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HOUSEHOLDS AND THE FISCAL SYSTEM
Daniel N. Shaviro*
All Rights Reserved
1.

INTRODUCTION
One of the most vexed issues in the history of the federal income tax is how

family or household status should affect tax liability. The relative treatment of different
types of households, such as singles versus married individuals as well as those with and
without children, has fluctuated significantly over time and between countries, reflecting
not just varying political trends but the general lack of an underlying theoretical
consensus concerning how to think about household issues.1 The rise of feminist
concerns in recent decades2 has strongly affected the tenor of the discussion, but without
creating anything approaching theoretical closure. This article suggests a general
approach for thinking about household issues, grounded in advances over the last fifteen
years in the broader normative tax policy literature. It then applies this general approach
to a number of the main tax and transfer issues posed by households.
The discussion proceeds as follows. Section 2 discusses the need for a normative
framework, and my use of utilitarianism. Section 3 discusses why households matter in
setting the treatment of individuals by the fiscal system. Section 4 discusses the
definition of a household. Sections 5 and 6 discuss the commonly cited but often
irreconcilable principles of equal taxation of equal-income couples and marriage
neutrality. Section 7 discusses the relative treatment of single individuals, one-earned
couples, and two-earner couples. Section 8 discusses the fiscal system’s incentive effects
on work decisions by secondary earners in a household. Section 9 discusses the
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distributional and incentive issues raised by the treatment of households with children.
Section 10 concludes by noting some possible practical implications of the prior analysis.
2.

A NORMATIVE FRAMEWORK
The main advance in the tax policy literature on which I draw in this paper is the

shift to a more sophisticated normative stance. Rather than assigning canonical status to
the Haig-Simons income concept, which defines income as the market value of the
taxpayer’s consumption and change in net worth during the tax year,3 writers about tax
policy increasingly recognize that one cannot coherently ground a normative position
without venturing “into the territory of more abstract controversies of political and social
philosophy.”4 Leading early studies argued that “the Haig-Simons formulation of the
income concept can and should play a central role in the development of a normative
model for the taxation of the family.”5 Or, finding that “nothing in the [Haig-Simons]
concept … tells us anything about the extent to which tax rates should take account of
marriage bonds or family responsibilities,”6 they argued instead that there is simply an
unresolvable conflict between “marriage neutrality” and “couples neutrality.”7
More recent work has rejected the traditional doctrinal approach in favor of
focusing on such central issues in household taxation as the tax system’s discouraging
married women from working and its favoring traditional one-earner families over those
in which both spouses work.8 But it mostly has tended to emphasize particular issues,
such as gender bias in the tax system or the treatment of children, in lieu of a full
overview. An important exception, systematically applying a normative view like mine,
is the work of Louis Kaplow, from which I have benefited in thinking about these issues.9
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The need to specify an underlying, inevitably controversial normative stance
undermines the possibility of achieving broad consensus, but at least it means one’s cards
are on the table. My own preference, utilitarianism, has come nowhere near universal
acceptance. Nor even has welfarism, or the broader set of positions holding that only
individuals’ wellbeing matters, whether or not toted up in utilitarian fashion.10 Most
people would agree, however, that wellbeing is important, whether or not exclusively so,
and that utilitarians are generally right to prefer greater to lesser wellbeing even if one
has qualms about some applications of their aggregation method. A utilitarian approach
should be relevant, therefore, even to people who are not utilitarians.
The basic idea I use in operationalizing utilitarianism is that we should think of
the fiscal system, including the income tax, in terms of an expanded notion of “social
insurance.”11 We can back into this concept by starting with private insurance. On the
supply side, private insurance involves using the law of large numbers to reduce variance.
For example, the rate of automobile accidents is relatively predictable, while who will
have an accident is not, so drivers can reduce their individual variance by pooling their
risks through the medium of an insurance company.
On the demand side, however, the role of the law of large numbers is incidental
rather than fundamental. Indeed, even offsetting a bad financial outcome is merely a
means, not the end. A rational consumer buys insurance, even though (assuming an
actuarially fair bet with a compensated service provider) it reduces her expected financial
return, because it increases her expected utility. The idea is to direct more dollars to
states of the world where the consumer expects to value them more, by agreeing to accept
fewer dollars in states of the world where she expects to value them less.

4
Due to the declining marginal utility of wealth, this often involves compensating
losses. For example, I may value getting a million dollars from the insurance company
much more in the state of world where I owe an injured pedestrian one million dollars
than in that where I have avoided collisions. But some bad outcomes are not worth
betting against, because they would not increase the marginal value of a dollar. Thus, for
example, parents typically do not insure against the death of a child, because, terrible
though it would be, it would not add to the value of getting cash. Moreover, we
sometimes “bet” against good outcomes rather than bad ones, by using insurance or
similar contracts to direct dollars to states of the world where we are better off but expect
to derive greater utility from a marginal dollar. One example is a life annuity, which
insures you against the “risk” of living longer – a good outcome, but one that means you
will need more money to meet your lifetime material needs. Similarly, medical
insurance, when conditioned on available treatments, offers you a bigger payoff if
expensive new treatments that could help you are newly developed – again, a good
outcome, but one that makes the money more valuable to you.
With rational consumers and complete, well-functioning markets, private
insurance would advance utilitarian aims because, by definition, every arrangement that
increased expected utility would arise in response to consumer demand. Indeed, even
arrangements that were Kaldor-Hicks efficient rather than Pareto-efficient – that is, that
made people on average better-off but with some losers – would arise if there were a
stage where people could make insurance bargains behind a veil of ignorance regarding
how their odds would change once they knew more about their circumstances. Thus,
suppose that transferring $10 from A to B would increase B’s utility more than it reduces
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A’s. While A might not like this arrangement once she knew she was A, if there were a
stage where she could decide whether to mandate the transfer before knowing whether
she was more likely to end up as A or as B, then it would be no different from the case
where she is buying insurance for her future self. Hence the insight of John Harsanyi,
writing before John Rawls’ more famous use of the behind-the-veil rubric, that this rubric
readily supports a utilitarian approach.12
Where market failure leaves private demand for insurance unsatisfied, including
due to the lack of a behind-the-veil stage, there is a case for government intervention if
the government can better address the failure. The two classic insurance problems are
moral hazard and adverse selection. Moral hazard arises when the insured reduces her
effort to avoid or mitigate the circumstances that would give rise to a claim, because of
how the insurance affects her incentives. An example would be driving less carefully due
to one’s car insurance coverage. Adverse selection involves using superior information
about one’s own risk profile to buy coverage disproportionately in situations where the
odds are against the insurance provider. An example would be buying generous health
insurance coverage based on your knowledge, which the insurance company does not
share, that you have a condition calling for costly surgery.
In general, governments may have a hard time outperforming private firms with
respect to moral hazard. Greater power to compel information disclosure is the only
extra tool they have, and this may fall far short of compensating for the incentive
problems that result from the weakness of competitive constraints on government actors.
Unlike businesses in a competitive market with informed consumers, governments do not
have to make enrollees better-off unless they themselves face either competitive
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pressures or control by informed voters (i.e., exit or voice). A government can, however,
powerfully address adverse selection if exit from its zone of control is costly. By taxing
residents to fund benefits, it can limit the effect of people’s superior information about
their own circumstances on enrollment outcomes.
The most prominent case where this rationale for social insurance is widely
accepted pertains to lifetime income risk, or the risk that one’s lifetime income will be
low rather than high for reasons outside one’s control.13 People face such income risk
due both to the “ability lottery” that affects their capacity to produce earnings through
effort, and to “unpredictable circumstances beyond their control that may determine their
success or failure after they have acted, such as by starting a particular business or
acquiring a particular workplace specialization.”14
Income risk is addressed by means-based tax systems such as the income tax,
which cause one’s tax liability to rise with some measure of one’s material wellbeing,
and by means-based transfer systems such as Temporary Aid to Needy Families (TANF),
Food Stamps, and Medicaid. These various systems could all be described as engaging in
vertical redistribution, or that from the presumptively better-off to worse-off, based,
under a utilitarian social welfare function, on the assumption of declining marginal utility
with respect to material resources.15 A normative preference for greater equality as
between the better-off and worse-off, whether expressed through a non-utilitarian variant
of welfarism or by assigning weight to values apart from increasing welfare, would
provide additional motivation for vertical redistribution, potentially favoring it even in
cases where it reduced total welfare.
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From a utilitarian standpoint, however, the assumption of declining marginal
utility that supports vertical redistribution by no means exhausts the set of cases where a
transfer of money from A to B would be expected to increase total welfare. There also
are cases where we would expect B to gain more welfare than A loses from the transfer,
based on information wholly apart from their relative wellbeing levels.
Suppose, for example, the following: A and B have the same preferences; they are
comparably sick except that only A’s condition can be treated; this treatment is very
expensive and A cannot afford it; A would choose this treatment if given the money; and
B, if given the same amount of money, would have nothing better to spend it on than
eating out more and going on nice vacations. On the surmise that A would benefit more
from the money because her condition is treatable, we might prefer giving the money to
her than to B without regard to which of them is at a higher wellbeing level.16 After all,
if both of them were buying medical insurance coverage before they learned about their
conditions, it is plausible that both would have selected coverage against incurring the
treatable condition but not the untreatable condition.
Or suppose that C and D are both retired, and no longer physically capable of paid
work, but that neither has entered retirement with significant savings. We might decide,
in the fashion of Social Security, to give each of them a life annuity. If C had a greater
life expectancy, this would amount to giving him a larger expected benefit than D. The
motivation for favoring C would be that, even though living longer is presumably a good
thing, it increases one’s post-retirement needs.17 Again, this motivation for favoring C
would be independent of information about the two parties’ relative wellbeing levels.
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Where an assumption other than declining marginal utility supports the view that
a dollar would do more to benefit people in Circumstance 1 than in Circumstance 2, the
utilitarian case for redistributing wealth to the former group from the latter could be
described as involving lateral redistribution, rather than vertical redistribution. We are
not, to the extent of this redistribution, systematically engaged in transferring resources
from the better-off to the worse-off. Rather, we are using other types of information to
guide our distribution policy. We might even, on average, be favoring better-off
individuals through this redistribution. For example, it is presumably better to be longerlived and have a treatable rather than an untreatable condition, and both life expectancy
and treatability might be positively correlated with earnings. While this would not have
to imply reduced vertical redistribution, it would mean that some notional portion of our
total redistributive effort was purely in response to what I call lateral differences, or those
based on observed characteristics other than wellbeing level.18
With this framework in place, I turn to a number of the main issues posed by
imposing tax and transfer rules to the individuals in different kinds of households. My
aim is to provide a basic of survey of how a utilitarian might think about these issues, all
of which could properly be explored in another setting at much greater length.
3.

WHY DO HOUSEHOLDS MATTER?
Under the federal income tax, the question of whether explicit household taxation

should be used, in the form of joint returns for married couples, is typically posed as one
of what is the “appropriate taxable unit.”19 Ostensibly, we must decide whether people
should be taxed as “isolated individuals, or as social beings,”20 perhaps based on the
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question of whether Haig-Simons income is most truly earned, enjoyed, or controlled (as
the case may be) at the individual or at the family level.
This formulation can lead to confusion. For one thing, the “taxable unit” is only
of administrative interest. In illustration, it commonly is recognized that joint returns,
where the dollar amounts in each rate bracket are double those applying to single
individuals’ tax returns, are arithmetically equivalent to separate returns for married
couples that are prepared under the assumption that each couple splits its total income 5050. Joint returns are merely one way of bringing household information to bear on tax
and transfer outcomes, which can also be done through separate returns that make use of
information about other household members.21 It should be clear, moreover, that we can
only tax individuals. Even if, as an administrative matter, we recognize as “taxpayers”
certain legal entities such as corporations and family groups of one kind or another, this is
merely a device for collecting money from the underlying owners or members. So the
issue of real interest is whether we use household information in determining individuals’
taxes and transfers. It should be clear that there are powerful reasons for wanting to use
such information.
Two simple examples may help to dramatize the importance of household
information to distribution policy. First, suppose that we offer net transfers to people
with low earnings and assets, and consider only individual rather than household
information in deciding who needs the transfers. If Mrs. Bill Gates didn’t work and did
not own any of the Gates assets but lived the Gates lifestyle, would it make sense to think
she needed a net transfer?
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Second, suppose we observe two same-aged single individuals earning $20,000 a
year, one of them with no children and the other with ten. Even if we just focused on
these two individuals, without considering the needs of the ten children, would it really
make sense to surmise that their material circumstances, like their earnings, are the same,
and thus to figure that neither of them would value an extra dollar more than the other? If
you started out with no children and suddenly found yourself with ten, doesn’t it seem
likely that this would increase the value that you placed on an extra dollar?
Put more generally, these examples illustrate two broad points. The first is that,
in assessing an individual’s wellbeing level and likely marginal utility of a dollar, we
must evaluate the significance, not only of self-owned resources, but of those owned by
other members of the individual’s family or household. The second is that, in making
this same assessment, we must consider not only the individual’s own needs but also
those of others in the same family or household. The reason why we need to make these
broader assessments is that resources actually flow between members of the household in
ways that we would not ordinarily expect as between third parties. So we may need to
look at other household members’ resources and wants in order to understand either the
current circumstances of any household member or how those circumstances would
change if an extra dollar were given to her or taken away. And, since we cannot look at
each household individually to determine how it actually operates, we may need to apply
generalizing assumptions about various types of households’ internal distribution
behavior that we determine are more realistic, on average, than assuming that each
household member is an island.
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One further implication is that we cannot understand tax and transfer incidence, or
who economically bears or benefits from the government’s extracting or providing a
dollar, without looking inside the household. Suppose, for example, that we wanted to
penalize sexist husbands while aiding their wives, or that we wanted to aid the children,
as distinct from the parents, in a given set of households. Making the husband write a
check while sending a check to the wife, or writing government checks that were made
out to the children rather than the parents, would not necessarily accomplish the desired
intra-household distributional aim. Maybe it would, but we would have to understand or
observe the household’s internal decision rules – how it allocates its various resources –
in order to know.
4.

WHAT IS A HOUSEHOLD, AND HOW MIGHT IT BE OFFICIALLY

DEFINED?
A.

Households in Concept

The reasons why households matter for tax and transfer purposes suggest how, as
a basic conceptual matter (leaving aside for now practical implementation), they ought to
be defined. They are groups of people who, to a significant degree, pool their
individually owned resources for allocation among group members based on some set of
rules or norms that are not limited to respecting individual ownership.
Equal sharing of resources among household members without regard to who
contributed them would be one example of a norm that a household might use, but is by
no means exclusive.22 Suppose instead that a given married couple’s rules for pooling
and allocating resources included the norms that (1) the man’s consumption priorities are
more important than the woman’s and (2) the person who earns or owns a given dollar
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has extra say about it. We might be appalled by Norm (1), and also by Norm (2) if the
woman was a homemaker whom it disadvantaged. In addition, we might note that, to the
extent it follows Norm (2), the household does less to change legal title-based resource
allocations than it would under equal sharing. Nonetheless, the reasons for believing that
households matter to tax and transfer policy would still apply. For example, we still
might need household information to form a realistic appraisal either of the woman’s
material welfare level or of how it might change if we tried to give her a dollar.
For reasons that merge human biological nature with contemporary Western
cultural nurture, household affiliations between individuals in our society are most
commonly of two types. The first involves couples, or pairs of individuals who decide to
form lasting personal relationships.23 The second involves blood or adoptive
relationships between family members, typically strongest between parents and children
but capable of further extension, such as through grandparents or laterally. Other
prototypes, such as religious communities or hippie communes, may comparably function
as households, but are statistically a great deal less common.
I use the word “household” rather than family, although neither is a perfect fit,
because blood relationships do not always involve significant resource pooling and
reallocations (which typically are quite limited, for example, between adult siblings), and
because the question of whether a given couple should be called a “family” is a political
hot-button issue for reasons that have nothing to do with how individuals share their
resources. The term “household” can also be misleading, however. In common usage, it
typically includes roommates who physically live together but do not significantly pool
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their resources, while excluding spouses who have separate primary residences but
engage in pooling.24 That usage differs from mine in this paper.
While resource pooling and allocation are the main features of interest here, it is
true that living in one residence versus two may be relevant to distributional policy.
Economies of scale, which roommates may enjoy without any pooling beyond that of
common living space, appliances, and various food items, are often mentioned as
potentially increasing one’s level of material wellbeing.25 This factor therefore is
typically invoked as suggesting that people enjoying economies of scale should pay
higher taxes (or get lower transfers) than would otherwise be appropriate. Under
utilitarianism, however, it also has the opposite implication, since people who enjoy
economies of scale may be more efficient consumers, in the sense that they can get more
total utility out of an extra dollar. In illustration, if one were donating a TV set to be put
in either of two apartments, one might choose to put it where several people could watch
it, rather than just one. Which of these offsetting effects predominates in analyzing
economies of scale is ambiguous without further information.26
B.

Households in Practice

In identifying couples, the federal income tax, Social Security, and Medicare rely
purely on marriage, but welfare rules often cast their net more broadly for purposes of
disqualifying potential recipients through asset or income limits and work requirements.
One of the well-known demographic trends of recent decades is a decline in marriage as a
predictor of couple status, both because heterosexual couples face less pressure to marry
than in earlier times and because acknowledged same-sex couples are now freer to form
but, in nearly all states and generally for federal legal purposes, no freer to marry.
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Marriage has therefore become an increasingly poor proxy for identifying couples who
function as a household unit.
The case for trying to identify unmarried couples who should be viewed as
members of the same household is therefore growing ever stronger. Helping to make it
quite difficult, however, is the fact that, just as the federal income tax has marriage
penalties in some situations and marriage bonuses in others, so the verification and
enforcement problem with respect to unmarried couples could go in either direction. One
might in principle need either to verify claims of couple status (as in the case today where
immigration authorities try to root out sham marriages between Americans and
foreigners), or to assert it in cases where the involved individuals were not doing so.
As an example of the different ways these issues may play out, same-sex couples
typically benefit under the federal income tax from not being identified as married if both
individuals are working and their earnings are comparable. Likewise, same-sex couples
may benefit under the welfare laws from not being amalgamated for purposes of income
and asset tests and work requirements. On the other hand, if only one member of the
same-sex couple works, then they are denied the marriage bonus that the federal income
tax, Social Security, and Medicare extend to one-earner couples.
If we find ourselves at some point living in more enlightened times, it is possible
that some of these issues will be addressed, at least for same-sex couples that at present
cannot marry, and at least where claiming couple status favors the claimants. In
principle, however, tax and transfer recognition of a couple should not depend whether it
helps or hurts the claimants. While assertion of couple status by the government may
seem to raise the specter of IRS bed-checks to determine whether roommates are more
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than just roommates, the fiscal system could piggy-back on other filings, such as to claim
partner benefits from employers, in cases where the other benefits exceeded any tax or
transfer penalties that might result from acknowledging couple status. (This would,
however, affect incentives to claim and indeed to offer such benefits, making piggybacking a tradeoff rather than an unambiguously desirable approach.)
With regard to children, determining household status is more straightforward.
Where there is possible uncertainty regarding a child’s status as a dependent or the
identity of the main supporting parent, the available cues include the child’s age,
residence, custody, and who provides financial support. Such tests can likewise be used
to determine whether other family members, such as siblings or aged parents, are
dependents in one’s household.27
The general social expectation in the United States of achieving financial
independence when one reaches adulthood lessens the importance of tracing household
connections between adults and their surviving parents. But the fact that there are
economic links, whether through bequests from the older generation or support from the
younger, helps make inter-generational tax and transfer incidence a challenging subject.
For example, one’s estimate of the transfer through Medicare to older generations would
be a lot lower if one thought seniors’ adult children would otherwise have borne most of
the seniors’ medical expenses. The links between adults and their surviving parents also
create difficult issues under the Medicaid rule denying subsidized medical benefits to
people with assets above a specified level, since generally only one’s own assets are
counted and the rule therefore encourages asset transfers to family members, such as
one’s children, as a means of establishing eligibility.28
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5.

EQUAL TAXATION OF EQUAL-INCOME COUPLES
Boris Bittker famously made the point that, with graduated marginal tax rates, one

cannot have both (1) a marriage-neutral system, in which the combined tax on two
individuals’ income is not affected by whether they are married or not, and (2) a regime
of equal taxes for equal-income married couples.29 In illustration, exaggerating actual
rate graduation to make the point clear, suppose single individuals face a zero tax rate on
their first $50,000 of income, along with a fifty percent rate on all income above that
amount. The question still to be decided is how to tax married individuals. A and B are
married, and each earns $50,000. C and D are married, and C earns $100,000 while D
earns zero. Our options include the following:
(a) If we ignore marriage and have separate returns, then C pays $25,000 of tax
while none of the others pays anything. Thus, we violate equal taxation of equal-income
couples by failing to tax C and D the same as A and B.
(b) If we have separate returns and mandatory income-splitting, so that C and D
are taxed as if they were unmarried individuals earning $50,000 each, then we have equal
taxation of equal-income married couples, but a marriage bonus for C and D rather than
marriage neutrality. Marriage lowers their collective tax bill from $25,000 to zero.
(c) If we have joint returns, then we will have equal taxation of equal-income
married couples, but marriage bonuses or penalties, depending on where we set the zero
bracket relative to that for single individuals. If we set the zero bracket at $100,000 or
double that for singles, the result is the same as in (b) above. If the zero bracket is any
lower than $100,000, we have a marriage penalty for A and B, who now owe tax that
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they could avoid by being divorced, but a marriage bonus for C and D so long as the zero
bracket for married couples exceeds by even a dollar that for singles.
Whether this inconsistency is a problem depends on what we think of the two
objectives. Starting with equal taxation of equal-income married couples,30 its appeal
rests on applying the principle that like cases should be treated alike. From a social
insurance standpoint, redistributing between identical cases (in marginal utility terms)
fails to direct marginal dollars to where they are valued more, and is likely to reduce total
wellbeing given the generally declining marginal utility of a dollar. But are equal-income
married couples relevantly alike? There are two types of objection to assuming that they
are, the first devastating but applicable only in a subset of cases, and the second
significant but hard to draw conclusions from.
The objection that is devastating where it applies can be illustrated through the
preceding example. If C and D with one spouse working can earn as much as A and B
with both working, then it seems pretty clear that C and D are better off economically,
rather than in the same position. Suppose both households have young children. D is
available to offer childcare during working hours that A and B must pay a lot of money to
procure. Or to put it another way, suppose D, like A and B, could earn $50,000 if she (or
he, to take the statistically less common case) so chose. We would recognize that C and
D were better off than A and B if D took the job and her household therefore was taking
in $150,000. But C and D evidently prefer the actual state of affairs, where she does not
work, so even at $100,000 they apparently consider themselves better off still.
From a social insurance standpoint, we use an income tax and means-based
transfers to address income risk by redistributing from high earners to low earners. But
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people who voluntarily choose lower earnings because some non-paid use of their time
has greater value to them presumably think they are better off by reason of the choice.
Moreover, the mere fact that one-earner couples are voluntarily earning less need not
suggest that their marginal utility for a dollar is greater. Secondary earners within
couples, especially though not uniquely when they have minor children in need of
extensive care, are a group in which low earnings are unusually poorly correlated with
ability to earn.
So the notion that equal-earning couples are relevantly alike and should be taxed
the same can be ruled out immediately if we are not comparing likes in terms of their
levels of labor market involvement. Even where they are alike in this sense, however, the
second objection that I noted above must be considered. Suppose we compare E and F,
spouses who each earn $100,000, to G and H, where G earns $180,000 and H, despite
working full time, earns only $20,000. Keeping in mind that we are interested in
evaluating individuals in light of household information, rather than households as such,
do we really have the posited equals here? Suppose that both households apply an
internal distributional norm under which the earner of a given dollar has extra say about
its use. Then it is plausible that, as indicated by the differences in individual earnings, G
is better off than E or F while H is worse off. Unfortunately, however, we cannot use this
information to transfer resources away from G and towards H, nor can we even tell which
of the two households should gain or lose overall, until we know more about how the
G/H household determines its internal resource allocation.31 The net result is that we
might end up falling back on equal taxation of equal-income households with similar
levels of labor market participation, based on uncertainty about which way the transfers
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should go, unless it turns out that we can use observable general information or
inferences about intra- household allocation to do better.
6.

MARRIAGE NEUTRALITY
The other prong of the dilemma that Bittker considered central to taxation of the

household was marriage neutrality, or the idea that the combined tax on two individuals’
income should not be affected by whether they are married or not. Under a system that
did a better job than ours does of identifying unmarried couples who pool and allocate
their collective resources, this issue would be transformed into couples neutrality (or
neutrality concerning whatever characteristics were now being used to assess couple
status). The fact that, at present, the only neutrality practically at issue, at least in the
income tax, is that concerning possession of a marriage certificate importantly affects
what is at stake in the analysis.
Neutrality is an old but still potent idea in tax policy, reflecting that, under
specified conditions, it advances both efficiency and equity. When you are choosing
between activities or assets X and Y and will internalize all of the consequences of your
choice, tax and transfer neutrality as between the choices keeps your personal incentives
aligned with increasing total welfare. Likewise, under a utilitarian view of equity, if
people who choose X are not relevantly different (i.e., in marginal utility of a dollar) from
those who choose Y, favoring one group over the other is likely to reduce total welfare
under the assumption of declining marginal utility.32 Given these underlying
assumptions, the utilitarian case for marriage neutrality depends on the view that the
couple internalizes all of the effects of its marriage choice (and on the choice being
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sufficiently price-elastic for neutrality to matter) and on the view that marriage choices
are not informative about the marginal utility of a dollar.
Neither of these assumptions is necessarily correct. Even if we disregard most of
the reasons why third parties, ranging from parents to friends to romantic rivals to pure
busybodies, might care about the marital or relationship status of a given couple, there is
the point that children’s welfare may be affected. It is commonly agreed that divorce on
average has bad effects on children, although in abusive households separation may
benefit the children if a non-abusive spouse gets custody. Decisions to marry or form a
couple may also have external effects through the fiscal system – for example, by easing
burdens on other taxpayers where an earning spouse supports a non-earner, or increasing
burdens if a worker who would have paid net taxes decides to quit by reason of spousal
support.
The effects of marriage (or forming a couple) on marginal utility are likewise
ambiguous. For example, in the case of a high-earner married to a low-earner, if
resources in the household are shared more equally than the split in earnings, we may be
less inclined both to tax the high-earner and to support the low-earner than we would
have been had they remained separate. And, as noted above, the economies of scale that
may result from cohabitation are ambiguous, as they increase our estimate both of the
cohabitants’ welfare (relevant under the assumption of declining marginal utility) and of
their efficiency as consumers.
These ambiguities may tend to push one back towards favoring marriage and
couple neutrality, effects on children’s welfare aside, if only in the weak sense of being
unsure in which direction we should lean as a general matter. However, in a system with

21
rampant marriage penalties and bonuses, which don’t balance each other out because they
occur in very different settings, the neutrality rubric may be too abstract and generalized
to help very much. We can better come to grips with the issues by looking at the three
main groups involved: one-earner couples (who get marriage bonuses), two-earner
couples (who get marriage penalties), and single individuals. The issues of main interest
here, which I address in the next two sections, are (1) how these different types of
households ought to fare distributionally relative to each other, and (2) the incentive
effects on women’s labor supply decisions of strongly penalizing the decision to be a
couple’s second earner.33
7.

SINGLE INDIVIDUALS VERSUS ONE-EARNER COUPLES VERSUS

TWO-EARNER COUPLES
The mechanism by which the income tax yields a marriage bonus for one-earner
couples and a marriage penalty for those with two relatively equal earners is the use of
joint returns on which various income-limited tax benefits, such as lower rate brackets,
terminate at less than double the income levels used for single individuals. Thus, in
terms of my earlier example with individuals A through D, it as if the zero bracket of
$50,000 for singles were adjusted only to $75,000 for marrieds. Accordingly, A and B,
who earn $50,000 each, lose $12,500 per year as a result of being married, while C and D
save $12,500 due to marriage if we assume that their labor supply decisions would have
been the same in any event.
Adding a complication is the possibility that D would lose welfare benefits if
unemployed and not married to C. However, for middle-class individuals with decent
employment prospects, this assumption would often be unrealistic, and the income tax
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bonus from marrying therefore would not be eliminated by looking at a broader set of
fiscal rules. In Social Security and Medicare, moreover, it is unambiguous that oneearner couples get a transfer from singles and two-earner couples. Both of these two
systems provide spousal benefits that non-working spouses get to claim at retirement, but
neither system makes the one-earner couples pay more for the extra retirement coverage.
One-earner couples therefore get a two-for-one: two sets of retirement benefits for only
one set of payroll taxes. A system that was designed to avoid this redistribution could
still provide retirement benefits for non-working spouses, who have at least as good a
chance as anyone else of needing the support when they get to that stage, but it would
require that the benefits be paid for. For example, workers might be required to make
extra payroll tax contributions when they have non-working spouses, so that the system
would be more actuarially fair between different types of households.
To be sure, actuarial fairness is not an end in itself. Indeed, social insurance is
meant to be actuarially unfair, in the sense of transferring expected resources to people
who are expected to have greater needs at the time when their participation begins.
(Examples include the income tax and means-tested transfers, which favor people with
low as compared to high earning ability.) The transfer to one-earner couples may
initially look like social insurance for income risk, since part of what triggers it is the
non-worker’s low earnings. However, this brings up again the point that low earnings are
empirically much weaker evidence of bad circumstances, as opposed to rational
optimizing amid good circumstances, in the secondary earner setting than elsewhere.
Moreover, while a two-person household has greater total needs than a one-person
household, a non-working spouse may still be an economic producer for the household’s
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benefit, performing tasks that have value and that in some cases would require paying a
third party if both spouses worked.
While earnings are therefore a bad measure of relative material wellbeing for oneearner as compared with two-earner couples, one should not too swiftly assume
equivalent material wellbeing. Potential non-working spouses are more likely to take that
path when the earnings they would forego are low rather than high. Moreover, even
where non-working spouses had good earnings prospects at the start, once they have been
on the sidelines they may find that, as a prospective matter, their economic opportunities
are limited. So we should not exaggerate the point that one-earner households’ relative
economic resources are being underestimated if we rely on a measure of earnings. But
the point retains significant force, and might support increasing these households’ relative
fiscal burdens even without regard to the issue of effects on secondary earners’ labor
supply decisions that I discuss next.
8.

THE SECONDARY EARNER PROBLEM
Perhaps the most important defect in existing fiscal rules for households is how

they affect secondary earners’ (mainly married women’s) incentives to participate in the
labor market. These incentive effects and their significance have been thoroughly and
ably discussed elsewhere, such as by the economist Michael Boskin in the 1980s,34 and
more recently in Edward J. McCaffery’s Taxing Women, but they are worth briefly
reviewing here.
An initial point to keep in mind is that married women, who most often are their
households’ secondary earners in the sense of earning less and being less committed to
market work, tend to be highly price-responsive in making work decisions. In other
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words, small changes in their net economic return from work can have large effects on
what they decide to do.35 From the standpoint of efficiency, it is a truism that, the higher
the compensated elasticity, the lower the tax rate should be.36 So there would be a strong
efficiency case for taxing married women, or, to put it in more facially neutral but
substantially overlapping terms, lower-earning spouses, at lower marginal rates than
single individuals and higher-earning spouses.
Instead, we apply much higher marginal tax rates to secondary earner married
women than to nearly anyone else. The main causes are the following:
(a) While a joint return, on its face, applies a single income tax rate schedule to all
of the couple’s income, this may not be how the couple looks at it if the man is certain to
work while the woman faces a genuine choice. Under this circumstance, the woman may
view her first dollar of earnings as facing the marginal tax rate into which the man’s work
was already expected to place the couple. Thus, the tax rate schedule she faces in making
labor supply decisions may start at more than 30 percent, whereas for single individuals
and primary earners in a couple it starts at zero and gradually proceeds through increasing
rate brackets.
(b) Especially in the case where the couple has children, her decision to work may
result in the couple’s incurring increased expenses, for items such as childcare,
commuting, and work-related clothing, that generally are non-deductible for income tax
purposes because they are viewed as consumption expenditures.37 The result is that, if
the wife goes to work, the couple’s taxable income may increase far more than their pretax monetary gain from her going. In illustration, suppose that her earnings would face a
35 percent rate, that she would earn $30,000 if she went to work, and that the household’s
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extra non-recoverable expenses would total $20,000 (not at all unreasonable if full-time
childcare would be needed). After federal income tax, her decision to go to work would
actually cost the household $500, or the excess of the income tax on her earnings over the
pre-tax monetary gain.
(c) Social Security may add to the problem, due to its 12.4 percent tax rate
(counting both the employer’s and the employee’s nominal shares) on earnings up to an
annual ceiling. For primary earners and single individuals, this tax is somewhat offset by
the fact that extra Social Security earnings may increase the retirement benefit for which
one would qualify under present Social Security law. In effect, then, the wage tax is
somewhat offset by a wage subsidy, although it is unclear to what extent workers take
this into account when making labor supply decisions. If one is a secondary earner,
however, there is no wage subsidy counteracting the wage tax until one reaches the point
where one’s expected own benefits exceed one’s expected spousal benefits.
The end result, very high marginal tax rates on decisions by people who are
highly tax-responsive, is a significant efficiency problem in a straightforward labor
market sense, and also raises additional issues. The problem becomes a lot worse if one
believes that reducing women’s workforce participation has important adverse effects on
our society as a whole that lie outside each worker’s individual calculus in making labor
supply decisions. It might, for example, entrench women’s subordination, gender
stereotyping, and gender bias in labor markets while reducing the availability of part-time
work.38 On the other side of the scale, there might be benefits to children from inducing
a parent to remain home. Depending on the view one takes of these issues, they might
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turn out to be more important than the straightforward labor supply distortion that results
from imposing high marginal rates on highly tax-responsive workers.
9.

CHILDREN AND DISTRIBUTION POLICY
The topic of how the presence of children in a household should affect its taxes

and transfers is if anything even more unsettled, albeit not as intensely controversial, as
the various issues discussed above relating to adult couples. The issues are sufficiently
complex to merit separate discussion, first of distributional considerations and then of
possible incentive effects on having children, before evaluating the policies that we
actually have.
A.

The Case for Transfers to Households with Children (or More Children)

Suppose initially that having children was entirely a random event, not reflecting
any element of choice by those who became parents. I start with this assumption simply
to isolate the static distributional effects before I turn to the incentive effects.
Under this scenario, people would likely want insurance against the risk of having
children, whether they wanted the children or not, because having them would be so
costly. The case differs from that of affiliating with a non-working adult partner in a new
couple, because children cannot, for many years, be economic producers. Thus, unlike a
non-working spouse, they bring extra mouths to feed without also bringing extra pairs of
hands that can be used productively, either in the labor market or in housework.
One further complication to the analysis is that the children may be able to help
support their parents after growing up. However, the parents cannot borrow against their
children’s future earning capacity, except in the very limited sense that, if they are feeling
very brave (and have not read King Lear) they might save less of their own resources for
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retirement based on this expectation. The proper way to account for it, therefore, is
through consideration of the degree to which transfers to seniors should take account of
their adult children’s resources.
The case for the desirability (in marginal utility terms) of significant transfers to
households with children (or with more children) should therefore be clear enough if one
puts oneself in the shoes of a prospective parent and asks how it would affect one’s
economic wants. (Considered purely at the parental level, the case arguably is one of
lateral redistribution, since a voluntary consumption choice to have children, even if
costly, presumably is expected to make one better-off.) Yet focusing just on parents
under-values the overall case for the transfer. From behind the veil, you also might be
the child, who also would likely prefer transfers to her household. From a utilitarian
standpoint, is not “double-counting” to value the child’s welfare both directly and via the
parent’s altruistic preferences, since one is simply, as usual, counting the distinct
preferences of each individual in the society.
Why, then, don’t we observe private insurance markets offering coverage that
pays off if you have children? To a small degree, we actually do observe this on a group
basis, because employers frequently offer employees health insurance and other benefit
packages that become more valuable as family size increases. Free public schools can
also be seen in this light, if we think of neighboring jurisdictions as competing for
residents in classic Tiebout fashion39 by offering tax-benefit packages, and thus as akin to
private firms. Broader efforts to offer coverage against the risk (even if desired) of
having more rather than fewer children would presumably founder on adverse selection
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problems. Sign-ups would be expected to come disproportionately from people with
private information about their own intentions concerning children.
Large-scale governments can solve this adverse selection problem by requiring all
residents effectively to enroll in an implicit insurance program that uses highly childadjusted taxes and benefits to provide the coverage. This, however, raises the question of
moral hazard, which governments often cannot solve much better than private firms.
Here it takes the form of having more children because of the coverage, thus increasing
the payoff from households that are childless or have fewer children.
B.

Possible Incentive Effects On Having Children

Suppose that we believe people would respond to the transfer policy described
above by having significantly more children. While this is a necessary prerequisite to
discerning an important moral hazard problem here, it is far from sufficient. The
externalities of having a child are so great that it is difficult to see the parent’s personal
calculus of the costs and benefits as a good proxy for the social costs and benefits.
I start with two important externalities suggesting that, if anything, prospective
parents’ incentive to have a child is too weak, rather than too strong. Fiscally, from the
standpoint of people in other households, if the child is a net taxpayer during her life, her
birth is likely to be a net revenue benefit over time, despite the transfers to her household
early in her life. Thus, other households may benefit financially on balance from offering
the implicit insurance coverage. Lifetime measures typically show that nearly everyone
is a net taxpayer. Concededly, this could be misleading, because it involves ignoring the
value of public goods that, even if highly invariant in the cost of provision to one extra
person, may need to be gradually scaled up as population size increases. However, in
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the United States fiscal system and that of most other affluent countries, the financing
structure of retirement programs such as Social Security and Medicare adds a positive
revenue externality to population size. These programs were set up to provide large
transfers to the initial cohorts of participants, financed by passing the burden forward to
younger generations. This structure creates a general fiscal benefit to increasing
population size. The benefit is divided between the members of different age cohorts
based on how taxes and benefits are adjusted.
Second, and perhaps a bit more fundamentally, consider the benefit to the child of
being born. Again, from a utilitarian standpoint this benefit should count independently
of the parent’s altruistic or other interest in having a child. The fact that this line of
argument might lead us, on total welfare-based utilitarian grounds, quite far past the idea
of merely treating households with children favorably in the fiscal system, is food for
thought, but not a refutation of the argument as used in this more limited way.
Admittedly, this barely starts the process of examining the welfare consequences
of increasing birthrates. Important negative externalities that come to mind are
congestion and the potentially dire environmental effects of population increases. There
may also be important effects of various kinds on wage and price levels. It seems clear,
however, that the parent’s cost versus benefit calculus in deciding whether to have a child
falls very far short of capturing the social metric. So neutrality as to this decision has
little appeal as a normative benchmark. A more pertinent question is whether we think
the overall government policy should be pro-natalist or anti-natalist. If one concludes
that it should be anti-natalist, then concededly there is a tradeoff posed by favoring
households with children to the degree suggested by the straight distributional or social
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insurance analysis, and the size of the transfer should be, at the least, reduced (depending
on the elasticity of having children as well as the significance of the anti-natalist
considerations).
Other than under that scenario, however, the case for significant transfers to
households with children (or more children) remains strong, and might even be stronger
than that suggested by the distributional analysis alone, if one is pro-natalist and believes
that the behavioral response would be significant. It is therefore worth asking to what
degree our actual policies conform to the suggested approach.
C.

Current Policy Towards Households with Children

If someone who was familiar with American political rhetoric but not with the
actual details of our fiscal system were asked to guess whether we have the generous
policy towards households with children that I suggest above, that person would very
likely guess that we do. After all, concern for children is, if anything, an even more
widespread sentiment than dislike for marriage penalties. While child issues share some
of the marriage penalty issue’s culture-war overtones of crusading for traditional families,
its appeal is arguably broader. For example, Democrats such as Hillary Clinton who are
perceived as being on the left politically are no less eager than conservative Republicans
to advocate pro-child policies, although the style of the policies they propose may differ.
Despite these reasons for expecting consistent pro-child policies, our actual fiscal
policy presents a mixed picture. At the bottom of the income distribution, households
with children are indeed very strongly favored relative to those without. Examples
include the earned income tax credit for low-wage workers, which becomes much more
generous as the number of children in a household increases from zero to two, and
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various welfare benefits, such as TANF, Food Stamps, and Medicaid, that aid children
and/or households with children. In addition, public schools offer an important child
benefit, free education, that, while not expressly income-linked (and probably tending to
improve in quality as neighborhood income rises), is used less by higher-income people
who can more easily afford private school.40
As income rises, however, the relative benefits for households with children tend
to shrink or even disappear. In the federal income tax, for example, personal exemptions
and child tax credits are allowed to taxpayers who otherwise would have positive income
tax liability, but both benefits are reduced or phased out completely as adjusted gross
income rises through the low six-figures range. Moreover, there is an ongoing trend
towards increasing the relative tax burdens of households with children in the low sixfigures range, through the rapidly rising applicability of the alternative minimum tax,
which offers no adjustment for dependents.
This limitation of the policy favoring households with children to lower income
levels is hard to rationalize. From a utilitarian standpoint, the distributional issues posed
by poor households are clearly continuous with those posed by households above the
poverty level. Take two households with the same economic resources and add children
to the first but not the second, and the result will be that the first has fewer resources than
the second relative to its needs. The children need not be facing the threat of inadequate
food or shelter in order for this to be true. Thus, there is a strong argument for favoring
households with children at middle and income levels to a degree that is roughly
comparable to that prevailing with respect to poor and near-poor households.
10.

CONCLUSION
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Although this paper aims to be conceptual and exploratory rather than being
focused on concrete policy proposals, it may be worth describing the main types of policy
changes that its analysis suggests would likely be desirable. These include the following:
1) There should be greater consistency in the rules used by different parts of the
fiscal system to identify couples, since the distributional issues posed by, say, TANF and
income taxation are similar. Since marriage is an increasingly poor marker of couple
status, other indicators of couple status should be used as well. These could include
domestic partner-type statutes provided by the states, or piggybacking on claims of
couple status with respect to employee benefits. Non-couples’ incentive to make false
claims of couple status where it was favorable would be an admitted problem, as would
the issue of the government’s asserting couple status where denied by the individuals
involved because it was unfavorable. Despite these problems, however, it is difficult to
see marriage as retaining, in the twenty-first century, its adequacy as an exclusive marker
of couple status.
2) The fiscal system’s present discouragement of work by secondary earners in
couples, along with its distributional bias towards one-earner couples, should be
mitigated. One means of doing this might be to require one-earner couples who are
accruing spousal benefits in Social Security and Medicare to owe a minimum payroll tax
contribution for the lower earner, which might be collected through the income tax return
to the extent it exceeded the payroll tax actually paid for the year. Paid-for spousal
benefits might even be defined as belonging, for future benefit computation purposes, to
the spouse to whom they relate in the event of divorce, possibly offering the added
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advantage of increasing that individual’s ability to leave the relationship without as much
concern about facing future destitution.
The biases within the income tax in favor of one-earner couples and against work
by secondary earners could also be addressed as well, such as by reducing the tax burden
on the earnings of the lower-earning spouse. One way to do this would be through an
income tax exclusion for the first $X of this individual’s earnings, like that which existed
in the federal income tax from 1981 through 1986. In addition or alternatively, one could
increase deductions or other tax benefits (such as credits) for the work-related expenses,
such as childcare, of two-earner couples.
A further, frequently discussed, possibility is eliminating joint returns. As
discussed above, however, the official filing unit is mainly of administrative interest,
rather than being as fundamental as is sometimes thought. Making use in some fashion
of household information in tax and transfer filing seems unavoidable no matter how the
filing is handled. And the aim of avoiding the first-dollar taxable rate effect on secondary
earners that results under present law could be accomplished, with or without joint filing,
through special rate schedules such as the 1981 to 1986-style secondary earner exclusion.
3) Child benefits within the income tax probably should be increased and should
not be subject to phase-out. In addition, if the alternative minimum tax is retained, it
should be amended to allow child benefits. In principle, all this should be done on a
revenue-neutral basis and without reducing overall progressivity, since the idea would be
to change how we redistribute as opposed to addressing the separate question of how
much should be redistributed. Obviously, the present budgetary environment, along with
the political difficulty of imposing losses on anyone relative to prior law, makes this
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difficult, but it is an aspiration to keep in mind and one that in principle can raise just as
much revenue as the existing system at a comparable efficiency cost (or, if at a greater
efficiency cost, then in reasonable exchange for improving our distribution policy).
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Internal Revenue Code section 21 provides a fairly limited childcare credit for two-

earner married couples and heads of households with children, which I ignore in the text
for ease of exposition.
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See McCaffery, supra n. 1, at 240-264; Alstott, supra n. 2.
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Economy 64: 416 (1956).
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See C. Eugene Steuerle, “Can The Progressivity Of Tax Changes Be Measured In

Isolation?,” Tax Notes 100 (2003): 1187-1188. As Steuerle notes, however, higherincome households get greater college education subsidies than lower-income
households.

