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Introduction
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i \=:|= S _— —_ \ i suggests that many taxpayers do not know their marginal tax rate or report it with
K % -t aJt AJ T: — t ( ~ O L -t = < substantial error (e.g.. Edwin T. Fujii and Clifford B. Hawley 1988 for US evidcn:i
= o IS Our analysis relates to the nonlinear budget set labor supply estimation meth
& % ‘i H:I' ﬁ% Eﬂ =E'd_ é M\ g i)\ % é This method was originally developed to address the endogeneity of the marginal
A tax rate to the labor supply choice (as higher labor supply may push the individual
into a higher tax bracket). In that context, nonlinear budget sets created by the tax
system were seen as a source of endogeneity problems which had to be solved using
a structural model rather than an opportunity to identify behavioral responses to
taxation as in our analysis of bunching.

No study has carefully examined the evidence of bunching at the kink points of
the US income tax_schedule to uncover evidence of behavioral responses, in spite
of data availability® 4 recent study by Raj Chetty et al. (2009) uses tax return data
from Denmark and uncovers substantial bunching at a large kink point of the Danish
income tax schedule where the top rate starts to apply. Thiskgnk point is simple and
salient because it is laree and the same for all individual onsistent with our US

;% % ﬁk ,b results, they do not find much evidence of bunching at smaller kink points of the
K *Fiﬁ@{?m ./ ll\\% 7 5 11- (d—%(l\ Danish tax schedule.

~ T A few other studies have documented evidence of bunching at the kink points

E L \-6 EI *%9 /rj a é 0) ‘I 75\7‘-d~ L) ﬁ1ilj generated by other government programs. First, Burtless and Moffitt (1984) and

Leora Friedberg (2000), using Current Population Survey data, observed bunching
behavior in the case of elderly individuals who receive Social Se ¢ benefits but
are still working and subject to the Social Security earnings tes ose studies,
however, do not use bunching to estimate compensated elasticities, as we do here.
They instead rely on the standard nonlinear budget set method for estimating behav-
ioral responses. Second, Richard Blundell and Hoynes (2004) document clear evi-
dence of bunching at exactly 16 hours per week for individuals likely to be eligible
for the UK family credit, which imposes a 16 hour minimum working requirement.
Finally, pension programs also generate kinks (or cliffs) in the lifetime budget set.
As is well known, retirement hazard rates display bunching at certain ages related
to the parameters of the retirement progmm@o&c studies point out that bunch-
ing is evidence of behavioral responses to pension programs, although they do not
directly use bunching to estimate elasticities. A recent notable exception is Kristine

. s
- Brown (2007) who uses changes in the kink points due to reforms in the California
BibTeXZ FALV=XEASEBRIETIEIN LD (2007 : ’ aifori
SHL [ — T .g— — \\—C
1’E % % % ‘ ~ % 1T 6 [ t h\ \\g é # First developed by Gary Burtless and Jerry Hausman (1978) to study the Negative Income Tax experiments,
Hausman (1981] applied the method to study the cffect of the US income tax on labor supply. Robert Moffitt (1986,

19907 provides a survey of the method and its many subsequent applications.

#US tax return data have been available for a long time, but have been rarely used by labor economists. As
pointed out by Hausman | 1982). in defense of the nonlincar budget set methods and in response o a criticism by
James Heckman (1982), who argued that no bunching evidence could be found in the data, survey data have too
much measurement error to study bunching precisely.

 Chetty et al. (200%) argue that part of the bunching might be driven by employers’ pay policies which are
tailored to avoid the top bracket, which is feasible in Denmark as the top bracket threshold is uniform aCI0ss all
individuals and taxes arc based on individual income (as opposed to family income as in the United States).

7 Social Security benefits are taxed away (actually deferred) when carmed income exceeds an exempdion amount.
Tax rates vary from 33 percent to 50 percent and thus generate substantial kinks in the budget set of the elderly. This
phasing-out structure is simple and hence likely to be salient to spcial security bencficiaries.

£ For example, in the United States, there is bunching at the early retirement age of 62 (when workers bacome
eligible to claim Social Security benefits) and bunching at the normal retirement age (see Jonathan Gruber and
David A. Wise 1999 for an analysis across a number of countries).

Saez(2010)
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