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Overview

A common argument for implementing broad-based tax
cuts is that they boost wages. The rationale behind this
argument is that by stimulating investment, business tax
incentives lead to employment gains and, under the right
labor market conditions, promote wage growth.

The latest academic research, however, does not support
the idea that broad-based tax cuts consistently lead to wage
gains for workers. Policymakers should therefore turn to
alternative policies, such as directly tying tax cuts to wage
growth within a firm.

This factsheet examines the potential for targeted tax cuts
to deliver wage gains for workers and reviews the academic
evidence on the effectiveness of different tax policies to
boost investment, employment, and wage growth. It is
based on the essay by Juan Carlos Sudrez Serrato of Duke
University, titled “Targeting business tax incentives to
realize wage growth.” The essay is part of Boosting Wages
for U.S. Workers in the New Economy, a compilation of

10 essays from leading economic thinkers who explore
alternative policies for boosting wages and living standards
in the United States, rooted in different structures that
contribute to stagnant and unequal wages.

Can targeted tax cuts be directly
designed to ensure wage growth?

Broad-based tax cuts do not consistently deliver gains for

https://fequitablegrowth.org/boosting-wages/

workers. Consider the different effects of tax cuts on the
following types of firms:

A firm with established production processes that would
not boost investment or employment if faced with a
lower tax rate

A firm that would invest in new modes of production if
faced with lower tax rates, but that would opt to replace
existing workers through automation’

A firm that would invest in new modes of production if
faced with lower tax rates, investing in technologies or
worker training that enhance worker productivity

Of the cases outlined above, broad-based tax cuts would only
deliver gains for workers in the third type of firm. To boost
wages for most workers, then, policymakers should consider
a targeted tax cut that is indexed to wage growth.

Per this proposal, a firm would get a tax cut if average wage
growth across all of its workers exceeded a certain threshold.
To create incentives for continued wage growth, the policy
would also reduce taxes based on average wage growth over
a period of time, promoting the creation of medium-term
investment plans within firms, stimulating investment in
productivity-enhancing technologies or worker training, and
boosting wages.
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A shortcoming of the above proposal is that in taking

the form of a lower corporate tax rate, the tax incentive
might only benefit workers in firms with current profits.
To address this drawback, an alternative would be to give
firms with sufficient and sustained average wage growth a
refundable tax credit for new investment.?

The effects of U.S. business tax
policies on wage growth

New research and sources of data provide valuable insight
into the many ways tax incentives can affect investment,
employment, and wage growth. It is possible that some
policies may be justified by their effects on investment
and employment, especially when new jobs benefit low-
wage workers. At the same time, the findings do not paint
an optimistic picture for the specific goal of using broad
business tax cuts to spur wage growth.

Below are four ways in which tax incentives designed to
boost wage growth may or may not be effective:

A tax cut may not stimulate investment or
employment. Research finds that the 2003 dividend tax
cut, which lowered the top tax rate on dividend income
in the United States from 38.6 percent to 15 percent, did
not lead to investment or higher earnings for workers.3

A tax cut may stimulate investment and
employment, but not wage growth. Evidence shows
that policies such as bonus depreciation can stimulate
investment.# Bonus depreciation lowers the cost of
investment by allowing firms to claim depreciation
deductions earlier, increasing the present value of this
deduction. Yet there is evidence that the policy does not
lead to an increase in earnings per worker.

Tax incentives may impact firm-level wage growth
in different ways. The Domestic Production Activities
Deduction of 2004 increased average wages in firms
that claimed the deduction. Yet most wage gains were
concentrated among the highest-earning workers.®
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Tax incentives may have varied impacts on regional
wage growth. For instance, research using regional
variation in tax rates finds that business tax cuts can lead
to job growth and wage gains for workers over a period of
time but might lead to an increase in income inequality.’

Read the full essay

“Targeting business tax incentives to realize U.S. wage
growth,” by Juan Carlos Suarez Serrato

This essay is part of Boosting Wages for U.S. Workers in
the New Economy, a compilation of 10 essays from leading
economic thinkers who explore alternative policies for
boosting wages and living standards, rooted in different
structures that contribute to stagnant and unequal wages.
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