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Abstract

This paper evaluates the tax treatment of married couples in OECD countries. While the
existing literature has emphasized the relation between marginal taxes and hours of work,
the novelty of our analysis is the incorporation of labor force participation responses. Indeed,
the modern empirical labor market literature demonstrates that the observed difference in
labor supply elasticities between spouses arises mainly because of a strong participation
effect for the secondary earner. The distortion of entry-exit behavior is determined by the
total tax burden on labor income and therefore by the average — rather than the marginal
— rate of taxation. Accordingly, the efficient tax system involves relatively low average tax
burdens for secondary earners in order to avoid discrimination against their participation in
the labor market. However, our calculations of effective tax rates for married spouses reveal
that the average tax burden of secondary earners is higher than that of primary earners
in most of the OECD area, including countries where the framework is one of individual
filing. Reforms which shift the tax burden from the secondary to the primary earner would
generate substantial welfare gains across all countries. (JEL H21, J22, D10)
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Claus Thustrup Kreiner, Institute of Economics, University of Copenhagen, Studiestraede 6, DK-1455 Copen-
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1 Introduction

The tax treatment of married couples has been a debating point throughout the existence of the
income tax. Actual policies have varied over time and across countries. In recent decades there
has been an international trend from joint to individual taxation of husbands and wives, and
today the majority of OECD countries use the individual as the basic unit of taxation. Under
individual-based taxation, due to the progressivity of the income tax, the secondary earner faces
a lower tax rate than the primary earner. This is exactly the kind of policy recommended by
the optimum tax literature, see for example Boskin and Sheshinski (1983). They demonstrate
that a Ramsey-type argument calls for a lower marginal tax rate for secondary earners because
their labor supply is more elastic than that of primary earners.

The existing literature has focused solely on labor supply responses along the intensive
margin, i.e., hours of work for those who are working. Labor supply responses along the
extensive margin — at the margin of entry and exit — are not included in the analysis. This is at
variance with the modern empirical labor market literature which emphasizes the importance
of distinguishing between the two margins of response. Today the consensus view is that hours-
of-work effects tend to be modest for both husbands and wives, see e.g. Heckman (1993) and
Blundell and MaCurdy (1999). The responsiveness of labor force participation, on the other
hand, may be very high for certain subgroups of the population, in particular for secondary
earners. The estimated participation elasticities for secondary earners tend to be concentrated
in the interval from 1/2 to 1, while for primary earners the elasticity is close to zero.

As this paper will demonstrate, these empirical insights call for a reconsideration of the tax
treatment of married couples, in theory and in practice. At the theoretical level, the distortion of

labor force participation is related to a different tax wedge than the one distorting hours of work.



While working hours depend on the marginal rate of taxation, entry-exit decisions are influenced
by the total tax burden on labor income and therefore the average rate of taxation. Intuitively,
since the observed elasticity differential between spouses is mainly due to participation effects,
the Ramsey argument calls for a lower average tax rate for secondary earners. At the more
practical level, the average tax burdens of primary vis-a-vis secondary earners may be very
different from their marginal tax burdens. Once we begin to consider the allocation of average
tax burdens, it turns out that the tax treatment of married couples is highly inefficient all across
the OECD area, for countries operating joint and individual filing alike.

For the purpose of measuring the effect on efficiency of shifting the tax burden between
married spouses, we calculate effective marginal and average tax rates for 23 OECD countries.
In a majority of countries, the marginal tax rate of secondary earners is lower than that of
primary earners, reflecting the widespread use of individual filing. The picture is quite different
for average taxes, as already alluded to, where most countries discriminate against secondary
earners. In fact, the average tax burden for secondary earners is higher than for primary earners
in two-thirds of all countries. While this is what we would expect for countries operating joint
filing, like the United States, it is more surprising that the secondary earner also bears a higher
tax burden in many countries operating progressive individual taxation. The explanation is
that most countries, although their formal framework may be one of individual taxation, have
retained large elements of jointness in the granting of allowances and credits. We are thinking
of, e.g., the transfer of unutilized allowances between spouses, dependent spouse rebates, and
child reliefs depending on the combined income of spouses.

The presence of a relatively high tax burden for the household member whose labor force

participation is most responsive creates a scope for policy reform. Even for conservative elas-



ticities, a tax shift from the secondary to the primary earner would generate a substantial
welfare gain in all the OECD countries in our sample. Consider for example a scenario where
the participation elasticity for primary earners is set equal to 0.1, while for secondary earners
the elasticity is 0.5. In this case, a one-dollar tax shift away from the secondary earner would
generate a welfare gain above 10 dollars in Germany and Belgium. These rather extreme effects
reflect that the taxation of secondary earners is quite close to the maximum of the Laffer curve.
In the rest of OECD, the effects are smaller because there is less initial discrimination against
secondary earners and/or because the general tax level is more moderate. Yet, the potential
welfare gains from a one-dollar tax shift are quite large: for example 1.17 dollars in Sweden,
91 cents in Italy, 81 cents in France, 56 cents in Canada, and 43 cents in the United States. A
more efficient tax policy is that of the United Kingdom where the taxation of secondary earners
is quite lenient, although even here there is a gain of 18 cents to be reaped from the reform.

A couple of remarks on the relation to the existing literature are warranted. A number of
recent papers study the taxation of married couples in models incorporating household pro-
duction, see Piggott and Whalley (1996, 1999), Apps and Rees (1999a), Gottfried and Richter
(1999), and Kleven and Kreiner (2001). This literature demonstrates that the presence of house-
hold production activities weakens the case for selective marginal tax rates within the family,
because such a tax system distorts the use of labor input in household production. Although
this research stresses the importance of accounting for household production, its incorporation
into the analysis seems to be less urgent in our context. The additional effects created by such
an extension is related to marginal tax rates and hours-of-work decisions, while our conclusions
regarding average tax burdens and labor force participation would survive.

Moreover, our paper adopts a standard household utility function approach where the family



is regarded as an income-pooling unit. Recent research casts some doubt on this approach and
proposes instead the so-called collective model of labor supply, e.g. Apps and Rees (1988, 1999b)
and Chiappori (1992). In particular, our formulation is unable to deal with issues concerning
the intra-household distribution of resources, although this is most likely to be affected by the
policy choices which we consider. Apps and Rees (1988) demonstrate that such considerations
would matter for the welfare effect of tax reform if there is dissonance between the intra-family
distributional outcome and the preferences of the policy-maker. Say, for example, that the
policy-maker would like to see a reallocation of income towards the secondary earner, typically
the woman. In this case, a tax shift from the secondary earner to the primary earner would
generate distributional welfare gains over and above those estimated in the present paper.
The paper is organized in the following way. Section 2 sets up a theoretical framework
incorporating intensive as well as extensive labor supply responses. Section 3 briefly reviews
the empirical evidence on participation responses, while Section 4 describes the tax treatment
of married couples in OECD countries. Section 5 calculates the welfare gain of tax reform and,

finally, Section 6 concludes.

2 The Theoretical Framework

Following the household utility function approach, we consider the family to be the decision
making unit and assume that behavior is determined by the maximization of a family utility
function. Each family consists of two individuals, a primary earner (p) and a secondary earner
(s), who differ in their preferences for work as well as in their market productivities. In addition,
the model incorporates heterogeneity across individuals of different families, arising because of

varying fixed costs of working. We consider a continuum of households indexed by (wp,ws),



where w), and w; denote the fixed cost of the primary and the secondary earner, respectively.
It is assumed that these fixed costs are distributed according to the joint density function

g (wp,ws). The welfare of each family is represented by a quasi-linear utility function,
U ("‘}paws) =1 ("‘}paws) - dp (wp) - ds (ws) ) (1)

where [ is net income of the family and d; is the disutility of working. The disutility terms are

given by

w; + v; (hz (wz)) fOT h; (wz) >0 .
d; (wz) = { 0 fO?“ h; (Wz) -0 =D, (2)

where v, > 0 and v} > 0. This expression decomposes the cost of labor market participation
into the fixed cost, w;, as well as a variable cost depending on the number of working hours,
hi (w;). In the case of non-participation, disutility is zero. The net income of the family is equal

to
I (wp,ws) = wphy (wp) — T (wphy (wp) , 2p) +wshs (ws) — Ts (wshs (ws) , 25) (3)

where w, and w, denote the wage rates of the two spouses, while T}, (-) and T} (-) are their
net payments to the public sector, embodying both taxes and transfers. Each tax function
depends on a z-parameter which represents policy reform. The tax scheme may be proportional,
progressive, or regressive, and it may involve non-linearities. Attention is restricted, however,
to the case of piecewise linearity such that marginal tax rates are locally constant.

The household maximizes (1) subject to (2) and (3). Given participation, i.e. h; (w;) > 0,

the optimum is characterized by

(1 —m;)w; = vé (i) i=np,s, (4)



where [; denotes the optimal number of working hours for a participating worker, and m; =
OT; (wil;, z;) /O (w;l;) is the marginal tax rate. The individual labor supply function, if working,
is thus given by I; = [; ((1 — m;) w;) for all w;. But for the individual to enter the labor market
in the first place, the utility from participation must be greater than or equal to the utility from

non-participation. This gives the following participation constraint
wi L wily = T (wily, 2) —vi (l;) =©; i = p,s. (5)

In this expression the net tax payment of those outside the labor force has been normalized
to zero, i.e. T;(0,z) = 0, implying that the tax burden on the insiders should be thought
of as the incremental payment following labor market entry.! Individuals with a fixed cost
below the threshold-value @;, defined in the above expression, decide to work I; hours while
those with a fixed cost above the threshold choose to stay outside the labor force. Notice that
the participation constraint depends on the total tax burden and therefore the average rate of
taxation, whereas hours of work for those who are working, determined by eq. (4), is related to
the marginal rate of taxation.

The fraction of secondary earners who decide to participate in the labor market is given
by Gs ( = jo g (ws,wp) dwpdw,, and likewise for primary earners. The aggregate labor

supply of primary and secondary earners, respectively, thus becomes

L= [ [ h)g e dodis = (0 =m)w) G (@) i=ps,  (©

where we have normalized the population of families to one. Aggregate labor supply is a product

of hours of work for those who are working and the labor force participation rate. The elasticity

'In principle, the participation constraint depends on the difference in net payments, i.e. T; (wili, z:)—T; (0, 2;).
Typically, T; (0, z;) would be negative since those outside the labor market are entitled to various government
benefits. Accordingly, with the above normalization, the tax burden in equation (5) should be thought of as
including transfers which are foregone in connection with entry.



of aggregate labor supply with respect to the wage rate is equal to the sum of the hours—of-work

elasticity, n;, and the participation elasticity, d;, i.e.

OL:/L;  OlJl;  0Gi/Gi

= 46 i=p,s.
ow;/w;  Ow;/w;  Ow;/w; n,+6; i=p,s )
The hours-of-work elasticity is given by

while the participation elasticity equals

&Di ws . G; (LDZ) (1 - mz) wili

= (D) = — =
61 Gz (wl) 81112 Gz (a)z) Gz ((:)Z) ? b, s, (9)

where the derivation of the last expression uses eqs (4) and (5).
To study the effect of tax reform on efficiency, we derive aggregate utilitarian welfare by

integrating the utility function (1) over households, i.e.

U = /00 /oo [I (wpaws) - dp (Wp) —ds (ws)] g (wp,ws) dwpdws_ (10)
0 0

Now, consider a policy reform which alters the taxation of spouse i, represented by a marginal
change in z;. In general, the reform may change both the marginal rate of taxation and the

average rate of taxation. The effect on welfare is given by (see Appendix A)

dU 8ai

where a; = T; (w;l;, z;) / (w;l;) denotes the average tax rate and g‘: = ‘gz:/ (w;l;) measures the

amount by which the reform changes the average tax rate. Due to quasi-linearity, the above
expression measures the effect on welfare in monetary units. A more relevant measure, however,

is the welfare effect in (11) per additional dollar of tax revenue, typically labelled the marginal



cost of public funds (MCF). In algebra,

MCE = - ’

where T denotes aggregate tax revenue, which is given by
o [.°]
T [7 [ Gy ) 20+ T (i @), 20l g (o) . (12
0 0

The effect on revenue of a change in z; equals (see Appendix B)

d_zi_

8_zi_ 1—m; 0z L l—mia_zi
The direct effect of raising the average tax rate for one of the spouses is of course to collect more
revenue, reflected by the first term in the expression. However, there are feedback effects from
both the intensive and the extensive margin. The second term reflects that those participating
in the labor market reduce their hours of work because of a higher marginal tax rate. Moreover,
some people choose to quit their jobs because of the higher average tax rate, as indicated by

the last term. Inserting dU/dz; and dT'/dz; in the MCF measure gives

1
1— B g, — 2§,

l—mi 2 l—mi

MCF; = i=p,s, (14)

where ®; = %TZ’// gzzl is a measure of the progressivity of the reform. The implication of accounting

for participation responses is reflected by the last term in the denominator, while the remaining
part of the expression is the ‘standard’ effect operating through the intensive margin. The
standard effect depends on the marginal tax rate, the progressivity of the reform, and the hours-
of-work elasticity. The magnitude of the participation effect, on the other hand, is related to

the average tax rate and the participation elasticity.?

?Qur measure for the MCF may be compared to the existing literature — surveyed by e.g. Dahlby (1998) —
by setting the participation elasticity equal to zero. In this special case, we obtain e.g. Browning (1987, eq. 11).

Notice that the assumption of quasi-linear utility eliminates any income effects from taxation on the hours
of work. This assumption is innocent in the following analysis, which deals with the allocation of tax burden
between spouses. In the household utility approach adopted here, income effects are non-existent as long as the
level of the family’s overall tax burden is kept constant.



The difference in the MCFs for the two spouses, MCFs; — MCF),, measures the efficiency
effect of a reform which shifts one dollar of tax burden from the secondary to the primary earner.
In the optimal tax system it is not possible to reap a welfare gain through such a tax shift,
in other words, the MCFs are identical for the two spouses, MCF, = MCFs. The previous
literature has analyzed optimal taxation where each spouse faces his/her own proportional tax
system, implying a; = m; = t; and ®; = 1 for ¢ = p,s. In this special case, we obtain the

following optimality condition

tp/(l_tp) _ 778_’_63.
ts/ (1 - ts) 77p + 613

(15)

This policy rule is reminiscent of the Boskin and Sheshinski (1983) result that we should dif-
ferentiate the taxation of married spouses according to their labor supply elasticities. There
is a subtle difference, however, in that our version of the optimality condition discerns hours-
of-work responses from participation responses. The formula thus emphasizes that taxation
should be differentiated according to aggregate elasticities including both margins of labor sup-
ply response.

More importantly, the assumption of proportional taxation underlying formula (15) excludes
welfare enhancing reforms which involve non-uniform changes of average and marginal tax rates.
This is important in the present context where marginal and average taxes operate through
different margins of labor supply response. The main focus of our paper will be on reforms
which shift the average tax burden between husbands and wives without altering their marginal
tax rates, i.e. ®; = 0 . This could be thought of as an adjustment in some of the special tax
allowances and credits for married couples discussed in the Introduction. Such reforms would of

course have no impact in the standard analysis where labor supply responses along the extensive



margin are ignored. In our analysis, on the other hand, we get

1
[Ty

1—m;

MCF; = i=p,s, (16)

reflecting the participation response for each spouse. If the MCF measure in eq. (16) is not
the same for the two partners, due to different tax rates and/or participation elasticities, we
may obtain a welfare gain by shifting tax allowances between them. The optimal structure of

average tax rates — for given marginal tax rates — is determined by the equality of MCFs, i.e.,

ap _l-mpds oy 8 (17)

as 1 —msd, o g’
where a; = a;/ (1 —m;). This formula demonstrates that a relatively high participation elas-
ticity for secondary earners, ceteris paribus, implies that they should be subject to low average
tax burdens. If the optimality condition is not satisfied, there is scope for welfare gains through
the shifting of tax burden between spouses. Using evidence on participation elasticities as well
as information on average and marginal tax rates, egs (16) and (17) may form the basis for an
evaluation of the taxation of married couples. The remaining part of the paper is devoted to

this exercise.

3 Empirical Evidence on Participation Responses

It has long been recognized that the labor supply of secondary earners (typically the wife) is
more elastic than that of primary earners (typically the husband). However, the early studies
did not distinguish between labor supply responses along the intensive margin and along the
extensive margin. Consequently, as pointed out by Heckman (1993), the early estimates of
married female labor supply as much more wage elastic than male labor supply arose partly

because participation elasticities for women were being compared with hours-of-work elasticities

10



for men. More recent work, surveyed by Blundell and MaCurdy (1999), has indicated that the
hours-of-work effect is small for both husbands and wives and, accordingly, that the observed
difference in labor supply elasticities arises mainly because of a strong participation effect for
the female.

This view is confirmed by a number of studies of the Negative Income Tax experiments in the
United States, surveyed by e.g. Robins (1985). These studies demonstrate that participation
responses are small for married men, whereas the elasticities for married women tend to be much
larger, typically in excess of 0.5 and sometimes close to unity. For example, in Ashenfelter’s
(1978) study of the experiments in Iowa and North Carolina, the elasticities for married males
and females are 0.2 and 0.9, respectively.

More recently, studies of the Tax Reform Act of 1986 find that the expansion of the EITC
has had large effects on female labor force participation. For married women in the very top of
the earnings distribution, Eissa (1995) reports a participation elasticity of 0.4. Moreover, the
papers of Eissa and Liebman (1996) and Meyer and Rosenbaum (2001) find large effects on the
labor force participation of single women, especially for those with low education. This gives
further indication that participation responses tend to be substantial for low-income earners.

Non-experimental evidence for both the United States and Europe has reached similar con-
clusions (Mroz, 1987; Triest, 1990; Van Soest, 1995; Van Soest et al., 2002). Triest (1990)
estimates that the participation elasticity for married women in the United States lies in the
interval from 0.6 to 1.1. For the Netherlands, Van Soest (1995) finds that the labor supply
elasticity for males lies in the interval from 0.1 to 0.2, while the elasticity for females lies in the
range from 0.5 to 1.0. Although these elasticities include the effect on both participation and

hours, Van Soest’s calculations reveal that the principal effect comes through the participation
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response. A more recent study by Van Soest et al. (2002) suggests that the participation elas-
ticity for married women lies in the range from 0.5 (for those with high education) to 0.8 (for
those with low education).

To summarize the literature, the participation elasticity for primary earners is small (perhaps
around 0.1), while for secondary earners the estimates tend to be concentrated in the interval
from 1/2 to 1. This implies that the elasticity ratio §,/6, which enters the optimality formula

(17) is at least 5 and may be considerably higher.

4 The Taxation of Married Couples in OECD Countries

For the purpose of evaluating the taxation of the family, we have used OECD (2000, 2001)
statistics to calculate effective average and marginal tax rates for married people in 23 OECD
countries. We consider the tax position of a married couple with two children. The income
of the primary earner corresponds to that of an average production worker (APW), while the
secondary earner’s income is one-third of APW-income.? The tax rates include all taxes which
reduce the net consumer wage below the marginal product of labor, i.e., income taxes, employees’
and employer’s compulsory social security contributions, payroll taxes, and consumption taxes.
Moreover, the tax rates account for the impact of various tax reliefs. This includes standard
reliefs which are granted irrespective of actual expenses incurred by the taxpayer as well as
certain reliefs for work-related expenses. Particularly important in our context are those reliefs
relating to marital status or to the income level or labor force participation of a married partner
(cf. below).

The OECD data contains information about the combined tax burden of married couples.

3In the end of the next section, we shall consider an alternative scenario where the income of the secondary
earner is two-thirds of APW-income.

12



In order to separate the tax burden between spouses, we have to make an assumption about the
sequence of labor market entry. It is natural to assume that the primary earner enters first, while
the secondary earner makes his/her entry decision conditional on the labor force participation of
the spouse. Accordingly, the tax burden of the primary earner may be calculated as that which
would apply for the whole family if the spouse had no labor income. The secondary earner’s
tax liability is given by the increase in the family’s tax liability resulting from the second entry.

In principle, the average tax rates should reflect the incremental net payment to the public
sector following labor market entry. In addition to taxes, this includes government transfers
which are foregone in connection with entry, i.e., UI benefits, social assistance, and other cash
benefits. Although OECD does report various measures of replacement ratios, their incorpora-
tion into the analysis is problematic. Specifically, the replacement ratios are overestimated for
our purpose as they do not account for eligibility rules (relating to the spouse’s income, wealth,
etc.) and because of different forms of workfare requirements which reduce the utility of the
benefit recipient. For these reasons, we exclude transfers from the analysis and focus solely on
the tax system. In the end of the next section, it will be argued that the exclusion of transfers
is unlikely to bias our conclusions.

Table I displays marginal and average tax rates and, in the last column, whether the tax
unit is the individual (Ind), the couple (Joint), or optional (Opt). Generally, the marginal tax
rates of primary earners tend to be higher than those of the secondary earners. In fact, for two-
thirds of the countries the marginal rate is strictly higher for the primary earner. This reflects
that a majority of countries operate progressive, individual taxation, where the spouse with the
highest income is placed in a higher tax bracket. Indeed, the literature on the optimal taxation

of married couples has advocated individual filing exactly because it ensures a relatively high
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marginal tax rate for the primary earner.

< Table I >

For average taxes, however, the picture is quite the opposite. In two-thirds of the countries
the average tax rate for the secondary earner is higher than that of the primary earner. In
countries such as Canada, Germany, New Zealand, and the United States the incremental tax
rate on the second spouse entering the labor market is more than 10 percentage points. This
is what we would expect for countries operating joint filing, like the United States, where the
first dollar earned by the secondary earner is taxed at the same rate as the last dollar earned
by the primary earner. It is quite surprising, however, that the secondary earner also bears a
higher tax burden in countries operating individual filing such as Canada and New Zealand.
In principle, in a system of progressive, individual-based taxation the average tax rate for the
secondary earner should be strictly lower than that of the primary earner. Nonetheless, for half
of the countries operating individual filing this is not the case.

The reason for the relatively high tax burdens on secondary earners, even where the formal
framework is one of individual taxation, is that countries have retained large elements of joint-
ness in the granting of tax allowances and credits. We are thinking of, e.g., dependent spouse
rebates, the transfer of unutilized allowances between spouses, and child reliefs depending on
the combined income of spouses. The presence of such reliefs reduces the tax burden for the
first spouse entering the labor market. At the same time, as reliefs are phased-out (or lost
entirely) once the second spouse enters the labor market, the effective average tax rate for the
secondary earner becomes higher.

These differences in average tax rates are irrelevant in the standard analysis as it deals

with the relation between marginal taxes and hours of work. In our analysis, on the other
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hand, the presence of relatively high tax burdens on secondary earners strongly reduces their
incentive to enter the labor market. The fact that secondary earners have high participation
elasticities makes this point even more important. The table displays the magnitudes of relative
tax rates (ap/as from eq. 17) which in the optimum would be equal to the ratio of secondary
earners’ participation elasticity to that of primary earners (65/6,). There is a large discrepancy
between actual and optimal policy. The relative tax rates are below two in every country and
are less than one in several countries, while the optimal ratio, as argued in the previous section,
probably lies in the interval from 5 to 10. Interestingly, among the tax systems which are most
inefficient, we find individual-based systems like those of Canada, Denmark, Iceland, Japan,

and New Zealand.

5 The Welfare Gain from Tax Reform

Using the tax rates presented in Table I, we may calculate the marginal cost of public funds for
each spouse. For this purpose we employ eq. (16) which, besides average and marginal tax rates,
depends on the magnitude of the participation elasticity. In line with the evidence reviewed in
Section 3, we set the elasticity for primary earners equal to 0.1, while for secondary earners we
try out elasticities of 0.5, 0.75, and 1. The results are reported in Table II, which shows the
MCF for primary and secondary earners, respectively, as well as the difference between the two.
This difference measures the welfare gain of a reform which shifts one dollar of tax burden from

the secondary to the primary earner.

< Table II >

In general, the welfare cost of raising additional revenue is high if the initial average and

marginal tax rates are high, as in the Northern European countries, and if labor force participa-
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tion is very responsive. Since the labor force participation is very inelastic for primary earners,
and because they are generally subject to relatively lenient taxation, their MCFs are small. The
values vary from 1.04 in the United States to 1.25 in Belgium. For the secondary earners, on
the other hand, there is much more variation and the order of magnitudes are generally higher
than for the primary earners.

Let us look initially at the case where the participation elasticity of secondary earners is
1/2. The MCFs for secondary earners lie in the interval from 1.19 to 12.53. On the top of the
list, we have Germany, Belgium and Denmark. Other countries with relatively high MCFs are
Sweden, Netherlands, Italy, France, and Norway where the MCF is around 2. Finally, in the
United States the MCF is 1.47, while at the lowest end of the scale, we find countries such as
Australia and the United Kingdom.

In all countries, a tax shift from the secondary to the primary earner would generate a
welfare gain. In many countries this gain might be very large. A reduction in the taxation
of secondary earners by one dollar, financed by raising the taxation of primary earners, would
generate a welfare gain equal to 11.40 dollars in Germany, 10.92 dollars in Belgium, and 2.84
dollars in Denmark. In the rest of OECD, the effects are less extreme because there is less
initial discrimination against secondary earners and/or because the general tax level is more
moderate. Yet, the potential welfare gains are quite large: for example 1.17 dollars in Sweden,
91 cents in Italy, 81 cents in France, 56 cents in Canada, and 43 cents in the United States.
The most efficient policies are those of the United Kingdom and Australia where the taxation
of secondary earners is quite lenient, although even here there are gains to be reaped from tax

reform.*

'A qualification is in order for Australia. While most countries grant allowances and credits for dependent
spouses and children through the tax system, these reliefs are paid out in the form of cash benefits in Australia
(through the Parenting Payment and the Family Taz Assistance). This implies that our analysis, which do not

16



Let us turn to the case of a participation elasticity equal to 3/4. This scenario gives rise
to Laffer curve effects for three countries, indicated by the letter ‘I’ in the table. Thus, a
lowering of the average tax rate for the secondary earner leads to a higher revenue in Belgium,
Denmark, and Germany. For the remaining group of countries, with the exception of Japan,
the welfare gain of reform is more than doubled compared to the low-elasticity scenario. In the
United States, for example, the welfare gain of shifting one dollar of tax burden away from the
secondary earner is 89 cents.

In the last two columns, we consider the case of a unit elastic labor force participation for
secondary earners, still within the range of empirical estimates. As indicated by the table, the
welfare gain of tax reform becomes very large in all countries, and for six countries the taxation
of secondary earners is beyond the maximum of the Laffer curve.

Finally, we have investigated an alternative scenario where the income of the secondary
earner is two-thirds of APW-income. The results, which are reported in Table ITI, reinforces
the conclusions of the previous analysis. Thus, the gain of reform becomes considerably higher

for most countries.

< Table III >

As previously mentioned, effective average tax rates are underestimated for both primary
and secondary earners since they do not account for foregone benefits in connection with labor
market entry (UI benefits, social assistance, and other cash benefits). However, this omission
does not involve an a priori bias of our conclusions. On the one hand, the underestimation
of tax rates is likely to be smaller for secondary earners, since they may fail to meet certain

eligibility requirements for cash transfers given that they have a working spouse. In isolation

include cash transfers, tend to give a too optimistic view of the Australian tax system.
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this tends to lower the welfare gain from reform. On the other hand, an underestimation of
tax rates for secondary earners means a lot more in terms of welfare because their labor force
participation is relatively elastic. As an example, say that average tax rates for the United
States are underestimated by 10 percentage points for primary earners and 1 percentage point
for secondary earners. For the low-elasticity scenario, our calculations show that an error of

this magnitude would leave the welfare gain from reform unchanged.

6 Concluding Remarks

There is a large gap between the efficient and the actual tax treatment of married couples.
Average tax rates for secondary earners are much too high, thereby hampering labor market
participation chiefly for married women. This is not only the case for countries operating joint
filing, such as France, Germany, and the United States, but also for those countries operating
individual filing. In the latter group of countries, many elements of jointness have been retained
in the granting of allowances and tax credits. In some countries, e.g. Denmark, Iceland,
Netherlands, and the United Kingdom, it is possible to transfer unutilized allowances between
spouses. Other countries give tax credits for dependent spouses, where the credit is phased-out
according to the secondary earner’s income. This is the case in e.g. Australia, Austria, Canada,
Italy, and Japan.

In general, we would like to reallocate the average tax burden from the secondary earner
to the primary earner. This requires the introduction of tax allowances or credits which are
conditional on the labor market entry of the secondary earner. A step in the right direction
would be to abolish or weaken the rules creating problems, for example the transfer of unused

allowances between spouses. An alternative option, which could be used within the framework
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of both individual and joint filing, would be the implementation of an Earned Income Tax
Credit (EITC) for secondary earners.

Finally, it should be mentioned that our paper is related in spirit to the recent work of Saez
(2000) who extends the theory of optimal income taxation to account for both hours-of-work and
participation decisions. Saez demonstrates that an EITC for low-income individuals is optimal if
labor supply responses occur mainly along the extensive margin. While he investigates optimal
income taxation across different individuals/households, we have argued that the incorporation
of extensive labor supply responses is also important for the taxation of primary/secondary

earners within each household.
Appendix A: Derivation of eq. (11)

We start by inserting the budget constraint (3) in the welfare function (10), which gives

v - " gy () — Ty (wphy (@) 2p) — by ()] gp () ey
0

+/oo {wshs (ws) —Ts (wshs (Ws) ,Zs) —ds (ws)} gs (ws) dws,
0

where g; (w;) = fooo g (wi,w;) dwj. Individuals with a fixed cost w; below the threshold-value @;
choose to enter the labor market such that h; (w;) = ; ((1 — m;) w;) for all w; < @;. All other
individuals stay outside the labor force, that is, h; (w;) = 0 and w;h; (w;) — T; (wih; (w;) , 2;) —

d; (w;) =0 for all w; > &;. Accordingly, we may write the above eq. in the following way

.(Lyp
U = /0 [wplp - Tp (wplpv Zp) —Wp—Yp (lp)} dp (wp) dwp

+/ S [wsls — Ts (wsls, 25) — ws — vs (I5)] gs (Ws) dws,
0

where we have used eq. (2) to substitute for the disutility terms and where I; = I; ((1 — m;) w;).
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The impact of a marginal change in one of the reform parameters equals

dU 9T, 2 dl;
o - _ > —g; (w;) dw; +/0 [(1 —m;) w; — v} (lz)] d—zzgz (wi) dw;
s T il 1) — 5 — v (19)] g1 (82) -
2q

Using the hours-of-work condition (4) and the participation constraint (5), we may eliminate

the last two terms so as to get

au oT; .
o _8_ziG’ (@4) ,

where we have used that G; (©;) = 6:) ' gi (wg) dw;. Finally, by using the relationship 3 8T” =

gg w;l; and the definition of aggregate employment in eq. (6), we obtain eq. (11). QED.

Appendix B: Derivation of eq. (13)

Note, again, that individuals with a fixed cost w; below the threshold @; work h; (w;) =
l; (1 —m;) w;) hours, while those with a fixed cost above the threshold do not work and,
consequently, pay no taxes, i.e., T; (w;h; (w;) ,z;) = 0 for all w; > @;. This implies that eq. (12)

may rewritten to

5 o4
T= / Ty, (wplp, 2p) gp (wp) dwp + / T (wsls, 25) gs (ws) dws,
0 0
where [; = 1; (1 —m;) w;) and g; (w;) fo g (ws,wj) dwj. The impact of a marginal change in

one of the reform parameters is given by

dT Yi OT; wi om di;
- = i (wi) dw; — wil i (wi) dw; + T (wili, zi) gi (i) =
[ o= [ matt S g dos + T i ) 020

where we have used the definition of the marginal tax rate, m; = 9T; (w;l;, z;) /O (w;l;), and the

fact that Om;/0 (w;l;) = 0 due to the local linearity of the tax system. The derivative dw;/dz;,
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entering the above expression, may be found by differentiating the participation constraint (5).
This gives

o _ N g Omi 0T,
o= g~ [ mw =l @] Bt = =,

where the last equality follows from the first-order condition for hours of work, eq. (4). By

inserting this derivative in the above expression for d1'/dz;, we get

@\ T 0 Y Gy o) UG @)

where we have used the definition of the average tax rate, a; = T;/w;l;, the derivative g—‘;’% =

g:;i (wil;), and the definition of G; (@;). Finally, by using eqs (6), (8), and (9) to substitute for
aggregate employment, L;, the hours-of-work elasticity, 7;, and the participation elasticity, ¢;,

we obtain eq. (13). QED.
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Tablel. Effectivetax ratesfor married spousesin different OECD countries, year 1999
The income of the primary (secondary) earner equals 100% (33%) of the average production worker

Marginal tax rates (%) Average tax rates (%) Relative tax rates
Country Primary Secondary Primary Secondary Op/ 0Og Tax unit
Australia 499 27.8 311 22.8 0.7 Ind
Austria 62.4 46.5 49.7 48.8 0.8 Ind
Belgium 71.7 65.6 55.7 63.2 0.8 Ind
Canada 57.0 46.1 295 41.7 0.6 Ind
Denmark 59.7 59.7 48.7 60.4 0.8 Ind
Finland 65.6 48.2 55.6 46.3 0.9 Ind
France 58.3 521 50.8 46.7 1.0 Joint
Germany 64.8 64.8 42.2 64.8 0.7 Opt
Greece 51.6 431 444 431 0.9 Ind
Iceland 485 42.7 259 42.6 05 Ind
Ireland 48.1 449 36.6 38.1 0.9 Opt
Italy 60.9 52.0 51.1 49.3 0.9 Ind
Japan 30.6 32.6 245 30.8 0.9 Ind
Luxembourg 35.6 35.6 355 355 1.0 Joint
Netherlands 64.0 50.8 485 51.0 0.8 Ind
New Zealand 31.9 31.9 26.0 41.4 0.6 Ind
Norway 53.2 49.0 455 48.9 0.9 Opt
Portugal 48.2 415 40.2 41.4 0.8 Joint
Spain 51.7 325 38.1 53.3 0.4 Opt
Sweden 58.5 52.7 56.9 54.0 0.9 Ind
Switzerland 38.2 38.2 30.8 33.0 0.9 Joint
United Kingdom 48.0 48.0 38.8 21.6 18 Ind
United States 385 385 254 39.6 0.6 Joint
Average OECD 52.0 454 40.5 44.3 0.8

Source: OECD (2000, 2001) and authors' own calculations.

Note: We consider a married couple with two children. The cal culations assume that the secondary earner makes his/her participation decision conditional on that of the primary
earner. The tax rates include income taxes, employees plus employer's compulsory social security contributions, payroll taxes, and consumption taxes. The adjustment for
consumption taxes is made by calculating (TR+CTR)/(1+CTR), where TR is the tax rate exclusive of consumption taxes and CTR is the consumption tax ratio (we have used
the most recent estimates which are from 1996). Average OECD is asimple average for the 23 countries. The relative tax rates are calculated from expression (17). The last
column indicates whether the tax unit is the individua (Ind), the couple (Joint), or optional (Opt).



Tablell. Thewelfare effect of shifting one dollar of tax burden between spouses
The income of the primary (secondary) earner equals 100% (33%) of the average production worker

Participation elasticities for primary and secondary earners

% =0.1 0s=05 05=0.75 0s=1

Country MCFp MCFg Difference MCFg Difference MCFg Difference
Australia 1.07 1.19 0.12 131 0.24 1.46 0.40
Austria 1.15 1.84 0.69 3.17 2.02 11.45 10.30
Belgium 1.25 12.16 10.92 L L L L
Canada 1.07 1.63 0.56 2.38 131 4.42 3.35
Denmark 114 3.98 2.84 L L L L
Finland 1.19 181 0.62 3.03 1.84 9.43 8.23
France 114 1.95 0.81 3.72 2.58 39.71 38.57
Germany 1.14 12.53 11.40 L L L L
Greece 1.10 161 0.51 231 121 411 3.01
Iceland 1.05 1.59 0.54 2.26 121 3.90 2.84
Ireland 1.08 1.53 0.45 2.08 1.00 3.24 217
Italy 1.15 2.06 0.91 4.37 3.22 L L
Japan 1.04 1.30 0.26 1.52 0.48 1.84 0.80
Luxembourg 1.06 1.38 0.32 171 0.65 2.23 1.17
Netherlands 1.16 2.07 0.92 4.48 3.33 L L
New Zeadland 1.04 1.44 0.40 1.84 0.80 2.55 151
Norway 111 1.92 0.81 3.56 245 24.03 22.93
Portugal 1.08 155 0.46 213 1.05 343 2.34
Spain 1.09 1.65 0.57 245 1.36 4.74 3.65
Sweden 1.16 2.33 1.17 6.94 5.78 L L
Switzerland 1.05 1.36 0.31 1.67 0.62 215 1.10
United Kingdom 1.08 1.26 0.18 1.45 0.37 171 0.63
United States 1.04 1.47 0.43 1.93 0.89 2.80 1.76

Source: OECD (2000, 2001) and authors' own calculations.

Note: The marginal cost of public funds (MCF) is calculated from equation (16) using the tax rates reported in Table |. The difference in M CFs between spouses measures the
welfare gain of shifting one dollar of tax burden from the secondary to the primary earner. The letter "L" indicates that taxation is beyond the Laffer curve's maximum such that
the MCF is negative.



Tablelll. The welfare effect of shifting one dollar of tax burden between spouses
The income of the primary (secondary) earner equals 100% (67%) of the average production worker

Participation elasticities for primary and secondary earners

% =0.1 0s=05 05=0.75 0s=1

Country MCFp MCFg Difference MCFg Difference MCFg Difference
Australia 1.07 1.35 0.28 1.63 0.56 2.06 0.99
Austria 1.15 2.64 1.49 14.63 13.48 L L
Belgium 1.25 L L L L -0.71 L
Canada 1.07 1.68 0.60 2.53 1.46 5.18 411
Denmark 114 3.91 2.77 L L L L
Finland 1.19 3.08 1.89 L L L L
France 1.13 2.59 1.46 12.67 11.54 L L
Germany 1.14 29.74 28.60 L L L L
Greece 1.10 1.66 0.56 249 1.39 4.93 3.83
Iceland 1.05 1.77 0.72 2.89 1.84 7.82 6.77
Ireland 1.08 1.60 0.53 2.30 122 4.05 2.98
Italy 1.15 2.63 1.48 14.25 13.10 L L
Japan 1.04 1.27 0.24 1.48 0.44 1.76 0.72
Luxembourg 1.08 174 0.66 2.76 1.69 6.71 5.63
Netherlands 1.16 297 181 190.93 189.78 -3.06 L
New Zeadland 1.04 1.37 0.33 1.68 0.64 217 1.13
Norway 111 211 1.00 4.73 3.62 L L
Portugal 1.08 171 0.62 2.65 1.56 5.86 4.78
Spain 1.09 1.84 0.75 3.17 2.09 11.51 10.42
Sweden 1.16 3.35 2.19 L L L L
Switzerland 1.06 1.47 0.42 1.93 0.88 281 1.75
United Kingdom 1.08 151 0.43 2.04 0.96 3.12 2.04
United States 1.04 1.46 0.42 191 0.86 2.73 1.69

Source: OECD (2000, 2001) and authors' own calculations.
Note: The marginal cost of public funds (MCF) is calculated from eguation (16). The difference in M CFs between spouses measures the welfare gain of shifting one dollar of tax
burden from the secondary to the primary earner. The letter "L" indicates that taxation is beyond the Laffer curve's maximum such that the MCF is negative.
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