n t e r e s t i n g  


i n s i g h t s ,  i t  i s  now u s e f u l  t o  expand i t  to a l low e x p l i c i t l y  


f o r  household p roduc t ion .  A s  Gronau 113, p .  6341 s u g g e s t s ,  


f a m i l y  members can be viewed as a l l o c a t i n g  t i m e  acco rd ing  to 


t h e i r  comparative advantages i n  t h e  p roduc t ion  of  home and 


market goods, these be ing  determined b y  t h e i r  r e l a t i v e  wage 


r a t e s  and t h e i r  e f f i c i e n c y  i n  producing household goods. 


Cur ren t ly ,  t i m e  spen t  i n  household p roduc t ion  i s  untaxed 


while  remunerat ion from market a c t i v i t y  i s  t axed .  How does 


t h i s  asymmetry i n  t h e  t r ea tmen t  of  home v e r s u s  market  work 


a f f e c t  l a b o r  f o r c e  p a r t i c i p a t i o n  r a t e s?  Is it  e f f i c i e n t ?  


These q u e s t i o n s  w i l l  f i r s t  be explored ,  and then some 


d i f f i c u l t i e s  i n  t he  v a l u a t i o n  o f  t i m e  s p e n t  i n  home p roduc t ion  


w i l l  be d i scussed .  


A .  E f f e c t s  on Labor Force P a r t i c i p a t i o n .  Consider  the  

problem of a l l o c a t i n g  t i m e  between market work and non-market 

B a c t i v i t y  (See F igure  1). 

Income Assume t h a t  p r i o r  t o  

impos i t i on  o f  t h e  t a x ,  t h e  

C i n d i v i d u a l ' s  budget c o n s t r a i n t  

i s  AB, s o  t h e  wage i s  t h e  

1 s l o p e  o f  t h a t  l i n e .  ON i s  

0 \T 

Non-market a c t i v i t y  

FIGURE 1 
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t he  t o t a l  t ime endowment and MN hours  p e r  y e a r  are  spen t  on 


market a c t i v i t y .  Now cons ide r  a t a x  which changes t h e  


budget c o n s t r a i n t  t o  AC.  A s  drawn i n  F i g u r e  1, t h e  i n d i v i d u a l  


s t a y s  out of t h e  market, devo t ing  h i s  or h e r  t i m e  e x c l u s i v e l y  


t o  housework and l e i s u r e .  O f  cou r se ,  i t  cannot be determined 


-a p r i o r i  t h a t  impos i t i on  of  t h e  t a x  w i l l  l ead  t o  a d iminut ion  

of  hours  of market a c t i v i t y  because of t h e  famil iar  c o n f l i c t  

between t h e  income and s u b s t i t u t i o n  e f f e c t s .  However, w i t h  

r e s p e c t  t o  l a b o r  f o r c e  p a r t i c i p a t i o n  ra tes ,  a s t r o n g e r  

s t a t emen t  can be made. A t a x  induced decrease i n  t h e  n e t  

wage w i l l  never  induce  an  i n d i v i d u a l  i n t o  t h e  market .  The 

r e s u l t  i s  unambiguous because a t  ze ro  hour s  of l a b o r  market 

work, there  i s  no income e f f e c t  t o  work a g a i n s t  t h e  

s u b s t i t u t i o n  e f f e c t .  

Given a l l  t h i s ,  one can s a y  t h a t  t h e  t a x  sys tem b iases  

secondary e a r n e r s  a g a i n s t  work i n  t h e  market .  It should  b e  

noted,  however, t h a t  t h i s  i s  n o t  e x a c t l y  t h e  same t h i n g  

as say ing  t h e  i n d i v i d u a l  i s  b i a sed  toward housework --
non-market a c t i v i t y  i n c r e a s e s ,  b u t  i t  has two components, 

l e i s u r e  and household p roduc t ion .  To determine t h e  impact 

of t a x e s  on hours  spent  i n  household p roduc t ion ,  w e  r e q u i r e  

data  on hours  o f  work, hours  of l e i s u r e ,  and hours  o f  

housework a l o n g  wi th  a p p r o p r i a t e  i n fo rma t ion  on t h e  

i n d i v i d u a l ' s  marke t  c h a r a c t e r i s t i c s .  Bloch [4] found t h a t  
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when a woman's market wage i n c r e a s e s  by $1, h e r  y e a r l y  hours  


of r e g u l a r  housework f a l l  by about 6 4 0 .  This r e s u l t  i s  


c o n s i s t e n t  w i t h  t h e  preceding  theo ry .  O f  course ,  i t  must be 


viewed w i t h  some c a u t i o n  i n  l i g h t  o f  l i k e l y  r e p o r t i n g  e r r o r s  


i n  hours  o f  housework. I n  a d d i t i o n ,  t h e r e  a re  d i f f i c u l t  


conceptua l  problems i n  d e f i n i n g  hours  o f  housework. I s  


p l a y i n g  w i t h  an  i n f a n t  ' l e i s u r e '  or 'home p r o d u c t i o n ' ?  


B. ' N e u t r a l i t y '  Between Home and Market Product ion .  

I have sugges ted  tha t  f a i l u r e  to t a x  t h e  imputed wage i n  

home p roduc t ion  r e s u l t s  i n  fewer l a b o r  r e s o u r c e s  be ing  

devoted to t he  market s e c t o r  t h a n  would o therwise  b e  t h e  

case .  Some s t u d e n t s  of t h e  t a x  s y s t e m ,  n o t i n g  t h i s  

phenomenon, have argued t h a t  i d e a l l z ,  home p roduc t ion  and 

market work should  b e  t a x e d  a t  t h e  same r a t e .  The f e e l i n g  

i s  t ha t  such a system would be ' n e u t r a l '  between household 

and market a c t i v i t y ,  and t h e r e f o r e  more e f f i c i e n t .  However, 

a s t r a i g h t f o r w a r d  a p p l i c a t i o n  o f  op t ima l  t a x  t h e o r y  

i n d i c a t e s  t h a t  t h i s  a s s e r t i o n  i s  wrong. S ince  t h e r e  w i l l  

i n  g e n e r a l  be  d i f f e r e n t  supply e l a s t i c i t i e s  of t i m e  spen t  

i n  t he  market and t ime s p e n t  i n  household p roduc t ion ,  

d i f f e r e n t i a l  t a x a t i o n  o f  t i m e  spen t  i n  t h e  home and i n  t h e  

market p l a c e  i s  l i k e l y  to be necessa ry  t o  s e c u r e  e f f i c i e n t  

t a x  t r e a t m e n t .  Even i f  i t  were a d m i n i s t r a t i v e l y  f eas ib l e  

to t a x  t ime spent  i n  home p r o d u c t i o n  a t  t h e  same r a t e  as 



- 18 -

t ha t  i n  market product ion ,  i t  would probably  be sub

-131  

opt imal . (This r e s u l t  i s  de r ived  more r i g o r o u s l y  i n  

Appendix B.) 

C .  Imputing t h e  Value of  Time Spent i n  Household 


Product ion .  It has been argued i n  t h i s  paper t h a t :  


a )  a l though f a i l u r e  t o  t a x  imputed income from household 


product ion  may be u n f a i r ,  i t  i s  no more d i s c r i m i n a t o r y  

-14/ 


a g a i n s t  working wives than  anyone e l se ;  and b )  e f f i c i e n t  


t r ea tmen t  of  t h e  f a m i l y  does no t  n e c e s s a r i l y  r e q u i r e  


t a x i n g  t i m e  spen t  i n  t h e  home and t ime spen t  i n  t h e  market 


a t  t h e  same r a t e .  So fa r ,  t h e  q u e s t i o n  o f  how spouses '  


time spen t  i n  t h e  home should  be va lued  has not  been 


deal t  wi th  adequate ly .  Th i s  q u e s t i o n  i s  of  some i n t e r e s t  


even i f  one has no i n t e n t i o n  of a c t u a l l y  t a x i n g  t i m e  spen t  


i n  home product ion .  For  example, one might want t o  i n c l u d e  


imputed income from housework i n  t h e  t a x  base  i n  o r d e r  t o  


s e e  how i t  a f f e c t s  p r o g r e s s i v i t y  c a l c u l a t i o n s .  


For  f a m i l y  members who p a r t i c i p a t e  i n  t h e  l a b o r  f o r c e ,  


t h e  va lue  o f  t i m e  spen t  i n  home p roduc t ion  i s  t h e  wage r a t e .  


For such  i n d i v i d u a l s ,  t h e  va lue  of  t ime spen t  i n  housework 


could  be  c a l c u l a t e d  s i m p l y  by t a k i n g  the  number of  hours  of  


housework and m u l t i p l y i n g  by t h e  wage, p rov id ing  t h a t  t h e  


number of  hours  of  housework could  be a s c e r t a i n e d .  




- 19 -

A major d i f f i c u l t y  occurs  when a spouse does n o t  


p a r t i c i p a t e  i n  t h e  l a b o r  f o r c e .  The f a c t  t h a t  a spouse 


o p t s  o u t  of market work i n d i c a t e s  t h a t  t h e  va lue  of t ime 


i n  t h e  home exceeds t h e  p o t e n t i a l  wage r a t e .  T h i s  has  


two i m p l i c a t i o n s :  a )  t h e  housespouse ' s  v a l u e  o f  t ime 


cannot b e  imputed from any observed market va lue ;  and 


b )  t h e  va lue  of t h e  housespouse ' s  t ime ' I . . .  i s  n o t  exogenously 

g iven ,  b u t  ra ther  determined by  t h e  maximization p r o c e s s .  

A change i n  t h e  parameters  changes both  t h e  optimum s o l u t i o n  

and t h e  p r i c e  p l a c e d  by t h e  f a m i l y  on t h e  w i f e ' s  t i m e  . . . 11 

[13, P.  6403. 


Since  t h e  v a l u e  o f  t ime spen t  i n  t h e  household f o r  

such spouses  cannot be  observed,  v a r i o u s  impu ta t ion  p rocedures  

have been developed ( see  [13], C141, and L-161). The i s s u e  

to be focused  upon i s  t h e  r e l i a b i l i t y  o f  such estimates 


f o r  t h e  p o l i c y  maker who i s  i n t e r e s t e d  i n  u s i n g  them for 


purposes  of  income impu ta t ion .  Even i f  t h e  u n d e r l y i n g  


assumptions o f  t h e  v a r i o u s  models are  b e l i e v e d ,  t h e  out- 


comes a re  no t  very s t a b l e  i n  a s t a t i s t i c a l  s e n s e .  For 


example, t h e  estimated s t a n d a r d  d e v i a t i o n  o f  Heckman's 


[16] e q u a t i o n  f o r  t h e  loga r i thm o f  t h e  askir ,g wage i s  


.532.  Consider ing t h a t  t h e  l o g  of  a wage l i k e  $1 .75  is 


only . 5 5 9 ,  t h i s  i s  a l a rge  s t a n d a r d  e r r o r .  I conclude t h a t  


given  the c u r r e n t  s t a t e  o f  t h e  a r t ,  any use  of  imputed wages 
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t o  augment t h e  t a x  base must be  done w i t h  g r e a t  c a u t i o n .  


S e v e r a l  d i f f e r e n t  va lues  f o r  housespouses '  time s h o u l d  be 


used i n  any g iven  problem i n  o r d e r  t o  assess t h e  s e n s i t i v i t y  

-
l 5 / 
of t h e  s u b s t a n t i v e  r e s u l t s  t o  d i f f e r e n c e s ,  
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V .  SINGLES VERSUS MARRIEDS 


Consider t h e  fo l lowing  t h r e e  p r o p o s i t i o n s :  


a )  The income t a x  should b e  p r o g r e s s i v e .  


b )  Married couples  w i t h  e q u a l  incomes should ,  o t h e r  


t h i n g s  be ing  equa l ,  pay equa l  t a x e s .  


c )  An i n d i v i d u a l ' s  t a x  burden should  not  change 


when he/she marries. 

It i s  easy to show t h a t  a t a x  system which s a t i s f i e s  any 

two of  t hese  p r o p o s i t i o n s  w i l l  n o t  i n  g e n e r a l  s a t i s f y  t h e  

t h i r d .  (See, f o r  example, [ 3 ] . )  Given what seems t o  be 

a f i r m  s o c i e t a l  commitment to p r o g r e s s i v i t y ,  t hen ,  t h e  

r e a l  choice i s  between b )  and e ) .  Under c u r r e n t  law, b )  

i s  t h e  p r e v a i l i n g  p r i n c i p l e ,  and much con t rove r sy  has a r i s e n  

ove r  t h e  consequent v i o l a t i o n  of  e )  -- many i n d i v i d u a l s '  
-16/ 


t a x  burdens i n c r e a s e  when they  m a r r y .  


A s  i t  s t a n d s ,  o b j e c t i o n s  to p r o p o s i t i o n  c )  can be 


raised on t h e  grounds t h a t  due to s c a l e  economies i n  


housekeeping, two married i n d i v i d u a l s  w i t h  a g iven  income 


have more ' a b i l i t y  to pay'  t h a n  i f  t hey  were s i n g l e .  


Therefore ,  t h e i r  t a x  l i a b i l i t y  should  be  g rea t e r .  It 


w i l l  b e  d i scussed  i n  s e c t i o n  B whether or no t  such 


economies of s c a l e  should  b e  cons ide red  by t a x  p o l i c y  


makers. I n  t h e  meantime, we merely observe t h a t  i f  one 


adheres to t h i s  view, e )  should  be modif ied to read 
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"The on ly  change i n  an  i n d i v i d u a l ' s  t a x  burden when he/she 


marries should  b e  t h a t  which c o r r e c t s  f o r  economies o f  s c a l e  


Even w i t h  t h i s  v e r s i o n  of  e ) ,  i n  g e n e r a l  t h e r e  w i l l  b e  a 


c o n f l i c t  w i t h  b ) .  


The f i r s t  par t  of  t h i s  s e c t i o n  deals  b r i e f l y  w i t h  


t h e  concept of  'marr iage n e u t r a l i t y ' ,  and whether  or no t  


i t  i s  a d e s i r a b l e  f e a t u r e  of  a t a x  s y s t e m .  I n  t h e  second 


p a r t ,  t h e  choice  of an  a p p r o p r i a t e  u n i t  of  t a x a t i o n  i s  


d i s c u s s e d .  


A .  Marriage N e u t r a l i t y .  A t a x  s y s t e m  w i l l  be  d e f i n e d  


as 'marriage n e u t r a l '  i f ,  o t h e r  t h i n g s  be ing  equa l ,  an 


i n d i v i d u a l ' s  t a x  burden i s  t h e  same whether  or no t  he/she 

I17 / 


i s  married.  A l t e r n a t i v e l y ,  a t a x  s y s t e m  i s  marr iage  


n e u t r a l  i f  i t  l e a v e s  unchanged t h e  p r i c e  of  'marr iage  

s e r v i c e s ' .  It could  e a s i l y  b e  argued t h a t  marr iage  

n e u t r a l i t y  i s  i n e f f i c i e n t  -- t h e  demand f o r  marr iage  
-

s e r v i c e s  i s  probably q u i t e  i n e l a s t i c ,  
18/ 

and t h e r e f o r e ,  

r e l a t i v e l y  l i t t l e  excess  burden would b e  gene ra t ed  by 

t a x i n g  i t .  However, I t h i n k  t h a t  proponents  o f  marriage 

n e u t r a l i t y  view i t  as a n  e q u i t y  r a t h e r  t h a n  an  e f f i c i e n c y  

c r i t e r i o n  -- it  i s  u n f a i r  t o  t a x  t h o s e  who have a ' t a s t e '  

f o r  marriage more t h a n  t h o s e  who d o n ' t  share  t h i s  t a s t e ,  
-1 9 1  

or have no t  been a b l e  t o  i ndu lge  i t .  
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B.  Equi ty  Aspects of  t h e  Marriage Tax. The n a t u r a l  


way f o r  a p u b l i c  f i n a n c e  economist to t h i n k  about t h e  


e t h i c a l  i m p l i c a t i o n s  of a g iven  s t a t u t e  i s  i n  terms of  


v e r t i c a l  and h o r i z o n t a l  e q u i t y .  The s t r a i g h t f o r w a r d  use 


of  t h i s  t r a d i t i o n a l  framework i s  imposs ib le  i n  t h i s  Context ,  


however, because i t  presupposes  a u n i t  of' o b s e r v a t i o n .  


It begs t h e  fundamental  q u e s t i o n :  should  one l o o k  a t  e q u i t y  


among i n d i v i d u a l s  or among fami l ies?  


One of  t h e  most cogent arguments f o r  t h e  f a m i l y  as 

t h e  a p p r o p r i a t e  u n i t  of  t a x a t i o n  i s  found I n  t h e  w e l l -

known r e p o r t  o f  t h e  Carter Commission [25]:  "We b e l i e v e  

f i rmly  t h a t  t h e  fami ly  i s  today ,  as i t  has been f o r  many 

c e n t u r i e s ,  t h e  b a s i c  economic u n i t  i n  s o c i e t y "  ( p .  1 2 3 ) .  

'!Taxation of t h e  i n d i v i d u a l  i n  . . .  d i s r e g a r d  of  h i s  

i n e v i t a b l y  c l o s e  f i n a n c i a l  and economic t i e s  w i t h  t h e  

o t h e r  members o f  t h e  b a s i c  s o c i a l  u n i t  o f  which he i s  

o r d i n a r i l y  a member, t h e  f a m i l y ,  i s  i n  o u r  view [a] s t r i k i n g  

i n s t a n c e  of [a]  l a c k  of  a comprehensive and r a t i o n a l  p a t t e r n  

i n  [a] t a x  s y s t e m "  ( p .  1 2 2 ) .  

The case  for t h e  fami ly  u n i t  i s  n o t  as compell ing as 


t h e  Carter Commission r e p o r t  s u g g e s t s .  T r a d i t i o n a l  fami ly  


arrangements are  no t  as omnipresent today as they  once were. 


Marriage i s  c e r t a i n l y  t h e  predominant i n s t i t u t i o n ,  bu t  


i n d i v i d u a l s  can choose other ones .  A s  B l t t k e r  a r g u e s ,  
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"If marr ied couples  a r e  taxed  on t h e i r  c o n s o l i d a t e d  income, 


f o r  example, should  t h e  same p r i n c i p l e  ex tend  to a c h i l d  


who suppor t s  an  aged p a r e n t ,  two s i s t e r s  who s h a r e  a n  


apartment ,  or a d ivorced  p a r e n t  who l i v e s  w i t h  an  ado le scen t  


c h i l d ?  Should a r e l a t i o n s h i p  e s t a b l i s h e d  by  blood o r  


marriage be demanded, to t h e  exc lus ion ,  for example, o f  


unmarried persons  who l i v e  t o g e t h e r ,  homosexual companions 


and communes?" [3,  p .  13981.  


It might be u s e f u l  to examine t h e s e  two d i f f e r e n t  

views i n  terms of t h e  a n a l y t i c a l  s t r u c t u r e  used i n  

s e c t i o n  111. The C a r t e r  Commission i m p l i c i t l y  assumes ,  as 

has been assumed i n  t h i s  paper ,  t h a t  t h e r e  e x i s t s  a f a m i l y  

u t i l i t y  f u n c t i o n ,  U = U(Ll,L2, Y) where t h e  v a r i a b l e s  

a r e  as p rev ious ly  ( s e e  equa t ion  ( 3 ) )  d e f i n e d .  It i s  

important  to no te  t h a t  with this formulation, it is a matter 

o f  i n d i f f e r e n c e  how Y i s  d i s t r i b u t e d  w i t h i n  t h e  f a m i l y .  

Proper ty  r i g h t s  o f  t h e  spouses  a r e  viewed as a b s o l u t e l y  

i r r e l e v a n t .  

On t h e  o t h e r  hand, if p r o p e r t y  r i g h t s  w i t h i n  t h e  


f a m i l y  a r e  impor tan t  and spouses  a r e  more l i k e  i n d i v i d u a l s  


who c a r e  about one a n o t h e r  t h a n  a s i n g l e  u n i t ,  t h e n  two 


u t i l i t y  f u n c t i o n s  a r e  invo lved :  


u1 = U 1 ( L p Y , U 2 )  (4) 

and 

( 5 )  
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where a i s  t h e  f i r s t  spouse ' s  s h a r e  o f  f a m i l y  income. 


Even t h i s  s t o r y  i s  t o o  s imple,  however, because many o f  t h e  


goods consumed b y  t h e  household have a p u b l i c  goods a s p e c t  


( f o r  example, hous ing ) .  Therefore ,  Y should be broken 

up i n t o  t h r e e  components: "his1', "hers" ,  and " t h e i r s " .  

The problem of e f f i c i e n t  t a x a t i o n  i s  so lvab le  e i t h e r  w i t h  

fo rmula t ion  ( 3 )  or formula t ion  ( 4 ) - ( 5 ) .  But OT theo ry  

says noth ing  about  which formula t ion  i s  to be p r e f e r r e d .  

Another i s s u e  which a r i s e s  w i t h  r e s p e c t  to t h e  t r e a t  


ment o f  s i n g l e s  ve r sus  marr ieds  i s  economies of s c a l e .  


Two may not  be a b l e  to l i v e  a s  cheaply a s  one, bu t  they 


may be a b l e  t o  l i v e  a s  cheaply as ( s a y )  one p o i n t  f i v e .  


Thus, t h e  argument goes,  a marr ied  couple  has more ' a b i l i t y - 


to-pay'  t han  two s i n g l e s  w i t h  t h e  same t o t a l  income, and 


should t h e r e f o r e  pay more t a x e s .  Some have gone s o  f a r  as 


to sugges t  t h a t  t h e  whole m a t t e r  o f  h o r i z o n t a l  and 


v e r t i c a l  e q u i t y  should b e  examined i n  terms of p e r  a d u l t  


e q u i v a l e n t s  i n  o rde r  to take such economies e x p l i c i t l y  


i n t o  account .  (See,  f o r  example [18]). 


I f i n d  t h i s  l i n e  of  r eason ing  unconvincing. Non-


marr ieds  g e n e r a l l y  have t h e  oppor tun i ty  to j o i n  t o g e t h e r  


w i t h  o t h e r s  i n  o r d e r  to enjoy t h e  economies of s c a l e  of 


l i v i n g  t o g e t h e r .  If they  do n o t ,  it s i m p l y  shows t h a t  


t h e  va lue  of l i v i n g  apar t  more t h a n  compensates f o r  such 
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economies. Neither i s  i t  a u n i v e r s a l  r u l e  that  marriage 


r e s u l t s  i n  economies of scale;  i n  some two e a r n e r  f a m i l i e s ,  


i t  i s  necessary  t o  ma in ta in  separate r e s i d e n c e s .  


This  s e c t i o n  can only be concluded with t h e  hope t h a t  


our  a n a l y s i s  has helped c l a r i f y  t h e  n a t u r e  of  t h e  i s s u e s  


sur rounding  marr iage n e u t r a l i t y ,  a l though i t  has provided  


no d e f i n i t e  answers.  S o l u t i o n s  here are even more dependent 


on o n e ' s  views of how s o c i e t y  s h o u l d  o p e r a t e  t h a n  i s  


u s u a l l y  t he  case .  


I 
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V I ,  TREATMENT OF CHILDREN 


Current ly ,  the  family is  allowed a t a x  exemption of $750 


per  c h i l d .  T h i s  can be r a t i o n a l i z e d  i n  s e v e r a l  ways: 1) It 


a d j u s t s  f o r  t he  e f f e c t  of t h e  number of ch i ld ren  on a b i l i t y  t o  pay: 


2) It provides more p r o g r e s s i v i t y  a t  t h e  bottom end of the income 

s c a l e ;  and 3 )  I t  may be an instrument of optimal populat ion po l i cy .  

In  t h i s  s ec t ion ,  focus i s  centered  only on 1) and 2 ) .  Optimal 

populat ion po l i cy  is  an exceedingly d i f f i c u l t  problem which is j u s t  
20/

beginning t o  rece ive  a t t e n t i o n .  (See, f o r  example, [21].) -
It w i l l  be argued t h a t  t he  number of c h i l d r e n  is an 

inappropr ia te  way t o  a d j u s t  a b i l i t y  t o  pay. However, i n  view of 

t h e  widespread s o c i a l  acceptance of t h e  exemption, w e  w i l l  then  

d i scuss  how t h e  optimal c h i l d  exemption might be determined given 

t h a t  it i s  t o  be used.  

A .  Children and A b i l i t y  t o  P a y .  The bas ic  argument f o r  


t h e  exemption as an  adjustment i n  a b i l i t y  t o  pay can be condensed 

-21/  

a s  follows: Taxable income should include only tha t  income 

i n  excess of subs is tence .  The add i t ion  o f  a c h i l d  inc reases  t h e  


l e v e l  of income requi red  f o r  f a m i l y  members t o  surv ive ,  and 


t he re fo re  an exemption equal  t o  t h i s  change i s  needed. 


There a r e  some who agree w i t h  t h e  bas i c  idea t h a t  the number 


of c h i l d r e n  a f f e c t s  a b i l i t y  t o  pay, bu t  o b j e c t  t o  c o r r e c t i n g  f o r  


it wi th  an exemption. The d o l l a r  value of an exemption, they  


note,  i s  an increas ing  func t ion  of t he  f ami ly ' s  marginal t a x  r a t e .  


Therefore,  r i c h  f a m i l i e s  ga in  more from it than  the poor. The 


proposed s o l u t i o n  is e i ther  a vanishing exemption ( a n  exemption 


which d iminishes  a s  income inc reases ) ,  or a t a x  c r e d i t  f o r  each 
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c h i l d  ( a  d o l l a r  amount which does n o t  va ry  w i t h  income). 


I t  has  been argued f o r  many y e a r s  t h a t  a l l  such approaches  

a r e  m i s d i r e c t e d  ( s e e ,  f o r  example, [ 2 7 ] ) .  I f  a husband and w i f e  

choose t o  devote  fami ly  r e sources  t o  t h e  r e a r i n g  of c h i l d r e n ,  t h i s  

i s  t h e i r  bus iness ,  bu t  t h e r e  i s  no p a r t i c u l a r  reason t o  award a 

t a x  r e d u c t i o n  f o r  such behavior .  Indeed, it can be a rgued  t h a t  

such a p o l i c y  i s  a n  o u t r i g h t  v i o l a t i o n  of h o r i z o n t a l  e q u i t y .  Sets 

of spouses  who have i d e n t i c a l  o p p o r t u n i t i e s ,  b u t  d i f f e r e n t  t a s t e s  

r ega rd ing  fami ly  s i z e ,  a r e  t r e a t e d  unequal ly  under such a regime. 

The e x t e n t  t o  which non-economists r i d i c u l e  t h e  view taken  

i n  t h e  l a s t  paragraph  i s  s t r i k i n g .  The t y p i c a l  bemused r e a c t i o n  

is  t h a t  of B i t t k e r [ 3 ] :  "..,the decision t o  have children is 

i r r e v e r s i b l e :  t hey  cannot  be abandoned, l i k e  a hobby t h a t  has  become 

burdensome o r  bor ing .  Moreover, s o c i e t y  f e e l s  an o b l i g a t i o n  t o  

suppor t  t h e  c h i l d r e n - - b u t  n o t  t h e  hobby-- i f  t h e  taxpayer  is  unable  

t o  do so. N o  one bu t  a t a x  t h e o r i s t ,  it might be a s s e r t e d ,  could  

f a i l  t o  see t h e  d i f f e r e n c e  ( p .  1 4 4 8 )...I doubt t h a t  even t h e  

most computer ized econometr ic ian  weighs t h e  va lue  of a dependency 

exemption be fo re  p r o c r e a t i o n "  (p .  1 4 4 9 ) .  

P a r t  of t h i s  r e a c t i o n  is probably  due t o  a f a i l u r e  t o  view 


decis ion-making i n  a l i f e - c y c l e  c o n t e x t - - t h e  dependents  s imply  


e x i s t  and have t o  be taken  c a r e  o f .  L i t t l e  thought  i s  g iven  t o  


t h e  f a c t  t h a t  c h i l d r e n  a r e  components of some long-term consumption 


p l a n .  But  p a r t  of the reason f o r  t h e  r e j e c t i o n  of t h e  idea of 


' c h i l d r e n  a s  consumption ' ,  I t h i n k ,  i s  t h e  way it i s  'packaged '  


by economists .  The argument is o f t e n  framed i n  terms l i k e  ' c h i l d r e n  


a r e  j u s t  ano the r  good, no d i f f e r e n t  from app les  o r  y a c h t s ' .  This  




i s  mis leading- -a l though c h i l d r e n ' s  s e r v i c e s  appear  a s  arguments i n  


t h e  u t i l i t y  f u n c t i o n  l i k e  apples  o r  yach t s ,  t hey  a r e  regarded  


d i f f e r e n t l y  by p a r e n t s .  .Indeed, u n l i k e  apples  o r  yach t s ,  it i s  


p o s s i b l e  t h a t  c h i l d r e n  c a n  change t h e  form of t h e  u t i l i t y  f u n c t i o n  


by i n f l u e n c i n g  t h e  household decision making process  Perhaps t h e  


idea might be more p a l a t a b l e  i f  it were emphasized t h a t  c h i l d r e n  


a r e  a choice ,  r a t h e r  t han  t h a t  c h i l d r e n  a r e  a good. 


I n  any case ,  a fundamental  e q u i t y  problem a r i s e s  i f  t h e  


' c h i l d r e n  a s  a c h o i c e '  approach is  t aken .  Although t h i s  approach 

would h e l p  s e c u r e  h o r i z o n t a l  e q u i t y  between sets of spouses ,  it 

would n o t  n e c e s s a r i l y  secu re  e q u a l i t y  i n  oppor tun i ty  between c h i l d r e n .  

S i m i l a r l y ,  a p o l i c y  designed t o  s u b s i d i z e  c h i l d  r e a r i n g  might 

f o s t e r  e q u a l i t y  of oppor tun i ty  f o r  c h i l d r e n ,  bu t  a t  t h e  expense of 

c r e a t i n g  i n e q u i t i e s  between t h e  p a r e n t s .  This  appears  t o  be an 

i n s o l u b l e  dilemma. The p r o v i s i o n  of c e r t a i n  c h i l d - c a r e  s e r v i c e s  

by t h e  p u b l i c  s e c t o r  might be a p a r t i a l  s o l u t i o n ,  bu t  r a i s i n g  t h e  

funds t o  run them would, of course ,  induce economic d i s t o r t i o n s .  

The proper  mix of s u b s i d i e s  and d i r e c t  expend i tu re s  needed t o  

a r r i v e  a t  t h e  s o c i a l l y  determined amount of c h i l d  c a r e  can  be 

ana lyzed  a s  an a p p l i c a t i o n  of opt imal  t a x  theo ry ,  b u t  i s  beyond 

t h e  scope of t h i s  paper .  E/ 
F i n a l l y ,  i f  t h e  argument were accepted  t h a t  c h i l d r e n  a r e  


j u s t  ano the r  commodity, how might c h i l d r e n ' s  s e r v i c e s  be t axed  most 


e f f i c i e n t l y ?  Cur ren t ly  t h e r e  i s  no t  enough consensus a s  t o  t h e  


a p p r o p r i a t e  e l a s t i c i t i e s  t o  v e n t u r e  a g u e s s . z /  I t  i s  n o t  even c l e a r  

how t o  d e f i n e  t h e  p r i c e  of c h i l d r e n ' s  s e r v i c e s .  A t  t h i s  t i m e ,  then ,  

there is a lack o f  sufficient empirical information to implement 



----- 
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e f f i c i e n t  t a x a t i o n  of c h i l d r e n ' s  s e r v i c e s .  For r easons  s i m i l a r  t o  


those d i s c u s s e d  w i t h  r e s p e c t  t o  marr iage  s e r v i c e s ,  most people  


would view such  a t a x  a s  i n e q u i t a b l e  and unaccep tab le  anyway. 


B. The Optimal C h i l d  Exemption. There a r e  some who view t h e  


c h i l d  exemption less a s  a subs idy  t h a n  a s  a n  in s t rumen t  f o r  g a i n i n g  


p r o g r e s s i v i t y  a t  t h e  bottom end of t h e  income s c a l e .  Suppose t h e  


number of c h i l d r e n  p e r  f ami ly  i s  g iven  exogenously,  and it h a s  been 


decided  t h a t  some exemption p e r  c h i l d  i s  t o  be g iven .  What should  


be t h e  s i z e  of t h e  exemption? 


T h i s  i s  s i m i l a r  i n  s t r u c t u r e  t o  t h e  b a s i c  problem of t h e  


op t ima l  income t a x  l i t e r a t u r e .  Assume a s  b e f o r e  t h a t  each f a m i l y  


has a u t i l i t y  f u n c t i o n  which depends on f a m i l y  income and t i m e  


s p e n t  i n  non-market a c t i v i t y .  Assume f u r t h e r  t h a t  each f a m i l y ' s  


t a x  b i l l  depends upon i t s  income, b u t  t h a t  t a x e s  a r e  reduced a g iven  


amount f o r  each c h i l d .  The op t ima l  t a x  problem i s  t o  choose t h e  


income t a x  r a t e  and c h i l d  c a r e  exemption so  a s  t o  maximize s o c i a l  


w e l f a r e  s u b j e c t  t o  the  c o n s t r a i n t  ' t h a t  a g i v e n  amount of t a x  revenue 


be c o l l e c t e d .  


Given a p p r o p r i a t e  assumptions on s p e c i f i c  f u n c t i o n a l  forms 


and parameter  v a l u e s ,  t h i s  problem presumably cou ld  be so lved  


e i t h e r  a n a l y t i c a l l y  o r  numerically.-24/ For t he  purposes  of t h i s  


paper ,  however, it i s  s u f f i c i e n t  t o  c a l l  a t t e n t i o n  t o  some g e n e r a l  


c h a r a c t e r i s t i c s  of  t h e  s o l u t i o n .  


a )  I n  g e n e r a l ,  the  op t ima l  c h i l d  exemption must be 


determined j o i n t l y  w i t h  t h e  op t ima l  t a x  r a t e .  




b )  The exemption depends upon t h e  r e l a t i o n s h i p  between 


number of c h i l d r e n  and ea rn ings  a b i l i t i e s  of p a r e n t s .  


c )  Value judgments on t h e  proper  degree of e g a l i t a r i a n i s m  


i n f luence  t h e  opt imal  exemption. I f ,  f o r  example, t h e  s o c i a l  


w e l f a r e  f u n c t i o n  weighs increments  t o  t h e  incomes of t h e  poor more 


than  t o  those  of t h e  r i c h ,  and poor f a m i l i e s  t end  t o  have more 


c h i l d r e n  than  t h e  r i c h ,  t hen  t h i s  w i l l  tend t o  i n c r e a s e  t h e  exemption. 


d )  The no t ion  t h a t  c h i l d r e n  i n c r e a s e  t h e  ' s u b s i s t e n c e  


needs '  of a fami ly  i s  a b s e n t  from t h i s  model. ' Pove r ty  l i n e s '  need 


n o t  be c a l c u l a t e d  i n  o r d e r  t o  g e n e r a t e  a p o s i t i v e  exemption. 


If  t h e  t a x  f u n c t i o n  al lowed f o r  i n c r e a s i n g  margina l  t a x  

r a t e s ,  t h e  q u e s t i o n  of exemptions ve r sus  c r e d i t s  could  be explored.  

I have sugges ted  e l sewhere  [ 2 4 ]  t h a t  such changes a r e  u n l i k e l y  t o  

have much i n f l u e n c e  one way o r  ano the r  a s  f a r  a s  t h e i r  o v e r a l l  

impact on a u t i l i t a r i a n  s o c i a l  w e l f a r e  func t ion .  The d i f f e r e n c e s  

involved a r e  n o t  s u b s t a n t i a l  enough t o s i g n i f i c a n t l y  matter f r o n  

e i t h e r  an e f f i c i e n c y  or equ-ity p o i n t  of view. 




------ 
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V I I ,  MANDATORY I N D I V I D U A L  F I L I N G  


Some crit icisms of j o i n t  f i l i n g  a s  it i s  done under c u r r e n t  


law have p r e v i o u s l y  been a s s e r t e d :  it imposes a r e l a t i v e l y  l a r g e  


burden on secondary workers,  f a i l s  t he  t e s t  of marr iage  n e u t r a l i t y ,  


assumes t h a t  p r o p e r t y  r i g h t s  w i t h i n  t h e  f ami ly  a r e  i r r e l e v a n t ,  


and ignores  s o c i a l  changes which a r e  l e s s e n i n g  t h e  primacy of the 


f a m i l y  a s  t h e  b a s i c  s o c i a l  u n i t .  I n  l i g h t  of  t h e s e  c o n s i d e r a t i o n s ,  


it has  been sugges ted  t h a t  j o i n t  f i l i n g  be e l i m i n a t e d ,  and t h a t  a l l  


i n d i v i d u a l s  be r e q u i r e d  t o  f i l e  s e p a r a t e l y .  I n  t h i s  s e c t i o n ,  a 


few i m p l i c a t i o n s  such a move might have f o r  l a b o r  supply,  economic 


e f f i c i e n c y ,  and t h e  d i s t r i b u t i o n  of income w i l l  be  d i s c u s s e d .  


A .  Labor Su-lyand-------I---- E f f i c i e n c y .  When s p e c u l a t i n g  a b o u t  

mandatory i n d i v i d u a l  f i l i n g ,  a pr imary problem invo lves  t h e  

t r e a t m e n t  of unearned income. Would h i g h  e a r n i n g s  i n d i v i d u a l s  

t r a n s f e r  c a p i t a l  t o  t h e i r  mates i n  o r d e r  t o  lower f ami ly  t a x  b i l l s  

(“bedchamber t r a n s f e r s  of p r o p e r t y ” ) ?  It  is  d i f f i c u l t  t o  p r e d i c t .  

My guess  i s  t h a t  p r o p e r t y  r i g h t s  w i t h i n  f a m i l i e s  do_ m a t t e r  i n  many 

c a s e s .  A f t e r  a l l ,  s i g n i f i c a n t  amounts of e s t a t e  t a x  cou ld  be 

avoided if more i n t e r  v i v o s  g i f t s  were made, b u t  t h e y  a r e  n o t - 

i n d i v i d u a l s  appear  t o  be w i l l i n g  t o  pay h i g h  p r i c e s  t o  r e t a i n  

c o n t r o l  of t h e i r  property.- 25’ T o  the  e x t e n t  i n t e r - f a m i l y  p r o p e r t y  

t r a n s f e r s  t o  avoid  t a x e s  d i d  t a k e  p l a c e ,  t h e  r e s u l t  would be  a lower 


r a t e  of t a x a t i o n  on c a p i t a l  income. I t  i s  u n c l e a r  whether  o r  n o t  


t h i s  would be d e s i r a b l e  from a s o c i a l  p o i n t  of view. I t  shou ld  be 


no ted ,  however, t h a t  t h e  o v e r a l l  e f f e c t  of mandatory f i l i n g  cannot  
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be determined a p r i o r i .  I t  depends upon how the r a t e  s t r u c t u r e  


would be changed t o  a d j u s t  f o r  revenue changes.  


I n  a r e c e n t  a t t e m p t  t o  a s c e r t a i n  the e f f e c t s  of mandatory 


i n d i v i d u a l  f i l i n g , - I 

26/  assumed t h a t  h a l f  of non-earned income i s  

imputed t o  each  spouse f o r  purposes  of computing t a x a b l e  income, 

and the spouse w i t h  t h e  h i g h e r  a d j u s t e d  gross income t a k e s  all t h e  

deduc t ions  and exemptions t o  which the f a m i l y  is e n t i t l e d .  N o t e  

t h a t  i f  each spouse  f a c e s  t h e  same r a t e  schedule  a s  t h e  f a m i l y  f aced  

p r i o r  t o  the i n t r o d u c t i o n  of i n d i v i d u a l  f i l i n g ,  t o t a l  t a x  revenues 

would change. Therefore ,  i n  t h i s  exercise, t h e  margina l  t a x  r a t e s  

f o r  each  b r a c k e t  were a d j u s t e d  p r o p o r t i o n a t e l y  t o  keep revenue 

c o l l e c t i o n s  c o n s t a n t .  I n  t h i s  way, t h e  degree  of  p r o g r e s s i v i t y  of 

the r a t e  s chedu le  was main ta ined .  

When t h i s  change i n  t h e  t a x  law was s imula t ed  u s i n g  a sample 


of middle-aged w h i t e  f a m i l i e s ,  t h e  fo l lowing  r e s u l t s  emerged: 


a )  Hours p e r  y e a r  of market work i n c r e a s e  f o r  wives i n  a l l  


income b r a c k e t s ,  and t h e  change i n  hours  of work i s  g r e a t e s t  f o r  


women f o r  whom o t h e r  f ami ly  income i s  the  h i g h e s t .  This  r e s u l t  


i s  n o t  hard  t o  understand.  S ince  t h e  e l a s t i c i t y  of marr ied  women's 


l a b o r  supp ly  i s  p o s i t i v e ,  the change i n  t h e  number of hours  of work 


is a n  i n c r e a s i n g  f u n c t i o n  of the i n c r e a s e  i n  the n e t  wage. Because 


women w i t h  h igh  ea rn ings  husbands faced  t h e  h i g h e s t  t a x  r a t e s  


under j o i n t  f i l i n g ,  t h e  move t o  i n d i v i d u a l  f i l i n g  g i v e s  them t h e  


l a r g e s t  inducement t o  work more. The change i n  t a x  regime is assumed 


t o  have no e f f ec t  on husbands '  y e a r l y  hours  of work. This assumption 
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s i m p l i f i e s  t h e  a n a l y s i s  g r e a t l y ,  and probably  i s  n o t  a bad 


approximation t o  r e a l i t y .  For example, i n  H a l l ' s  [ I 4 1  c a r e f u l  s t u d y  


of t h e  l abor  supply  behavior  of marr ied  males ,  no  s i g n i f i c a n t  wage 

e f f e c t  i s  i s o l a t e d .  271-
b )  The excess  burden of t h e  t a x  system dec reases  by about  

t h i r t y  pe rcen t .  This  i s  a consequence of t h e  f a c t  t h a t  t h e  t a x  

burden h a s  been moved from a s e t  of workers w i t h  h igh  e l a s t i c i t i e s  

of supply  (wives )  t o  those  wi th  low e l a s t i c i t i e s  (husbands) .  These 

r e s u l t s  a r e  c o n s i s t e n t  w i t h  the e a r l i e r  d i s c u s s i o n  of e f f i c i e n t  

t a x a t i o n  of secondary e a r n e r s .  

S ince  t h e s e  c a l c u l a t i o n s  a r e  based upon a sample which i s  


no t  r e p r e s e n t a t i v e  of t h e  e n t i r e  popula t ion ,  t h e  f i g u r e  of t h i r t y  


percen t  must  be viewed a s  on ly  a rough approximation of t h e  e f f i c i e n c y  


g a i n  i n  moving t o  mandatory s i n g l e  f i l i n g .  A f u r t h e r  compl ica t ion  


a r i s e s  if t h e  wage v a r i e s  w i t h  t h e  number of hours  of work, t h a t  


is, i f  t h e r e  a r e  economies of s c a l e  of work i n  t h e  market p l a c e .  


I n  t h i s  case ,  t h e r e  would be e f f i c i e n c y  l o s s e s  due t o  t h e  


discouragement of t h e  d i v i s i o n  of l abor .  Not much i s  known about  


whether  o r  no t  t h i s  i s  an important  phenomenon e m p i r i c a l l y .  (See  


[ 2 3 ]  f o r  some p re l imina ry  r e s u l t s . )  There can  be l i t t l e  doubt,  

however, t h a t  such a move would lower t h e  excess  burden of t h e  

t a x  system. 

--------,----------.B* D i s t r i b u t i o n  of Welfare  A s  j u s t  mentioned, a consequence 

of adopt ing mandatory i n d i v i d u a l  f i l i n g  is  t h a t  wives from w e a l t h i e r  

f a m i l i e s  tend t o  work more hours .  Therefore ,  t h e  incomes of t h e s e  

w e a l t h i e r  f a m i l i e s  would tend  t o  go up by g r e a t e r  d o l l a r  amounts 

than those of the poar, and the  distribution of family income 
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( acco rd ing  t o  some measures)  would become more unequal .  


However, the  change is  less i n e g a l i t a r i a n  t h a n  might f i rs t  

appear .  Households t h a t  g a i n  t h e  most i n  terms of income a r e  a l s o  

l o s i n g  the most i n  terms of e i ther  l e i s u r e  or  household p roduc t ion - 

t h e  d i s t r i b u t i o n  of f ami ly  u t i l i t y  changes less t h a n  t h e  d i s t r i b u t i o n  

of income. Never the l e s s ,  some i n e q u a l i t y  is i n t roduced  by the 

move, and the q u e s t i o n  is  whether it outweighs t h e  b e n e f i t s  o f  

i nc reased  e f f i c i e n c y .  My c a l c u l a t i o n s  i n d i c a t e  t h a t  f o r  a wide 

v a r i e t y  of e g a l i t a r i a n  p re fe rences ,  changing t o  mandatory i n d i v i d u a l  

f i l i n g  l e a d s  t o  a s m a l l  p o s i t i v e  change i n  s o c i a l  w e l f a r e .  I f  

t h e s e  r e s u l t s  a r e  a t  l e a s t  q u a l i t a t i v e l y  correct, t h e y  s u g g e s t  t h a t  

such a move would be b e n e f i c i a l .  Note, however, t h a t  t h i s  is 

c o n d i t i o n a l  on a view t h a t  does n o t  a t t a c h  normative s i g n i f i c a n c e  

t o  t h e  f a c t  t h a t  f a m i l i e s  w i t h  the same t o t a l  incomes can pay 

d i f f e r e n t  amounts of t a x e s .  



V I I I .  CONCLUDING COMMENTS 

Many problems a s s o c i a t e d  w i t h  the  t a x a t i o n  of t h e  f a m i l y  have 


n o t  been d i scussed .  For example, no mention has  been made of the 


i n t e r e s t i n g  problems which a r i s e  w i t h  r e s p e c t  t o  t h e  t r e a t m e n t  of 


g i f t s  and beques ts .  I f  the  beques t  motive induces some amount o f '  


saving ,  then  opt imal  t a x a t i o n  of beques t s  would have t o  ba l ance  o f f  


e q u i t y  ( r e d i s t r i b u t i o n  of wea l th )  and e f f i c i e n c y  us ing  tools  


s i m i l a r  t o  those  of op t imal  income t a x  theo ry .  
 Presumably, the  


e l a s t i c i t y  of beques t s  w i t h  r e s p e c t  t o  the  ' p r i c e  of b e q u e s t s '  


would be a key parameter  i n  t h e  problem. 


A d i f f e r e n t  se t  of problems a r i s e s  when considering gift-

g i v i n g  w i t h i n  the  fami ly  u n i t .  Whether g i f t s  should be taxed  a t  

a l l  depends on whether  i n d i v i d u a l s  o r  f a m i l i e s  a r e  viewed a s  the  

t a x a b l e  u n i t .  These problems were ana lyzed  i n  t h e d i s c u s s i o n  of  the 


marr iage  t a x .  


Nei the r  h a s  any attention been devoted to the question Of 

a l t e r n a t i v e  bases  f o r  fami ly  t a x a t i o n .  It has  been sugges ted ,  f o r  

example, t h a t  a consumption based persona1tEi.X might be s u p e r i o r  

t o  t h e  p r e s e n t  one. (See,  f o r  example, [ l o ] . )  The a n a l y s e s  of 

t h i s  paper  t r a n s f e r  e a s i l y  from an  income t o  a consumption t a x ,  

a l though  some d e t a i l s  would change.-28' Whatever t he  t a x  base ,  

however, p o l i c y  makers w i l l  s t i l l  have t o  worry about  such problems 

a s  the u n i t  of t a x a t i o n ,  m a r r i a g e  p e n a l t i e s ,  and c h i l d - c a r e  

deduc t ions .  




I n  conclus ion ,  it should be emphasized aga in  t h a t  OT t h e o r y  


cannot  provide  an escape from making c e r t a i n  b a s i c  v a l u e  


judgments. However, on a v a r i e t y  of i s s u e s  which involve  e f f i c i e n c y  


( f o r  example, t a x  t r ea tmen t  of secondary e a r n e r s )  o r  t r a d e o f f s  


between e q u i t y  and e f f i c i e n c y  ( f o r  example, de t e rmina t ion  of  the 


op t ima l  ch i ld  c a r e  exemption),  a v e r y  t h e o r e t i c a l  l i t e r a t u r e  h a s  


y i e l d e d  some ext remely  u s e f u l  i n s i g h t s .  




- 38 -

FOOTNOTES 


* The au tho r  would l i k e  t o  thank D .  Bradford,  M.  F e l d s t e i n ,  

K .  S m a l l ,  and members of t h e  O f f i c e  of Tax Analys is  Seminar f o r  

u s e f u l  comments. 


1/ For a h i s t o r y  of  t h e  f a m i l y ' s  t a x  t r ea tmen t  i n  America, 
s e e  B i t t k e r  [ 3 1 .  

2 1  See, f o r  example, t h e  p a p e r  by Boskin [ 5 1 .-
For a more e x t e n s i v e  d i s c u s s i o n  of  t h e  OT l i t e r a t u r e ,  

s e e  D,
3/ 

Bradford and H .  Rosen, "The O p t i m a l  Taxat ion  of  Commod
i t i e s  and Income," American Economic R e v i e w ,  May 1976 .  

4 /  For ' s m a l l '  t a x e s ,  i t  can be  shown ( s e e  Harberger  [ I 5 1
t h a t  Tf t a x e s  on m goods are be ing  cons ide red ,  then  the excess  
burden i s  

where S i j  i s  t h e  S lu t sky  c o e f f i c i e n t  ( t h e  compensated change 
i n  consumption of good i w i t h  r e s p e c t  t o  a change i n  t h e  p r i c e  
of good j )  and dpj i s  t h e  t a x  induced change i n  t h e  p r i c e  of 
t h e  j t h  good. 


There are a number of ways t o  s o l v e  t h i s  problem ( s e e  

Sandmo [26]. The b a s i c  r e s u l t  which emerges i s  t h a t  i f  t a x  
r a t e s  a r e  excess  burden minimizing,  

k = l ,  . . . , m ,  

where B i s  independent  of k ,  and o t h e r  v a r i a b l e s  are a s  de f ined  
above. The l e f t  hand s i d e  g i v e s  an e s t i m a t e  of t h e  change i n  
demand f o r  t h e  k t h  good which would occur  i f  t a x e s  were removed. 
Thus, t h e  equa t ion  sugges t s  t h a t  f o r  maximum e f f i c i e n c y ,  t h e  
p r o p o r t i o n a l  change i n  demand should  be  t h e  same f o r  a l l  
commodities. 

5 /  A loss i n  u t i l i t y  i n  excess  of  t h e  t a x  r e c e i p t s  a r i s e s  
because t h e  taxes l e a d  t o  a m i m a t i o n  of r e s o u r c e s .  
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6 /  Assuming that utility functions are Cobb-Douglas and 
the earnings ability distribution is lognormal or pareto, the 
following results emerge: a) The optimal tax function is 
approximately linear with a negative intercept; and bj it is 
characterized by 'low' marginal tax rates which fall. somewhat 
with income. (Atkinson's [2] interpolations of Mirrleesr 
results indicate rates in the neighborhood of 20 percent for 
a zero-revenue purely redistributive tax,) 

-7/ There has been some work on tax evasion, See [l], 

8/ It can be shown that if all individuals have identical 
tastes and there is only one type of ability, then horizontal 
equity will be satisfied by virtually any broad-based tax. 
(See Feldstein [lo].) Such assumptions, as we have seen, are 
built into a number of the optimal tax studies. (For an 
exception, see Diamond and MirrleesC81.) 

9 /  Alternatively, we can think of the tax system as 
increasing the yearly hours of non-market activity. (This 
aspect of the problem will be considered later.) 

-10/ For a discussion, see Ishikawa [17]. 


11/ In this atemporal model there is no saving,
-
12/ The inverse elasticity rule applies strictly only when 

the Esbandrs and wirers labor supplies are independent of each 
other. The more general case with interdependent labor supplies
is discussed in Appendix A. 

13/ Although such a program would not be optimal, it might 

be superior to the present system in which household production

is entirely untaxed. It would be necessary to compute the excess 

burdens associated with each of these suboptima in order to 

ascertain which was superior, 


14/ Although this provision is not particularly unfair to
-
wives as a group, it might be thought of as discriminating against 

households in which the wife has a relatively strong taste for 

engaging in market activity. 


15/ As an alternative to calculating the value of time spent

inhome production, one might consider calculating the value of 

market substitutes for housewives' time. This approach also 

involves serious estimation problems. 
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16/ F o r  a discussion of how the size of the 'marriage tax' 

varierwith the spouses1 incomes and number of dependents, see [22]. 


l7/ Bittker argues that neutrality cannot be defined without 
prioragreement on what constitutes taxpaying capacity: "Neu
trality. . .is a destination, not a guidepost" [3, p. 14491. It is 
hard to see the basis for this argument, 

18/ Note, however, that changes in the price of marriage
mightlead t o  divorce, separation or postponement of the date of 
marriage. 

19/ In addition, there are some who believe marriage should 

not bediscouraged because of moral principles, 


20/ To the extent that unplanned children are a concern of 

tax policy makers, a fourth rationalization is possible. The 

exemption can be viewed as a form of insurance against unplanned

children. 


21/ For a more detailed defense, see [7].
-
22/ For a general theory of the optimal mix of "tax 


expenditures" and direct subsidies to achieve set goals, see 

Feldstein [ll]. 


23/ For an interesting study of the determinants of the 

demandfor children, see [12), 


24/ The mathematical structure of the problem is as follows. 


Let the ith family's utility function be Ui = U(Lli, L2i, q), 
where the variables are as previously defined. Assume a linear 
tax function Ti = a + bYi -<Ci, where a is the (positive or 

negative) transfer payment per family, b is the marginal tax rate, 
5 is the exemption per child, and Ci is the number of children in 

the ith family. The family maximizes utility subject to the budget 


constraint Yi = (l-b)Wli (T-Lli) + (1-b)W2i(T-L2i) - a + 5Ci* 

Given a revenue constraint, R, the optimal exemption is part of 


the solution to the problem max W = W(U,, . . . ,U,), subject to 
a,b&

C Ti = R, where k7 is the social welfare function. 
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25/ This ignores the existence of 10-year grantor trusts,

in which an individual can transfer a trustts income to his/her 

spouse for 10 years, at the end of which time the principle 

reverts back to the individual, It is not known how wide-

spread the use of such trusts is. 


26/ The study uses data from the year 1967. See [ 2 4 ] .-

27/ This should not be interpreted as an assertion that 
taxeshave no impact on work effort. Other dimensions of labor 
supply such as human capital investment, occupational choice 
and time of retirement may very well be affected by the tax 
system. 

28/ Interestingly, part of the case for the consumption 

tax relies on the application of optimal tax theory, When certain 

separability conditions on the intertemporal utility function are 

obtained, it can be shown that a consumption tax has a smaller 

excess burden than an equal yield income tax. See [lo]. 




--- 

- 42 -
REFERENCES 

[l] 	 Allingham, M.G. and A .  Sandmo, "Income Tax Evasion:  A 
T h e o r e t i c a l  Analys is , "  J o u r n a l  of P u b l i c  Economics, 1972. 

[2 ]  	 Atkinson,  A.B. ,  "HOW Progress ive  Should the  Income Tax Be , "  
i n  Longmans, Essays on Modern Economics, London, 1973. 

[3] 	 B i t t k e r ,  B . I . ,  "Federa l  Income Taxat ion  and the  Family,"  
S t a n f o r d  Law Review, J u l y  1975. 

p] 	Bloch, F., "The A l l o c a t i o n  of T ime  t o  Market and Non-Market 
Work Within a Family Unit ,  S t an fo rd  Un ive r s i ty ,  m i m e o ,  1973. 

[ 5 ]  	 Boskin, M . J . ,  "Optimal Tax Treatment of the Family," S t a n f o r d  
Un ive r s i ty ,  m i m e o ,  1975. 

[ 6 ]  	 Bowen, W.G. and T.A. Finegan, The Economics of Labor Force 
P a r t i c i p a t i o n ,  P r ince ton ,  New Jersey: P r ince ton  U n i v e r s i t y  
Press, 1967. 

[7]  	 Brannon, G.M. and E.R. Morss, "The Tax Allowance f o r  
Dependents: Deductions Versus C r e d i t s , "  Na t iona l  Tax J o u r n a l----,-,,,,,~,,-,,-~ 

December 1973. 
181 	 Diamond, P. and J. Mirrlees, "Optimal Taxat ion  and Pub l i c  

Product ion:  ---,----,---,---? 11, '' American Economic Review June 1971. 

[ g ]  	 Fe lds t e in ,  M.S., "On the  Optimal P r o g r e s s i v i t y  of the Income 
Tax," J o u r n a l  of P u b l i c  Economics, 1973. 

[101 ,,-,--------, "On The Theory of  Tax R e f o r m , "  J o u r n a l  of ,--,,,,---,Pub l i c  Economics J u l y ,  1976. 

m1 ---I--------I "The Theory of Tax Expendi tures ,  Harvard 
Univers i ty ,  m i m e o ,  1975. 

[12]  	Gardner, B., "Economics of t h e  S i z e  of North Caro l ina  Rura l  
Fami l ies , "  J o u r n a l  of P o l i t i c a l  Economy, March-April 1973. 

[13] 	Gronau, R.,  "The I n t r a f a m i l y  A l l o c a t i o n  of Time:  The Value 
of t he  Housewives Time, I t  American Economic Review, 1973. 

[14] Hal l ,  R.,  "Wages, Income and Hours of Work i n  t h e  U.S.  Labor  
Force," i n  Cain,  E. and H. Wat t s  (eds . ) ,  Income Maintenance 
and Labor Supply,  Rand McNally, 1973. 

[l5] 	Harberger ,  A.C., "Taxat ion ,  Resource A l l o c a t i o n  and Welfare ,"  
i n  J. Due ( e a . ) ,  The R o l e  of Direct and I n d i r e c t  Taxes i n  the 
--I_-------
Federa l  Revenue System, Brookings,  1964. 



--------- 

-------- 

- 43 -

[16] 	Heckman, J., "Shadow Prices ,  Market Wages, and Labor Supply,"
Econometrica,  J u l y  1974. 

[ l 7 ]  	Ishikawa, T., "Family S t r u c t u r e s  and Family Values i n  t h e  
Theory of Income D i s t r i b u t i o n ,  " J o u r n a l  of P o l i t i c a l  Economy,
October 1975. 

[IS] Kondor, Y., "Optimal Devia t ions  from Hor izon ta l  Equi ty:  The 
Case of Family S ize ,"  Pub l i c  Finance, 1975. 

[ l 9 ]  	Kosters ,  M.H., " E f f e c t s  of an  Income Tax on Labor Supply,"
i n  Harberger ,  A.C.  and M . J .  Ba i l ey  (eds.1,  The Taxat ion  of 
Income from C a p i t a l ,  Washington, DC: The Brookings I n s t i t u t i o n ,  
1969. 

[ 2 0 ]  	Mirrlees, J., "An Exp lo ra t ion  i n  the  Theory of O p t i m u m  Income 
Taxat ion,"  Review of Economic S tud ie s ,  1971. 

m i  ___-______, "Popula t ion  Po l i cy  and Taxat ion  of  Family S ize , "  
Journa 1 of  Pub l i c  Economics, 1972. 

[ 2 2 ]  	Nussbaum, J . M . ,  "The Tax S t r u c t u r e  and Di sc r imina t ion  Aga ins t
Working Wives," Na t iona l  Tax Journa l ,  June 1972. 

[ 2 3 ]  	Rosen, H.S. ,  "Taxes i n  a Labor Supply Model w i t h  J o i n t  Wage-Hours
Determina t ions ,"  Econometrica,  May 1976. 

[ 24  1 t "A Methodology f o r  Evalua t ing  Tax Reform Proposa ls , "
J o u r n a l  of P u b l i c  Economics, J u l y ,  1976. 

[25] 	Royal Commission on Taxat ion,  R e p o r t  of the  Royal Commission 
,,,-,...,-,,- on Taxat ionI volume 3 ,  Ottawa, 1966. 

[261  	Sandmo, A . ,  "A Note on the  S t r u c t u r e  of Optimal Taxat ion ,"  
American Economic R e v i e w  September 1974.,,,--,,,---,,------J 

f271 	Simons, H., Personal  Income Taxat ion,  U n i v e r s i t y  of Chicago
Press, 1938. 

[28]  	S t e r n ,  "On t h e  S p e c i f i c a t i o n  of Models of Optimum Income 
Taxatiof;:' J o u r n a l  of P u b l i c  Economics, J u l y ,  1976. 



- 44 -

APPENDIX A 

T h e  purpose of t h i s  appendix is  t o  g e n e r a l i z e  the  a n a l y s i s  of 

S e c t i o n  I11 t o  t h e  case where the l a b o r  supply  behaviors  of t h e  

husband and w i f e  a r e  in te rdependent .  The problem of e f f i c i e n c y  is  

t o  choose a t a x  r a t e  f o r  t h e  w i f e  ( t2 )and for t h e  husband ( t l )  t o  

minimize excess  burden: 

I-

s u b j e c t  t o  a revenue c o n s t r a i n t  

where: w 
Ig  

and w 
253 

a r e  t h e  g r o s s  wages of  t h e  husband and wi fe ,  

r e s p e c t i v e l y ;  S is  t h e  compensated d e r i v a t i v e  of t h e  w i f e ’ s  
L2’w2 

hours  of work w i t h  r e s p e c t  t o  h e r  n e t  wage, and t h e  o t h e r  e lements  
-


of t h e  S l u t s k y  m a t r i x  a r e  de f ined  ana logous ly ;  and T i s  the t i m e  

endowment. 

I n  an i n t e r e s t i n g  paper ,  Michael  Boskin [ 5 ]  h a s  so lved  t h i s  

problem us ing  h i s  e s t i m a t e s  of t h e  S l u t s k y  m a t r i x  from econometr ic  

a n a l y s i s  of c r o s s  s e c t i o n  d a t a .  According t o  h i s  c a l c u l a t i o n s ,  the 

l e i s u r e  of husbands and wives should  no t  be taxed a t  t he  same r a t e .  

Even g iven  c r o s s  s u b s t i t u t i o n  e f f e c t s ,  e f f i c i e n c y  would be ga ined  

i f  wives were taxed  less h e a v i l y  t h a n  t h e i r  spouses,  t h e  same 

g e n e r a l  conclus ion  a s  w a s  found i n  S e c t i o n  111. 
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APPENDIX B 

I n  t h i s  Appendix it is  shown t h a t  i n  g e n e r a l ,  e f f i c i e n c y  w i l l  

n o t  r e q u i r e  e q u a l  r a t e s  of t a x  on household and market a c t i v i t y .  

To do t h i s ,  one v e r s i o n  of Gronau 's  [ls] model of f ami ly  economic 

a c t i v i t y  i s  used. L e t  M = market goods, H = home goods, 

L1 = husband ' s  l e i s u r e  and L2 = w i f e ' s  l e i s u r e .  Then f a m i l y  

u t i l i t y  U i s  

u = u ( M , H , L ~ , L ~ ). (1) 

Market goods a r e  produced bycombining market i n p u t s  i n t o  t h e  home 

p roduc t ion  f u n c t i o n  process, X , and t h e  time of t h e  spouses .  

Assume t h a t  t h e  husband devotes  no t i m e  t o  household work, b o t h  

spouses  p a r t i c i p a t e  i n  t h e  l a b o r  f o r c e ,  and home p roduc t ion  i s  

governed by a Leont ie f  technology.  These assumptions make t h e  

d i s c u s s i o n  e a s i e r ,  and f o r  ou r  purposes ,  r e s u l t  i n  no impor t an t  

loss of g e n e r a l i t y .  

Under t h e s e  assumptions,  

T 
H = min( x _ 2,,-a) 

where l / Y  i s  t h e  marg ina l  p roduc t  of market i n p u t s  i n  home 

p roduc t ion  and 1/6 i s  t h e  margina l  product  of w i f e ' s  t i m e  i n  

home p roduc t ion  ( T 2 ) .  I n p u t s  t h u s  v a r y  p r o p o r t i o n a t e l y  w i t h  amounts 

of home goods produced. 

X = 'YH 

T2 = 6H , 
s o  t h a t  t h e  p r i c e  of home 	goods, II , is  g iven  by 

II = Yp, + 6w2 y 
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where PX is t h e  pr ice  of market inputs  i n t o  home production, and 

w 2 is  the w i f e ' s  p r i c e  of t i m e  (equal  t o  h e r  market wage s i n c e  she 

p a r t i c i p a t e s  i n  the  market]. 

F ina l ly ,  no te  t h a t  the  family budget c o n s t r a i n t  can be w r i t t e n  

pm M + pXX = W 1(T-L,) + W2(T-T2 -L 2 ) + V , ( 6 )  

where pm is  the  p r i c e  of market goods, T is  t h e  time endowment, 

w1 i s  t h e  husband's pr ice  of time, and V i s  non-labor income. 

Suppose t h e  husband's earned income i s  taxed a t  r a t e  tl ' 
w i f e ' s  earned market income a t  t2, and t h e  value of w i f e ' s  t i m e  

spent  i n  the home a t  tH. T h i s  changes the  p r i c e s  of the items 

i n  the  u t i l i t y  func t ion  i n  t h e  following way: the p r i c e  of 

husband's l e i s u r e  goes from w1 t o  wl ( l - t l )  : the  price of w i f e ' s  

l e i s u r e  goes from w 2 t o  w2(1-t2) ;  and t h e  p r i c e  of home goods 

goes from Ypx + 6w2 t o  Ypx + 6w2(l+tH). Therefore, t h e  excess 

burden of t h e  t a x  system can be w r i t t e n  a s  

t2W2 S 
H, fl 

sL 
1, fl 

S 
L2' 

where the 'ij 
a r e  t h e  components of t h e  appropr i a t e  S lu tsky  matr ix .  

I f  ( ) i s  minimized subject t o  t h e  revenue c o n s t r a i n t  

t1 1 1  + ( T - L ~ - T ~ ) w  + T ~ = Rw , ~ ~ ~( T - L  )W t 2 2  

w e  f i n d  
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-
S w w  s

L 2 , W 2  
W 2 

A( T-L2 -T2 )W2 
L 2 J w 1  1 2 2 

-S AT2w2 

n 

t*2 - 2 
1 

J(T-L1)W1 -SL1,W1 w 6 w  21 2 

- 2 62 
A( T - L ~ - T ~ ) w ~-s L2,nW2 2 ( 9 )  

W 2  62
T2W2 ’H,H 2 2 

n 

where A = I sL1>wT1 

2 
SL2, w lw l W 2  - L1w T1 2 w 2  

and i s  t h e  Lagrangian m u l t i p l i e r  a s s o c i a t e d  w i t h  the revenue 

c o n s t r a i n t .  It  is  c l e a r  from a g lance  a t  the  expres s ions  fo r  t*g 

and t*H t h a t  on ly  i n  very  s p e c i a l  cases  w i l l  t h e y  be e q u a l - 

‘ n e u t r a l i t y ’  i s  i n  g e n e r a l  i n e f f i c i e n t .  
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I n  t h e  absence of r e l i a b l e  e s t i m a t e s  of e lements  of t h e  S l u t s k y  

ma t r ix  and t h e  parameters  of t h e  household product ion  f u n c t i o n ,  i s  

t h e r e  any th ing  e l s e  t o  be s a i d  about  t h e  n e u t r a l i t y  i s s u e ?  I f  it 

i s  assumed t h a t  household demand f o r  home goods is r e l a t i v e l y  

i n e l a s t i c  and cross e f f e c t s  a r e  a l l  ' s m a l l , '  then  t h e  i n v e r s e  

e l a s t i c i t y  r u l e  sugges t s  t h a t  tH should be h i g h e r  than  t2 a t  

t h e  optimum. Suppose, however, t h a t  f o r  reasons  of a d m i n i s t r a t i v e  

f e a s i b i l i t y  t2 must be zero .  Can anyth ing  be done t o  r each  t h e  

optimum? I n  t h i s  model, s i n c e  market i n p u t s  a r e  p e r f e c t  complements 

t o  w i f e ' s  t i m e ,  t hey  c a n  be taxed  i n s t e a d .  More s p e c i f i c a l l y ,  

suppose t h a t  t h e  va lue  of tH which minimizes ( 7) is 

tg  , t h a t  is, IT*= Ypx + 6w2( l+t&).Then a t a x  on market i n p u t s ,  

tg, c a n  be found such t h a t  ( l+ t ; )ypX + 6w2 = Ypx + b 2 ( l + t k )  . 
I n  a model w i th  a more g e n e r a l  s p e c i f i c a t i o n  of t h e  household 

product ion  process ,  we might s t i l l  want t o  t a x  household i n p u t s  t o  

g a i n  e f f i c i e n c y ,  bu t  wi thout  p e r f e c t  complementar i ty ,  t h e  

r e l a t i o n s h i p  between t& and t; would be more complex. 


