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Build Back Better Requires Highest-Income
People and Corporations to Pay Fairer Amount
of Tax, Reduces Tax Gap

By Chuck Marr and Samantha Jacoby

The Build Back Better (BBB) legislation before the House would raise a reported $1.85 trillion
over ten years to pay for critical investments to reduce child poverty; make health care, child care,
and housing more affordable; and address climate change. Moreover, while many of the BBB
investments are temporary, the bulk of the tax provisions are permanent and so would continue
raising revenue after ten years. The legislation would raise revenue in three main ways: requiring
people with high incomes to pay a fairer amount of tax, reducing unwarranted tax advantages for
profitable corporations (particularly large multinationals), and improving enforcement of the
nation’s tax laws to close the roughly $600 billion annual gap between taxes legally owed and taxes
paid — a gap disproportionately due to high-income filers’ noncompliance with the law. Together,
these measures would make the tax code more equitable and adequate.

Requiring High-Income Individuals to Pay Fairer Amount of Tax

Much of the income of very wealthy households doesn’t appear on their annual tax returns, unlike
the vast majority of households, whose incomes come mainly from wages and salaries. And when
wealthy households do pay tax, they often benefit from special tax breaks or discounted rates.
Changes in tax policy since the late 1990s have expanded these advantages, particularly President
George W. Bush’s tax cuts of 2001 and 2003 and President Trump’s 2017 tax cuts.

BBB includes several policy changes to begin to address — though not eliminate — these tax
advantages. They include:

Surtax on multi-millionaires. BBB imposes a new 5 percent surtax on households with adjusted
gross income (AGI) above $10 million and an additional 3 percent tax (for a combined 8 percent) on
those with AGI above $25 million." This would raise $230 billion over ten years, according to the
Biden Administration.?

I More specifically, the surtax applies to “modified AGI,” which differs from AGI in minor respects.

2 All revenue estimates used in this paper are from the Biden Administration; see https://www.whitehouse.gov/briefing-
room/statements-releases/2021/10/28/ president-biden-announces-the-build-back-better-framework/.
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A major advantage of this provision is the relatively broad base of income types it applies to,
including realized capital gains, dividends, pass-through income, and wage and salary income, and it
is applied before most deductions are taken into account. Thus, the surtax applies both to labor
income (such as wages) and capital income (such as realized’ capital gains and other income from
wealth, which is concentrated at the top of the income scale). In contrast, an increase in ordinary
income tax rates would apply to income after all deductions are considered and not to most capital
income, which is subject to separate, preferential rates.

While BBB doesn’t eliminate certain existing tax breaks, such as preferential treatment for carried
interest or the 20 percent deduction for pass-through income, the surtax applies to these types of
income for very high-income people.* Similarly, while BBB doesn’t directly raise the tax rates on
capital gains and dividends, the surtax effectively raises these tax rates for multi-millionaires.

One drawback of the provision is that its high threshold means that it only applies to a very small
share of the very highest-income households — that is, those with taxable incomes above $10
million. Moreover, the high threshold combined with other tax advantages for high-wealth
households — in particular, the ability to defer capital gains by waiting to sell investment assets —
opens up the surtax to gaming. For example, a wealthy person who wants to sell appreciated stock
with a $50 million gain could sell the stock evenly over six years to stay under the $10 million
threshold and avoid the surtax. While the proposed threshold raises sufficient revenue to finance the
legislation as it now stands, in the future this income threshold should be set at a much lower level.

Net investment income loophole. High-income people pay a 3.8 percent Medicare tax on their
wages and self-employment income. In 2010, Congress enacted a parallel 3.8 percent tax on high-
income people’s net investment income. The tax, however, was designed with a large loophole:
some income of high-income people who own pass-through businesses — including partnerships
and S corporations — doesn’t face either 3.8 percent tax. This gives high-income professionals, such
as lawyers or investment fund managers, a significant incentive to recharacterize their income, or
rearrange their business operations, to avoid the tax.” BBB closes this loophole, raising $250 billion
over ten years.

Limitation on excess business losses. BBB makes permanent a provision of the 2017 tax law
that limits the amount of business losses that high-income owners of pass-through businesses can
deduct from their non-business income, such as capital gains. Specifically, the 2017 provision allows
pass-through business owners to deduct up to $500,000 of losses from their business against their
non-business income in a given year. Any excess losses above the limitation can be carried forward
to future years. Under the 2017 law, as amended by the American Rescue Plan, this policy is

3 Because the surtax is applied to AGI, it will not address the taxation of unrealized capital gains (discussed in greater
detail below), which are not considered taxable income.

4 Carried interest is a shate of the profits of a private equity fund or other investment fund that a fund manager receives
as compensation, instead of a salary; typically, it is taxed at the capital gains rate, not the higher rates for wages and
salaries. Pass-through income is income that owners of businesses such as partnerships, S corporations, and sole
proprietorships report on their individual tax returns; it can qualify for a 20 percent deduction under the 2017 tax law.

5 Chuck Marr, “Why Closing the S Corporation Loophole Is a Good Move,” CBPP, June 16, 2010,

https:/ /www.cbpp.org/blog/whv-closing-the-s-corporation-loophole-is-a-good-move.
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scheduled to expire at the end of 2026. Making the provision permanent will raise $170 billion over
ten years.

Further action still needed. The high-income components of BBB described above represent
sound policy and will raise $650 billion over ten years. The legislation, however, fails to address a
significant flaw in the tax code that allows many extremely wealthy people to pay little or no
individual income tax — the federal government’s main tax, raising roughly half of federal revenue.
Currently, when an investor holds an asset (such as stock), they owe no income tax on its annual
appreciation, which represents economic income to the stockholder. Such taxes are typically paid
only when the asset is sold, and if the investor holds the asset until death, neither the investor nor
their heirs ever owe capital gains tax on its growth in value during the investor’s lifetime.® A major
ProPublica investigation brought public attention to this flaw in the tax code.’

We can use the example of Amazon CEO Jeff Bezos to illustrate this issue because Amazon’s
filings with the Securities and Exchange Commission are publicly available. Those filings show that
he received an annual salary of roughly $80,000 as of 2020," which is subject to ordinary income
taxes each year.” As founder, however, Bezos owns a significant amount of Amazon stock,'’ and the
value of his holdings grew by more than $10 billion a year from 2010 to 2018, on average." If he
doesn’t sell any of these shares in a given year, he pays no tax on their growth in value that year; as a
result, he is essentially taxed as if he were a typical middle-income person instead of one of the
country’s wealthiest people. The recent “billionaires’ tax” proposal would take a first step toward
addressing this fundamental unfairness by taxing the annual appreciation of certain assets each year.
But the proposal was dropped from the BBB package, so this issue remains unfinished business for
federal policymakers."

¢ Chuck Marr, Samantha Jacoby, and Kathleen Bryant, “Substantial Income of Wealthy Households Escapes Annual
Taxation Or En]oys Special Tax Breaks,” CBPP, November 13, 2019 https://www.cbpp.org/research/federal-
b

7 Jesse Eisinger, Jeff Ernsthausen, and Paul Kiel, “The Secret IRS Files: Trove of Never-Before-Seen Records Reveal
How the Wealthiest Avoid Income Tax,” ProPublica, June 8, 2020, https://www.propublica.org/article/the-secret-irs-
files-trove-of-never-before-seen-records-reveal-how-the-wealthiest-avoid-income-tax.

8 Amazon.com, Inc. Form Def,
https://www.sec.gov/Archives/edgar/data/1018724/000119312520108422/d897711ddef14a.htm.

9 According to Amazon’s SEC filings, Bezos also receives approximately $1.6 million in annual fringe benefits, the value
of a portion of which would also be subject to ordinary income taxes.

10 As of February 25, 2019, Bezos owned 16 percent of Amazon’s common stock. Amazon.com, Inc. Form Def
14A, https:/ /www.sec.gov/Archives/edgar/data/1018724/000119312519102995/d667736ddef14a.htm.

11 Katie Warren, “9 Mind-Blowing Facts That Show Just How Wealthy Jeff Bezos, the World’s Richest Man, Really Is,”
Business Insider, May 2, 2019, https://www.businessinsider.com /how-rich-is-jeff-bezos-mind-blowing-facts-net-worth-
2019-4.

12 A more modest approach, which the Biden Administration proposed, would be to repeal the “stepped-up basis”
loophole, which would require wealthy people to pay capital gains taxes on their unrealized gains at death, so that the tax
liability does not get wiped out when an asset is passed to an heir. See Chuck Marr ¢f al,, “Asking Wealthiest Households
to Pay Fairer Amount in Tax Would Help Fund a More Equitable Recovery,” CBPP, April 22, 2021,
https://www.cbpp.org/research/federal-tax/asking-wealthiest-households-to-pay-fairer-amount-in-tax-would-help-
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Reducing Unwarranted Tax Advantages for Profitable Corporations

International tax reforms. Following a major push by the Biden Administration after
negotiations faltered under the Trump Administration," 136 countries representing more than 90
percent of the world’s economy recently agreed to enact major reforms to the international tax
system.'* The deal represents yeats of negotiations between members of the Organisation for
Economic Co-operation and Development (OECD), an organization of 37 mostly Western nations
with advanced economies.

The OECD agreement — which has been formally endorsed by the G20, a group of the 20
countries with the largest economies'” — is intended, in part, to curtail the international “race to the
bottom” on corporate taxes. Corporate tax rates have declined steadily among OECD countries in
recent decades — from an average statutory rate of 43 percent in 1985 to just 21.7 percent in 2019'
— as countries lower their rates to attract companies at the expense of other nations. The result is
that all nations see a reduction in revenues from corporations that benefit from, and should
contribute to, public investments.

A key feature of the agreement is a 15 percent global minimum tax on companies’ foreign profits.
It will ensure that large corporations pay at least a 15 percent tax rate on profits earned outside their
home country and will limit multinationals’ ability to avoid taxes by shifting profits to low-tax
countries (known as “tax havens”). If the company records profits in a country that doesn’t impose
at least a 15 percent rate, the company’s home country will collect a “top up” tax to make sure that
income is taxed at a 15 percent rate.

The OECD minimum tax includes features that are stronger than the existing U.S. minimum
corporate tax (the tax on global intangible low-taxed income or GILTI, established by the 2017 tax
law), and BBB includes several provisions to bring the U.S. into alignment with the deal. These are
important policies to enact even in the absence of the OECD agreement.'” In particular, BBB
strengthens GILTI by raising the tax rate on foreign profits to 15 percent (from 10.5 percent today)
and requires that corporations calculate the minimum tax in each country in which they operate
instead of on an aggregate global basis, which will prevent companies from avoiding GILTT by
“blending” taxes and income in low- and high-tax countries.

13 Alan Rappeport “Pastries and Persuasion: HOW a Global Tax Deal Got Done,” New York Times, October 27, 2021,

14 OECD, “Statement on a Two-Pillar Solution to Address the Tax Challenges Arising from the Digitalisation of the
Economy — 8 October 2021,”

digitalisation-of-the-economy-october-2021.htm.

15 BBC, “G20: World leaders agree to historic corporate tax deal,” October 30, 2021,
https://www.bbc.com/news/world-59101218.

16 Kimberly A. Clausing, “Taxing Multinationals in the 21st Century,” Hamilton Project, January 28, 2020,
https://www.hamiltonproject.ore/papers/taxing multinational companies in the 21st centuty.

17 Chuck Marr ez al, “Corporate Tax Increase Would Make Taxes Fairer, Help Fund Equitable Recovery,” CBPP, May
25, 2021, https:/ /www.cbpp.ote/research /federal-tax/corporate-rate-increase-would-make-taxes-fairer-help-fund-

equitable-recovery.
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BBB also strengthens another part of the 2017 law: the Base Erosion and Anti-Abuse Tax
(BEAT), which is intended to prevent large multinational corporations from avoiding U.S. tax by
shifting profits out of the country. BBB makes the BEAT a more robust deterrent against profit
shifting by, for example, ensuring that more types of profit-shifting payments are penalized and
raising the applicable penalty tax rate. It also narrows the scope of the BEAT by targeting the tax to
foreign-parented multinational corporations.

Together, BBB’s changes to the international tax system will reduce the U.S. tax code’s favorable
treatment of offshore profits and investments, raise an estimated $350 billion in revenue over ten
years, and cement the U.S.’s position as a leader in international taxation. They also will provide a
model for other countries as they implement their own minimum taxes.

Corporate minimum tax on “book” profits. BBB will ensure that large, profitable corporations
— those with at least $1 billion in financial statement profits on average over three years — pay at
least a minimum amount of tax.

Corporations are required to calculate their income separately for tax purposes (that is, in
accordance with the tax code’s rules) and for purposes of preparing a financial statement for their
shareholders. This financial statement income, or “book’ income, is often much higher than taxable
income. And it may better represent a company’s true economic position than taxable income,
which can allow even very profitable businesses to use special tax preferences to reduce their taxable
income to zero.

BBB imposes a 15 percent tax on this “book” income, with adjustments to allow corporations to
use certain tax deductions and credits, such as credits for renewable energy and R&D to reduce
book income. The minimum tax will raise an estimated $325 billion over ten years.

Stock buybacks. BBB imposes an excise tax of 1 percent of the value of repurchased stock on
publicly traded U.S. corporations. This provision will raise $125 billion over ten years.

Corporations have two basic ways to distribute profits to their shareholders: issue dividends (the
traditional route) or offer to buy back a certain number of their own shares, which in turn raises the
value of remaining stocks held by individuals and institutions. While these are economically similar,'®
they are taxed differently. Dividends are generally taxable when shareholders receive them. Under a
stock buyback, in contrast, shareholders who sell their shares to the corporation at a gain owe capital
gains tax but shareholders who don’# sell their shares — typically the overwhelming proportion —
see the value of their shares rise but don’t pay tax on the gain until they sell the shares. Their wealth
increases but their taxes don’t. By imposing a 1 percent excise tax on share buybacks, this provision
is designed to correct this tax policy inefficiency."

18 Chuck Marr, “ProPublica Shows How Little the Wealthiest Pay in Taxes: Policymakers Should Respond Accordingly,”
CBPP, July 15, 2021, https://www.cbpp.org/research/federal-tax/propublica-shows-how-little-the-wealthiest-pay-in-

taxes-policymakers-should.

19 Professors Daniel Hemel and Gregg Polsky have proposed an alternative, in which a stock buyback would trigger an
imputed dividend for shareholders — that is, shareholders would be taxed as if they had received dividend income and
foreign shareholders would be subject to withholding. The imputed dividend would apply to all shareholders.

Shareholders would then receive a basis adjustment in their underlying shares (to avoid also paying capital gains tax on
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Moreover, foreign shareholders are generally subject to U.S. tax on dividends but not on most
capital gains, including gains accruing from stock buybacks. The share of publicly traded U.S. stocks
held by foreign investors has tripled to 30 percent since the late 1990s, so “treating buybacks as
dividends is more important than ever” in ensuring that foreign shareholders pay taxes, according to

the Tax Policy Centet’s Steve Rosenthal.”’

Further action still needed. President Biden has proposed to raise the corporate tax rate to 28
percent, which the House Ways and Means Committee adjusted to 26.5 percent. During the
negotiating process, this proposal was dropped, leaving in place the 2017 tax cut’s deep, costly cut in
the corporate rate to 21 percent. As CBPP has explained previously, the corporate tax cut failed to
deliver the promised gains in economic growth, job creation, or wage growth, so it’s highly unlikely
that partially reversing them would have large deleterious effects.”’ Policymakers should revisit this
proposal when it works to extend the critical investments made in this legislation.

Improving Enforcement of the Nation’s Tax Laws

Several factors have coalesced to create an urgent need for a multi-year rebuilding of the IRS to
address the roughly $600 billion annual gap between taxes legally owed and taxes paid. BBB
provides roughly $80 billion over ten years for this essential task. Critically, the legislation establishes
a multi-year, mandatory funding stream (that is, funding provided directly in authorizing law)*
provide the IRS with the certainty it needs to rebuild its audit staff and make long-term
commitments to technology upgrades.

Overall IRS funding is down one-fifth since 2010, and a decade of budget cuts has severely
undermined the agency’s ability to perform its fundamental jobs of enforcing the nation’s tax laws
and helping taxpayers navigate a tax system that relies on voluntary compliance. Since 2010, the
IRS’s computer systems have become more outdated and the number of revenue agents — auditors
uniquely qualified to process the complex returns of high-income individuals and corporations —
has fallen by 39 percent. Rebuilding the ranks of these sophisticated auditors is needed to implement
the Biden proposal to increase audits at the high end of the income scale and of complex businesses.

the appreciation in the share value caused by the buyback). Daniel J. Hemel and Gregg D. Polsky, “Taxing

Buybacks,” Yale Journal on Regulation, Vol. 38, No. 1, 2021, https://digitalcommons.law.vale.edu/vireg/vol38 /iss1/4.
Though Hemel and Polsky’s approach would more closely treat buybacks like dividends, the excise tax approach in BBB
is simpler to implement.

20 Jed Graham, “Why The Apple-Led Stock Buyback Boom May Get Caught In Biden’s Tax-Hike Net,” Investot’s
Business Daily, June 14, 2021, https://www.investors.com/news/stock-buvbacks-boom-led-by-apple-stock-may-get-
caught-in-bidens-tax-hike-net/.

2l Chuck Matr and George Fenton, “Corporate Lobbying Campaign Against Biden Tax Proposals Is Inaccurate,
Unpersuasive,” CBPP, September 10, 2021, https://www.cbpp.org/research/federal-tax/corporate-lobbying-campaign-

against-biden-tax-proposals-is-inaccurate.
22 Chuck Marr ¢f al,, “Rebuilding IRS Would Reduce Tax Gap, Help Replenish Depleted Revenue Base,” CBPP, April

13, 2021, https://www.cbpp.org/research/federal-tax/rebuilding-irs-would-reduce-tax-gap-help-replenish-depleted-
revenue-base.
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BBB delivers the essential funding — $45 billion for enforcement and $27 billion for
corresponding operations support, along with $5 billion for systems modernization® — to build the
capacity to narrow the tax gap. Unfortunately, it does not include the other integral part of the
President’s comprehensive proposal to close the tax gap: improved information reporting.

As Figure 1 illustrates, our voluntary tax compliance system relies on third-party information to
function. For income that’s subject to substantial information reporting, such as wages (which
employers report to the IRS using W-2 forms), compliance is near perfect. But for certain streams of
income where the IRS has little or no third-party information, more than Aa/f of income goes
unreported.

FIGURE 1

The Link Between Income Visibility and Tax Compliance Is Strong

Little or no information reporting:

Non-farm proprietor income, other
income, rents/royalties, farm
income, Form 4797 income

55% of this income is misreported 55%

$109 billion of it is underreported $109b

Some information reporting:

Partnership/S corp. income,
capital gains, alimony

$36 hillion

Substantial information reporting:
Pensions/annuities, unemployment
compensation, dividends and

interest, Social Security

5%
$12 billion

Substantial information reporting
and withholding:

Wages, salaries $9 billion

Note: Estimates are the annual average for tax years 2011, 2012, 2013. Figure displays the tax gap attributable to the underreported
income category and the rate at which that income is misreported as measured by the net misreporting percentage. The net
misreported income amount is understatements of income less overstatements of income.

Source: Internal Revenue Service Publication 5364
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The President proposed requiring banks to add two minimal, readily available pieces of
information to a common form (1099-INT) that they already provide the IRS with interest income
on various accounts: the overall amount of money flowing into an account each year and the overall
money flowing out. The proposal would not have placed any new burdens on taxpayers but would
have enabled the IRS to target individuals who appear to have large amounts of unreported income
for audits.

23 BBB also provides $1.9 billion in funding for taxpayer services, which will help boost voluntary compliance by
increasing resources for taxpayers looking for filing assistance.



Unfortunately, the banking industry mounted a misinformation campaign against the proposal
that led policymakers to drop the provision from BBB. After the legislation is enacted, the Treasury
and relevant congressional committees should examine the industry’s misinformation, debunk it, and
renew the effort to provide the IRS with the information it needs to enforce the tax code on behalf
of honest taxpayers.
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