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Executive Summary

Does it pay to work more hours in order to earn more income?  The answer depends on what one 

earns after taxes.  Virtually all American households are confronted with high to very high marginal tax 

rates when they increase the number of hours they work in the current year or in future years.  Much of the 

system’s highest effective marginal taxation comes courtesy of government transfer programs, particularly 

Medicaid.  In fact, penalties for working are astronomical for some households, particularly lower-income 

families.  This study considers the entire panoply of taxes and transfers in measuring the total marginal ef-

fective tax rates facing American households with different levels of pre-tax earnings.

Determining the effective marginal tax on working additional hours is difficult because of the com-

plexity of the tax code and the interaction of different government tax and transfer programs (such as food 

stamps) that are limited to households below certain income and asset ceilings.  As a result, many Ameri-

cans face higher marginal tax rates than they think.  Earning an additional dollar can put a family over an 

income limit and cost thousands of dollars in lost benefits.  

In this study, two types of marginal tax rates are calculated:  the rate for working additional hours 

in the current year, and the rate for working additional hours in all future years.  To calculate the effective 

marginal tax on working, this study uses financial planning software that determines tax and transfer pay-

ments at each stage of a person’s life, based in part on economic choices they make in prior periods.  The 

model assumes people try to even out consumption over their lifetimes.  

The results:  The fiscal-tax system is regressive.  Due to the loss of benefits as household incomes 

increase, particularly among lower-income households, effective marginal tax rates are generally and sub-

stantially higher for them than for high-income households.

l	 For 30-year-old couples earning $20,000 the marginal tax rate on an additional dollar earned is 

42.5 percent; yet those earning $50,000 a year face a marginal tax rate of only 24.4 percent.



l	 At age 45, couples earning $30,000 a year face a higher marginal tax rate (41.9 percent) than 

do those earning $200,000 a year (35.9 percent).

l	 At age 60, couples earning $10,000 a year faces a marginal tax rate of 50.9 percent, compared 

to a 43.2 percent marginal tax rate for those earning $200,000!

Moreover, single-parent households who qualify for more benefit programs than do couples face 

astonishingly high marginal tax rates beginning at lower incomes.  For example:

l	 At age 30, a single parent earning $10,000 a year faces a 72.3 percent marginal tax rate on an 

additional dollar earned due to their loss of welfare benefits; this rate is substantially higher 

than the 36.9 percent tax rate on the single parent earning $200,000. 

l	 At 45 years of age, a single parent earning $20,000 faces a marginal tax rate of 42.9 percent; 

higher than a single parent earning $200,000.

l	 A 60-year-old single parent earning $10,000 a year faces a 50.9 percent marginal tax rate, 

while those earning $200,000 face a rate of 43.2 percent.

For 30-year old couples who work additional hours over their lifetimes, the marginal tax rates are 

generally similar to those reported for them in the current year, with a few exceptions.  Couples earning 

$50,000 will pay a 32.3 percent marginal tax rate on an additional dollar earned over their lifetimes, com-

pared to a 24.4 percent marginal tax rate in the current year. 

For 30-year old singles, however, life-cycle and current-year marginal rates vary widely for those 

earning less than $125,000 a year.  For example, singles with annual incomes of $10,000 a year face a life-

cycle marginal tax rate of only 0.8 percent on an additional dollar earned annually, compared to a substan-

tial 72.3 percent in the current year.  

The U.S. fiscal system penalizes lower-income households that should be given incentives to work 

more hours for additional income.  Policymakers should consider a major overhaul of the tax system to 

avoid penalizing those who make an effort to move up the income ladder.  That overhaul, however, should 

steer clear of proposing additional programs involving means-tested tax subsidies, as these can raise mar-

ginal tax rates even further for low- and middle-income families.
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Introduction1

Does it pay to work more hours in order to earn more income?  The an-
swer depends on what one earns after taxes.  A worker knows his pretax wage, 
but determining his post-tax wage can be quite difficult thanks to various tax 
and transfer programs.  As a result, many Americans face higher marginal tax 
rates than they think.  This study considers the entire panoply of taxes and 
transfers in measuring the total marginal effective tax rates facing American 
households with different levels of pretax earnings.  The findings are strik-
ing.  Virtually all American households are confronted with high to very high 
marginal tax rates when they increase either the number of hours they work in 
the current year or the number of hours they work in each future year.  Fur-
ther, due to the loss of benefits as household incomes rise, marginal tax rates 
are generally and substantially higher for lower-income households than for 
high-income households.  Much of this regressive taxation comes courtesy of 
means-tested government transfer programs, particularly Medicaid.  Indeed, 
for many households, small amounts of additional earnings can mean the loss 
of thousands of dollars in benefits.  

Measuring Effective Marginal Taxes on Working
The effective marginal tax rate on labor is the sum of taxes paid plus 

any reduction in government benefits when an additional dollar of income is 
earned.  But what one earns today can affect not just the net taxes one pays 
today, but also the net taxes one pays tomorrow.  Hence, determining today’s 
marginal tax rate requires taking into account how working additional hours 
today affects all current and future tax payments as well as all current and future 
benefits.  

There are a host of different taxes and benefits that must be considered.  
The list of taxes includes federal and state personal income taxes, federal and 
state corporate income taxes, the federal payroll (FICA) tax, state sales taxes 
and federal excise taxes.  The benefits include Social Security, Temporary 
Assistance to Needy Families, Supplemental Security Income, Medicaid, 
Medicare, food stamps, nutrition assistance for women, infants and children 
(WIC), housing assistance and energy assistance.  To properly measure 
marginal taxes, one must determine how each of these taxes and transfers is 
calculated, how they interact, and how their amounts change through time. 

This study uses ESPlanner™, a personal financial planning software 
program developed and marketed to the public by Economic Security Plan-
ning, Inc., to analyze the marginal tax levied on workers with different 
expected lifetime earnings.  This software program determines a household’s 
highest sustainable living standard and the saving and insurance needed to 

“Working additional hours 
can cost a family thousands 
of dollars in benefits.”
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sustain it.  In the process, the program makes highly detailed, year-by-year 
federal and state income tax and Social Security benefit calculations.2 

The gain from extra work is measured in terms of its impact on current 
consumption.  Thus, if a worker earns an extra $100 this year, permitting this 
year’s consumption to rise, at most, by $50, the worker faces a 50 percent ef-
fective marginal tax rate on his or her labor supply.  The term “effective” refers 
to marginal taxes paid net of marginal transfer payments received.

Of course, working and earning more in the current year is just one 
potential choice when it comes to expanding a worker’s labor supply.  Some 
workers may be in jobs in which the hours they work are preset by their em-
ployer and can’t be changed.  For such workers, the only way to adjust their 
annual hours worked is to switch jobs.

In this study, two types of marginal tax rates are calculated: 1) the rate 
for working additional hours in the current year, and 2) the rate for working 
additional hours in all future years.  The second of these labor supply changes 
is referred to as an increase in life-cycle labor supply.  To measure the net tax 
rate on life-cycle labor supply, this study compares the change in the present 
value of lifetime income — before any taxes and transfer payments arising 
from a permanent increase in annual hours — to the change in the present val-
ue of lifetime spending permitted by this additional labor supply.  To simplify, 
it is assumed that workers’ real wages per hour remain fixed over their lives.

Consistent with economic theory as well as actual behavior, the simu-
lations used in this study assume that, other things equal, people will try to 
maintain their standard of living — or smooth their consumption — over their  
lifetimes, even though their wage income fluctuates.  For example, a couple 
starting out with a modest income may borrow to buy a house or to pay educa-
tion expenses for their children.  At middle age, when their children have left 
the nest and their wages are higher, the couple will accumulate savings and 
retire their mortgage.  During their retirement years, they live on the savings 
accrued during their working years.  [See the Appendix for more information 
on household characteristics and calculations.]

Potential Loss of Means-Tested  
Benefits from Additional Labor Income

Since households must meet an income test to qualify for many 
assistance programs, earning an additional dollar of income can render an 
individual ineligible for certain benefits.  Eligibility requirements for benefit 
programs vary by state.  Calculations in this paper are based on rules for the 
Commonwealth of Massachusetts in 2005.  The non-Social Security benefit 
programs included are Transitional Aid to Families with Dependent Children, 
food stamps, Supplemental Security Income, Medicaid and Medicare.  The 

“Effective marginal tax rates 
include taxes and lost govern-
ment benefits.”
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federal income tax’s Earned Income Tax Credit and its Saver’s Credit are 
incorporated with other tax credits, exemptions and deductions in calculating 
federal income tax liabilities.3  

Transitional Aid to Families with Dependent Children (TAFDC).  
TAFDC is Massachusetts’ version of the Temporary Assistance to Needy 
Families (TANF) program, a federal block grant to states that provides cash 
assistance to low-income pregnant women living alone, or to families with a 
dependent child.  States are allowed some flexibility in determining eligibility 
and the length of benefit payments.  In Massachusetts, benefits are limited to 
24 months over a five-year period.  TAFDC applicants must pass two income 
tests: 1) Gross income (including unearned income such as unemployment 
compensation or interest from a savings account) must not exceed 185 per-
cent of the federal poverty level for a household, and 2) gross income minus 
certain deductions (such as dependent care deductions) must not exceed 100 
percent of the poverty level.  The federal poverty level is the income required 
to purchase basic necessities such as food and shelter.  The poverty level varies 
by family size and is adjusted for inflation.  For example:

l	 If a family of three (adult with two children) has countable monthly 
income of $600, they will receive the difference between the 
maximum monthly welfare benefit and their income — $33 a 
month.4

l	 However, if the family earns an additional $100 from working ad-
ditional hours, they will lose the $33 benefit, making their marginal 
tax rate on $100 at least 33 percent.

Food Stamp Program.  The federal Food Stamp Program requires 
applicants to meet an income test.  Their income cannot exceed 200 percent 
of the federal poverty level.5  Households must satisfy both state and federal 
requirements to qualify for food stamps.  Food stamp payments are determined 
by subtracting 30 percent of the household’s net monthly income (gross 
income after deductions) from the maximum monthly benefit for a particular 
family size.  For example, suppose a single woman with one child under the 
age of 19 is eligible for a maximum monthly benefit of $298.

l	 If her monthly net income is $875, she is eligible to receive about 
$35 a month in food stamps.

l	 However, if she earns an additional $100 from working more hours, 
she loses her food stamp benefit.

Supplemental Security Income (SSI).  SSI is a federal assistance 
program for low-income individuals age 65 or older, or the disabled of any 
age.  SSI eligibility is subject to income and asset limits.  After deductions, 
the monthly income limit (including unearned income such as unemployment 
benefits) is $708 for a single person and $1,071 for a couple.6  The income limit 

“Earning an additional $100 
a month can render a family 
ineligible for welfare or food 
stamp benefits.”
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is equal to the maximum benefit payment for a household, and benefits are 
determined by subtracting countable income from this maximum benefit level.7  
Therefore, an additional dollar of income causes the household to lose a dollar 
in benefits.  

Low-Income Home Energy Assistance Program (LIHEAP).  LI-
HEAP is a block grant program of the federal government that allocates funds 
among the states to operate various home energy assistance programs for 
needy households.  The funds may be used for the purposes of home heating 
and cooling assistance, energy-crisis intervention, low-cost weatherization or 
other energy-related home repairs.

Households are eligible for LIHEAP if their incomes are no greater 
than 150 percent of the poverty level or 60 percent of the state median income.  
The states have flexibility in setting their income eligibility at or below this 
maximum standard.  In Massachusetts, the average benefit per recipient is 
$480.

Emergency Aid to Elders, Disabled and Children (EAEDC).8   
EAEDC is a Massachusetts program that provides cash assistance in addition 
to medical benefits.9  EAEDC benefits are available to the elderly, the disabled 
and families with needy children who do not receive or who are waiting to 
receive other benefits, such as SSI.  EAEDC is also available to those who do 
not qualify for TAFDC due to family restrictions.10  A family of four whose 
monthly income does not exceed $578.20 will receive the difference between 
their countable income and the income limit.  

Medicaid.  Medicaid is a joint federal-state program that provides 
medical care to the poor.  Each state establishes its own eligibility standards 
and general rules, but they are required to cover those with negligible in-
comes.  Under the MassHealth Standard Program, coverage differs according 
to the characteristics of household members and monthly income before taxes 
and deductions.  Households consisting of a pregnant woman and infant are 
covered if income does not exceed 200 percent of the federal poverty level; 
households with non-infant children less than 19 years old are eligible at 150 
percent of poverty; and households that include parents and their children 
under age 19 qualify at 133 percent of poverty.

For example, consider a two-parent family that earns $25,736 per year 
in labor income and has two dependent children.  In Massachusetts, this family 
is eligible to receive nearly $14,000 in transfers, most of which come from 
Medicaid.  Earning an additional dollar, or indeed, an extra penny, causes the 
family to lose Medicaid eligibility.

Saver’s Credit.  The Saver’s Credit is a federal program intended to 
help low-income people save.  But because of the complexity of the tax code 
and interactions with other benefit programs, few people actually qualify for 
the Saver’s Credit.  The program allows single households with adjusted gross 

“Earning an additional 
$1 can eliminate Medicaid 
eligibility.”
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incomes of less than $25,000 and married households with adjusted gross 
incomes of less than $50,000 to receive a match of up to 50 cents from the 
federal government for every dollar they contribute to a retirement plan, such 
as an IRA, 401(k), 403(b), SIMPLE, SEP or 457 plan.11

 The Saver’s Credit is not refundable, and is only available to 
households with a positive tax liability.  Consider a 30-year-old couple with 
two children, earning a total household income of $25,000 a year.  When filing 
their 2005 tax return:

l	 They qualify for the standard personal exemption (married, filing 
jointly), plus child tax credits. 

l	 As a result, they will owe no federal taxes, but will also be ineli-
gible for the Saver’s Credit.

l	 Even those with a minimal tax liability will benefit little from the 
Saver’s Credit in comparison to high-income couples who benefit 
substantially from tax-deferred savings plans.

Earned Income Tax Credit.  The Earned Income Tax Credit (EITC) 
is a refundable credit for low-income individuals and families that have 
some wage income.  “Refundable” means they receive the credit when they 
file tax returns regardless of whether or not they owe taxes.  In 2005, two-
child couples with adjusted gross incomes of up to $37,263 and singles with 
adjusted gross incomes of up to $35,263 qualified for the EITC.  

Medicare.  Medicare is a federal health insurance program for the 
elderly and disabled.  It incorporates two parts:  Hospital Insurance (HI), also 
known as “Part A,” and Supplementary Medical insurance (SMI), known 
as “Part B.”  Hospital Insurance is generally provided automatically to 
individuals age 65 and over who are entitled to Social Security benefits.  Part 
A helps pay for care in hospitals, skilled nursing facilities, hospice and some 
home health care.

Enrolling in SMI is optional; part B helps pay for doctors, outpatient 
hospital care, clinical laboratory tests, durable medical equipment, most 
supplies and some other services not covered by Part A. 

Medicare Part A is primarily financed through a mandatory 2.9 percent 
payroll tax.  Part B is financed in part by participant premium payments of 
$78.20 per month regardless of benefits received.  It is assumed that at age 65 
both husband and wife enroll in both Part A and Part B. 

Effective Marginal Taxes on Current Labor
ESPlanner™ software is used to analyze how the various programs 

discussed above, in combination with federal and state income tax schedules 
and the payroll (Federal Insurance Contributions Act, or FICA) tax, determine 

“Most low-income families 
can’t get a tax credit that 
rewards saving.”
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FIGURE  I

Marginal Tax Rates for 30-Year-  
Old Couples in the Current Year

42.5% 42.3%
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Source:  Authors’ calculations.

FIGURE  II

Marginal Tax Rate for 45-Year-  
Old Couples in the Current Year

41.7% 41.8%

35.8% 36.1% 35.9%
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Source:  Authors’ calculations.

“The effective tax on low-in-
come couples employed full-
time starts at a high level.”



Does it Pay to Work More?    �

overall work incentives.  This analysis considers representative single and 
married-couple households at various ages and income levels.  Both household 
types are assumed to have two children born when the parents are ages 27 and 
29.  A key finding is that marginal tax rates are extraordinarily high for low-
income households — in most cases, higher than for rich households.

Couples with Children.  Marginal tax rates for couples working extra 
hours in the current year are substantial at relatively low-income levels.  For 
instance:

l	 For 30-year-old couples, the highest marginal tax rate is 42.5 per-
cent for a couple earning only $20,000 a year, while those earning 
$50,000 a year face only a 24.4 percent marginal tax rate.  [See 
Figure I.]

l	 For 45-year-old couples, marginal tax rates reach 41.8 percent for 
those earning $30,000 a year, due to the “clawback” of benefits;  
this rate is even higher than for those earning $200,000 a year (with 
a marginal tax rate of 35.9 percent).  [See Figure II.]

l	 For 60-year-old couples, the highest marginal tax rate is for those 
earning only $10,000 a year (50.9 percent); compared to 43.2 per-
cent for the couple earning $200,000!  [See Figure III.]

The reason 60-year-old couples face such an extraordinarily high tax 
rate at the lowest income level is that since they no longer have young children 

FIGURE  III

Marginal Tax Rates for 60-Year-  
Old Couples in the Current Year
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Source:  Authors’ calculations.

“Marginal taxes are higher 
on a 60-year-old couple earn-
ing $10,000 than on a couple 
earning $200,000!”
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FIGURE  IV

Marginal Tax Rates for 30-Year-  
Old Singles in the Current Year

Source:  Authors’ calculations.

FIGURE  V

Marginal Tax Rates for 45-Year-  
Old Singles in the Current Year
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Source:  Authors’ calculations.

“Low-income single-par-
ent households face higher 
marginal tax rates than do 
couples.”
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in the house, their earnings exceed the EITC cutoff, and they lose benefits in 
other programs, such as food stamps.

Singles with Children.  Single-parent households face higher marginal 
tax rates at lower income levels than do couples since they qualify for more 
benefit programs and thus have more to lose when they earn an additional dol-
lar.  For example:

l	 A 30-year-old single parent earning $10,000 a year faces a 72.3 
percent marginal tax rate on an additional dollar earned because 
the household loses TAFDC benefits; this tax rate is substantially 
higher than the 36.9 percent tax rate on the $200,000 income 
earner.  [See Figure IV.]

l	 A 45-year-old single parent earning only $20,000 a year faces a 
marginal tax rate of 42.9 percent, a slightly higher rate than the 
single earning $200,000 a year.  [See Figure V.]

l	 Among 60-year-old singles, whose children have left home, the 
highest marginal tax rate of 50.9 percent is paid by those earn-
ing only $10,000 a year, compared to the 43.2 percent rate for the 
single earning $200,000 a year!  [See Figure VI.]

Among all three age groups, singles with low to moderate incomes 
are hit with substantially higher tax rates than higher-income households.  In 

FIGURE  VI

Marginal Tax Rates for 60-Year-  
Old Singles in the Current Year

Source:  Authors’ calculations.

“Low-income single parents 
whose children have left 
home face a 51 percent mar-
ginal tax rate!”
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FIGURE  VII

Marginal Tax Rates for 30-Year-Old  
Couples on Life-Cycle Labor Supply

Source:  Authors’ calculations.

FIGURE  VIII

Marginal Tax Rates for 30-Year-Old  
Singles on Life-Cycle Labor Supply

Source:  Authors’ calculations.

“For most 30-year-old 
singles, marginal taxes on a 
lifetime of additional work 
are similar to current year 
tax rates.”
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all three age groups, the highest marginal tax rates are paid by those earning 
$20,000 a year or less.

Age, as well as income, affects marginal tax rates.  With the exception 
of the lowest-income earners, middle-aged households face significant taxes 
on extra hours, in some cases more than younger households.  This is because 
their accumulated savings over the years disqualify them for some benefits that 
require asset tests.

Marginal Tax Rates on Life-Cycle Labor Supply.  Suppose that 
young households work a higher number of hours for additional pay each year 
over their lifetimes.  For 30-year-old couples, life-cycle marginal tax rates are 
generally similar to the marginal tax rates reported for them in the current year.  
The main differences occur at income levels of $10,000 and $50,000, where 
lifetime marginal taxes are significantly higher than those in the current year.  
For instance [see Figure VII]:

l	 Couples earning $10,000 annually will pay a 2.1 percent marginal 
tax on an additional dollar earned; while this seems negligible, it is 
much higher than the negative tax liability they would have work-
ing additional hours in just the current year.

l	 Couples with annual incomes of $50,000 will pay 32.3 percent in 
taxes on an additional dollar earned, substantially more than the 
24.4 percent marginal tax they would have in the current year.

For 30-year-old single-parent households, [see Figure VIII] life-cycle 
and current-year marginal rates are very different for earnings below $125,000, 
but quite similar at that level of earnings and above.

l	 Those with annual incomes of $10,000 will face a marginal tax of 
only 0.8 percent per additional dollar earned (compared with 72.3 
percent in the current year).

l	 Single parents with higher annual incomes of $20,000 to $30,000 
will pay a 34.7 percent to 36.7 percent marginal tax on an addition-
al dollar earned (compared with 42.9 percent for both in the current 
year).

l	 Single parents with annual incomes of $50,000 will pay a 32.6 per-
cent marginal tax on an additional dollar earned (compared with 37 
percent in the current year).

l	 However, at an income level of $125,000, marginal tax rates in the 
current year and over the life-cycle are very similar: 36.2 percent 
and 37.3 percent, respectively.

Lower-income households will typically face lower marginal tax rates 
over their life-cycle than during the current year.  Part of the reason is that low-
income households eligible for Medicaid and TAFDC benefits in the current 

“For couples earning 
$10,000 and $50,000, lifetime 
tax rates on additional work 
are significantly higher than 
in the current year.”
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year will not receive these benefits throughout their lives because of changes 
in their household demographics and levels of asset income.  

Conclusion
The United States’ tax-transfer system confronts the vast majority of 

American households with high effective marginal tax rates on labor supply.  
The pattern of net marginal tax rates with respect to age, marital status and 
earnings is all over the map.  Factoring in the value of transfer benefits dem-
onstrates that the United States tax system is anything but progressive.  For 
workers who take steps to increase their income through working overtime, or 
through furthering their education in order to obtain a higher-paying job, the 
incentives to do so are dismal.  Policymakers should consider a major overhaul 
of the tax system to avoid penalizing those who make an effort to move up the 
income ladder.  That overhaul, however, should steer clear of proposing addi-
tional programs involving means-tested tax subsidies, as these can raise mar-
ginal tax rates even further for low- and middle-income families.

NOTE: Nothing written here should be construed as necessarily reflecting 
the views of the National Center for Policy Analysis or as an attempt to aid 
or hinder the passage of any bill before Congress.

“High marginal taxes penal-
ize the efforts of low-income 
workers to move up the 
economic ladder.”
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11 “Retirement: Saver’s Credit,” University of Washington, Human Resources, undated.  Available at http://www.cac.
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APPENDIX

The representative households consist of single parents or married couples whose spouses are 

the same age.  Both the single-parent and the married households have two children to whom they gave 

birth at ages 27 and 29.  The single households have initial income levels from $0 to $250,000.  For 

married couples, the income spread is double that of the singles, ranging from $0 to $500,000.  All 

household heads and spouses retire and start collecting Social Security benefits at age 65.  Earnings 

between the household’s 2005 age and retirement at age 65 are assumed to remain fixed in real terms.  

Each household is assumed to have mortgage and nonmortgage housing expenses.  The 30-year-old 

households have initial assets equal to a quarter of a year’s earnings for each income level, and ex-

penses are scaled up as income levels increase.  For example, a 30-year-old earning $10,000 a year has 

a home valued at three times his/her income ($30,000), a mortgage balance of $24,000 and assets equal 

to $2,500.  College expenses are also factored in as part of non-household expenses, and are equal to a 

quarter-year’s earnings per child (for four years) or up to $50,000 per child.  The parents pay the college 

expenses when the children are 19 to 22 years old.  The maximum age of each adult is 100 years.  [See 

Appendix Table I for the assets and liabilities of other income levels.] 

Calculating Marginal Net Taxes on Current-Year Labor Supply.  To calculate marginal net 

tax rates on current labor supply, additional income earned in the current year, net of taxes and gross 

of transfer payments, is calculated, and then it is assumed this additional income is spent in the current 

year.  Each of the representative households is run through ESPlanner and through a transfer benefit 

calculator twice — first, based on their initial levels of earnings and then based on an incremented level 

of earnings.

Equation (1) is used to calculate the net marginal tax rate ) on current labor supply:

Where: 

 change in current-year labor earnings

  =  change in current-year taxes

  =  change in current-year transfer payments received
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Dividing the change in expenditure associated with additional earnings (

by the sales- and excise-tax inclusive consumer price of a dollar of expenditure, (1 +

, determines how much actual consumption a worker ends up with if she increases her earnings 

by .

Calculating Marginal Net Taxes on Life-Cycle Labor Supply.   Equation (2) defines the net 

marginal tax rate (  on life-cycle labor supply:

 =  the change in present value of total consumption

 = the change in the present value of lifetime earnings arising from a uniform increase in 

annual earnings.

To determine , ESPlanner calculates the present value of total spending (consumer spend-

ing, housing spending, special expenditures and insurance premiums) given base-case annual earnings 

and adds to this the present value of transfer payments accruing to the household given ESPlanner’s cal-

culated annual time path of annual total income and assets.  Next, annual household income is increased 

by a fixed amount of 1 percent each year through retirement.  Then using ESPlanner and the transfer 

calculator, new present values of remaining lifetime earnings and total spending are obtained.  The dif-

ference between the new and previously derived present values of total spending provides the numerator 

in equation (2).  The denominator is determined by simply forming the present value of annual increases 

in pretax and pretransfer payments.

Since ESPlanner smoothes households’ consumption spending subject to borrowing constraints, it 

will spend extra earnings in a given year on consumption in all years provided doing so does not violate 

the user-specified limit on borrowing.  For purposes of calculating , this limit is specified to zero.  To 

the extent that borrowing constraints permit, ESPlanner will freely spend in one year earnings generated 

in another.  In so doing, the program will alter the time path of regular assets, regular asset income, and 

taxes levied on regular asset income.  Hence, the tax rate, , on life-cycle earnings will pick up more than 

simply taxes levied on earnings.  It will also capture marginal taxation of saving.  Thus,  does not solely 

represent a marginal net tax on life-cycle earnings, but rather a marginal net tax on increased annual earn-

ings that is then subject to as much consumption smoothing as possible.
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APPENDIX TABLE   I

Characteristics of Representative Households

Single Households
 Total
 Annual  Annual   Monthly Annual Annual 
 Household Assets at College House  Mortgage Property Home 
 Earnings Age 30 Expense Value Mortgage Payment Taxes Maintenance

Married Households
 Total
 Annual  Annual   Monthly Annual Annual 
 Household Assets at College House  Mortgage Property Home 
 Earnings Age 30 Expense Value Mortgage Payment Taxes Maintenance

 $10,000 $2,500 $2,500 $30,000 $24,000 $300 $300 $150
 $15,000 $3,750 $3,750 $45,000 $36,000 $450 $450 $225
 $25,000 $6,250 $6,250 $75,000 $60,000 $750 $750 $375
 $35,000 $8,750 $8,750 $105,000 $84,000 $1,050 $1,050 $525
 $50,000 $12,500 $12,500 $150,000 $120,000 $1,500 $1,500 $750
 $100,000 $25,000 $25,000 $300,000 $240,000 $3,000 $3,000 $1,500
 $250,000 $62,500 $50,000 $750,000 $600,000 $7,500 $7,500 $3,750

 $20,000 $5,000 $10,000 $60,000 $48,000 $600 $600 $300
 $30,000 $7,500 $15,000 $90,000 $72,000 $900 $900 $450
 $50,000 $12,500 $25,000 $150,000 $120,000 $1,500 $1,500 $750
 $70,000 $17,500 $35,000 $210,000 $168,000 $2,100 $2,100 $1,050
 $100,000 $25,000 $50,000 $300,000 $240,000 $3,000 $3,000 $1,500
 $200,000 $50,000 $50,000 $600,000 $480,000 $6,000 $6,000 $3,000
 $500,000 $125,000 $50,000 $1,500,000 $1,200,000 $15,000 15,000 $7,500
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