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EXECUTIVE SUMMARY

f federal spending continues to rise, the US budget

will increasingly resemble government budgets in

Europe, where government spending dominates

economic activity. High spending requires high taxes,
which affect not only wealthy taxpayers but also lower- and
middle-income earners. Workers earning the average wage
across a group of 22 European countries pay $11,676 more in
taxes than they would if they lived in the United States.
Lower-income workers, higher-income workers, and
families also pay significantly higher taxes than in the
United States. High wage taxes disincentivize work,

resulting in lower material well-being compared to

Americans, who benefit from relatively lower tax rates.
Absent significant spending reforms, Americans may face
a future resembling the European tax system, requiring an
almost 50 percent tax increase on many middle-class
Americans. America can avoid the European fiscal model by
decisively cutting major spending programs to reduce the
current $2 trillion annual federal budget deficit. This report
describes the size of European governments, the tax systems
used to finance their high levels of spending, the middle-
class tax burden in the United States and in member
countries of the European Union, and the impact of high

taxes on incentives to work.
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INTRODUCTION

The United States is at a fiscal policy crossroads. If federal
spending remains on its current upward trajectory, the
US budget will resemble government budgets in Europe,
where government spending dominates economic activity.
High spending necessitates high taxes, not just on the rich
but also on lower- and middle-income taxpayers. Workers
earning the average wage across a group of 22 European
countries pay $11,676 more in taxes than they would if they
lived in the United States; a family of four pays $21,546 more
in taxes. Across Europe, middle-class taxpayers send almost
half—and as much as 56 percent—of their paycheck to the
government. High wage taxes incentivize Europeans to work
less, making them materially and financially poorer than
Americans, who enjoy relatively lower taxes.

In the absence of significant reforms, Americans should
be prepared for a future that looks more like the European
tax system and less like the relatively low US tax rates over
the past several decades. Importing the European fiscal
and economic model is not inevitable. However, choosing
another path will not be easy. It requires Congress to reduce
the growth of government and scale back major spending
programs. Facing a $2 trillion annual federal budget deficit
in 2024, Americans are underpaying for the government
they currently receive.' Politicians should be honest with
their constituents; comprehensive welfare programs,
generous retirement benefits, and an expansive military
cannot be sustained by primarily taxing narrow segments of

the population.

“If Congress allows spending
to remain on its current path,
American workers at every income
level should be prepared to pay
higher, European-style taxes.”

The following report summarizes the tax systems and
the size of government across Europe and then presents
data on the middle-class tax burden in the United States
and 22 European countries. The final sections show that
Europe’s high tax burdens incentivize people to work less

and contribute to significantly lower consumption levels.

A crucial part of America’s economic dominance and
social vibrance can be attributed to a limited government,
with less interference in private life. Without reforms that
reduce the size of government, the United States is close to

losing this competitive edge.

GOVERNMENTS IN EUROPE ARE
BIGGER THAN IN THE UNITED
STATES, BUT THE UNITED
STATES IS CATCHING UP

The United States taxes and spends at lower levels
than European countries. In 2022, the 22 countries
that are members of both the European Union and the
Organisation for Economic Co-operation and Development
(OECD)—hereafter, EU countries—collected an average of
43.8 percent of their country’s economic activity in tax and
other revenue.? Revenue collected in the United States across
all levels of government was 35 percent of gross domestic
product (GDP) in 2022, almost 9 percentage points lower
than the EU countries’ average.® Revenue levels across the
EU countries range from 53.5 percent of GDP in France to
22.9 percent in Ireland (Figure 1).*

Measuring the size of government by annual expenditures
shifts the United States up one place, from 22nd out of 23
countries, to the 21st-biggest government in the group.®
Currently, the United States taxes and spends at much lower
levels than almost all European governments. However,
if federal spending remains on its projected path, the
American size of government will reach 45.8 percent of GDP
by 2054.° Spending at that level would put America at the
EU country average of 46 percent of GDP and move its rank
from 21st-largest government by expenditures to 12th out of
23. Sustained spending at this level will eventually require
US taxes to increase to the levels seen in EU countries. If
simply left on its current path, the United States would reach
European levels of spending while providing fewer services
to a smaller share of the population.

The United States consistently relies on deficit spending
to keep expenditures higher than revenues. As a measure
of the size of government, revenues slightly understate the
relative rank of the United States because EU countries have
smaller average deficits. Pre-pandemic deficits in the EU

countries were about 0.5 percent of GDP, while the US deficit



was 6.6 percent in 2019.” EU country deficits are projected to
continue declining from 2.2 percent of GDP in 2022. The US
deficit was 4.2 percent of GDP in 2022; absent other reforms

the US deficit will steadily increase in future years.

VALUE-ADDED TAXES EXPLAIN
EUROPE’'S BIGGER GOVERNMENT

Taxes on wages—individual income and payroll taxes—
make up the largest share of revenue in every EU country
and the United States. Figure 2 shows that consumption
taxes (taxes on goods and services) account for almost
three times as much revenue in the EU countries than in the
United States.®

Every European country uses a value-added tax (VAT),

a type of national sales tax collected by businesses at each
stage of production instead of at the point of sale. In the
United States, most consumption tax revenue is collected
by state governments through a point-of-sale retail sales
tax.” In 2022, the average standard VAT rate in the EU
countries was 21.8 percent, and the average state and local
sales tax rate in the US was 6.6 percent.'’ EU country VATSs
raise revenue equal to 12 percent of GDP, compared to sales
taxes, which collect 4.3 percent of GDP in the United States.
The adoption of VATs is closely associated with government
growth because new revenue sources, especially when the
cost of the tax is not transparent, tend to fuel new public
expenditures and reduce pressure on spending reforms."
This association is evident in the reliance on VAT revenue
across EU countries, where governments are almost

20 percent larger than in the United States.

The United States relies more heavily on property taxes,
and EU countries collect more revenue from the corporate
income tax. However, about 60 percent of business profits
in the United States are taxed as individual income instead
of corporate income. After adjusting for this discrepancy,
business tax revenues in the United States and Europe are

roughly comparable.

THE EUROPEAN MIDDLE
CLASS PAYS HIGH TAXES

An average single worker with no children in the

EU countries faces an all-inclusive average tax rate of

Figure 1

The United States has low taxes compared to other
countries
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gross domestic product, 2022
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47 percent. A similar worker in the United States faces a

32 percent tax rate and pays almost $12,000 less in taxes. If
Congress allows spending growth to remain on its current
path, American workers at every income level should be
prepared to pay European-style taxes that are roughly

50 percent higher than current US levels.

The total tax burden on labor, or the “tax wedge,” is
made up of four main components: income taxes, employee
payroll taxes, employer payroll taxes, and consumption
taxes. The annual OECD Taxing Wages report includes
estimates of the first three direct labor taxes as a share
of pretax gross labor costs.”® The pretax gross labor cost
represents the total cost of an employee to an employer,
which includes nonwage compensation and employer
payroll taxes, whose ultimate cost is borne by workers.' The
OECD-reported wage tax wedge is the difference between
the employer’s total cost (pretax gross labor costs) and the
worker’s after-tax take-home pay.

A more comprehensive measure of the tax wedge
on labor should also include consumption taxes.
Consumption taxes reduce the purchasing power of an
individual’s wages and thus impose an additional tax
burden on labor income used to purchase taxed goods
and services."” The following analysis builds on the Tax
Foundation’s methodology to add consumption taxes to
the tax wedge to assess the total tax burden on workers.*
Corporate income taxes, excise taxes, and tariffs also tend
to have an incidence that falls on workers but they are
excluded from this analysis due to unavailability of data.
These revenue sources also tend to account for smaller
shares of the total tax burden.

In the United States, a single worker earning the average
wage could earn about $75,000 a year in 2023 if no taxes
were imposed. (The $75,000 figure is the consumption tax—
inclusive gross labor cost before taxes, including wages and
other employer costs)."” The average US worker pays $23,732
in taxes to the government ($11,233 in income taxes, $5,177
in employee payroll taxes, $5,501in employer payroll taxes,
and $1,821 in sales taxes), leaving them with $51,268 of after-
tax personal income. That worker gets to keep 68 percent of
their total earnings.

A single worker making the average wage in the average
EU country also earns about $75,000, if no taxes were

imposed (consumption tax—inclusive gross labor costs). In

the EU countries the average worker pays $35,408 in taxes to
the government ($9,799 in income taxes, $6,697 in employee
payroll taxes, $12,297 in employer payroll taxes, and $6,616
in VAT), leaving them with $39,592. The worker gets to
keep only 53 percent of their total earnings (Figure 3). The
average EU country worker pays 49 percent higher taxes, or
$11,676 more, than a similar worker in the United States.
Figure 4 shows the total tax wedge for average single
workers in each EU country. Belgium, Germany, Austria, and
France confiscate more than half of their workers’ pretax

compensation. Compared to the EU countries, workers in

Figure 2

Consumption taxes raise almost three times as much
revenue in EU countries
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source, 2022
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the United States face the lowest average tax wedge.
Across Europe, people pay significantly more in taxes,
whether they are lower-income taxpayers, higher-income
taxpayers, or families. Figure 5 shows that a worker in the
average EU country who earns $50,000 (about 67 percent
of the average EU consumption tax—inclusive gross labor
cost) pays almost $7,000 more in taxes compared to a
similar taxpayer in the United States (dollar figures may
not add up due to rounding). A higher-income single
earner in EU countries pays 51 percent of their $125,000

total pretax earnings in taxes. In the United States, that

Figure 3

same taxpayer sends 36 percent of their earnings to the
government and gets to keep more than $18,000 more of
their earnings than a similar EU worker. A family of four
with two earners making a combined $125,000 in an EU
country pays a 44 percent tax rate and $21,500 in higher
taxes compared to a similar American family of four that
pays an average tax rate of 26 percent. Lastly, a family of
four with just one earner making the average wage pays
over $8,000 more in taxes in an EU country, facing a

31 percent tax rate—11 percentage points higher than for a

similar family in the United States.

The average worker in Europe pays almost $12,000 more in taxes each year than an American worker
Taxes paid by a single average-income worker, with pretax total earnings of $75,000
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Figure 4
Average American workers pay low taxes compared to EU countries
Consumption tax—inclusive wedge for single childless worker making average wage
[ ] Employer payroll tax [ ] Employee payroll tax [ ] Income tax VAT /sales tax
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HIGH TAXES EXPLAIN WHY
EUROPEANS WORK LESS

Workers in EU countries, on average, work 10 days—
two full work weeks—less than their US counterparts.'®
Differences across countries in employment levels and
hours worked are primarily explained by differences in
taxes on workers’ wages. In countries with high income
and payroll taxes, individuals work fewer hours, take
longer vacations, work shorter careers, and work more
hours in nonmarket settings (housework, childcare,
eldercare, etc.). If the federal budget continues on its
current path toward European spending levels, the higher
taxes that will necessarily follow will make American labor
markets look more like those in high-tax countries.

When taxes reduce would-be workers’ take-home pay,
and with it their economic return to working, they will tend
to work less. For employers, high payroll taxes raise the cost

Figure 5

of adding new jobs, thus decreasing available employment
opportunities, especially for lower-productivity and entry-
level positions.

Tax-induced differences in labor-market outcomes affect
societal well-being and economic prosperity. Because labor
is an essential input of all forms of economic activity, wage
taxes that reduce incentives to work depress a nation’s total
output and, thus, its societal wealth. High tax rates also
have a negative impact on entrepreneurship and business
formation, which are necessary to support long-run
productivity growth.

Figure 6 shows the strong negative association between
average hours worked across 37 OECD countries and the tax
wedge for average childless workers in 2019.”” The trend line
explains about 26 percent of the variation and implies that
a l-percentage-point reduction in the tax wedge increases

the average hours worked by 50 hours (about six workdays).

Low-income, high-income, and families all pay higher taxes in Europe than in the United States
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$125,000 is 167 percent of the average earnings. EU is the average across 22 EU-OECD countries. OECD = Organisation for Economic Co-operation and

Development.
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More sophisticated econometric analysis finds similar results.

In a seminal paper, “Why Do Americans Work So Much
More than Europeans?,” Nobel Prize-~winning economist
Edward Prescott concluded that, to his surprise, “virtually
all the large differences between the US labor supply and
those of Germany and France are due to differences in tax
systems.””’ The subsequent research refining Prescott’s
results has confirmed the strong negative relationship
between wage taxes and time devoted to work.

In the mid-1950s, the average number of hours worked
in many European countries was higher than in the
United States. Coincident with government revenue
growth over the subsequent decades, labor-market
participation fell across Europe. In France and Germany,
hours worked have declined by more than 35 percent since
the 1950s. Over the same period, hours worked in the US
have remained relatively constant.*

In a survey of OECD countries from 1956 through 2004,
Lee Ohanian, Andrea Raffo, and Richard Rogerson show
that in a neoclassical growth model, taxes on labor and
consumption explain “much of the variation in hours
worked both over time and across countries.”*? In an
International Monetary Fund working paper, Agustin
Velasquez and Svetlana Vtyurina extend a similar analysis
to new EU member states. They find that, in their sample,
declining tax rates in the new member states between
1995 and 2017 account for nearly half of the increase in
hours worked.*

In a summary of the literature, Scott Hodge and Bryan
Hickman conclude that “most of the relevant economic
research has demonstrated the negative relationship between
the tax wedge and employment.”** For example, in a linear
regression analysis of EU member states, Primoz Dolenc and
Suzana Lapor$ek show that a 5-percentage-point decrease
in the tax wedge could increase the EU employment rate by
3.6 percentage points.* Similar studies have shown that an
increase in the average tax wedge is associated with higher
unemployment, lower exports (due to higher labor costs), and
areduction in the economic growth rate.?®

High labor and consumption taxes incentivize individuals
and families to devote more time to home production
(cooking, cleaning, childcare, eldercare) instead of
purchasing those services in the market. Research by Steven

Davis and Magnus Henrekson confirms that tax differences

explain why the European Union has a smaller service
sector and higher rates of home production compared to the
United States.*” High wage taxes also shorten individuals’
lifetime employment by incentivizing delayed labor-market
entry and early retirement. Rogerson and Johanna Wallenius
develop a life cycle model to show that the negative

effect of wage taxes on lifetime hours worked is larger

and independent of the prime-age labor responses to tax
changes (which tend to be smaller).® This result indicates
that workers are more sensitive to tax rates at the beginning
and end of their careers.

The data presented so far have focused on average tax
burdens. However, high tax rates on the highest-income
workers also have distinct economic costs. High marginal
tax rates—the tax rate paid on the worker’s next dollar of
income earned—can reduce incentives for some of society’s
highest-return human capital investments (additional years

of education or technical training) and entrepreneurship.

Figure 6
People work more when they can keep more of their
earnings
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For example, a young doctor may choose to not spend
additional years developing a technical specialty in surgery
or research if they get to keep only 30 or 40 cents of every
additional dollar that they will earn.

Similarly, high marginal tax rates diminish the returns
to starting or expanding businesses. Business start-ups
are risky (most fail), and the high earnings of founders and
executives compensate for long hours, specialized skills, and
the likely risk of failure. William Gentry and Glenn Hubbard
use US data from the Panel Study on Income Dynamics to
show “a significant increase in entrepreneurial entry when
tax rates are less progressive.”?® Other research corroborates
these findings, using a life cycle model to show that lower
taxes cause entrepreneurs to increase investment and
expand their businesses.*®

Santiago Calvo Lépez and Diego Sdnchez de la Cruz report
that effective marginal tax rates for top-income earners
average 58 percent across all EU member states.” Twenty-
one of the 27 EU member states impose top marginal tax
rates above 50 percent, and workers in 6 countries (Belgium,
Slovenia, Portugal, Finland, Sweden, and France) face rates
above 70 percent. Top earners in the average US state face
an effective marginal tax rate of 47 percent, but the rate can
reach as high as 55 percent in California and New York, two
of the most populous states.*

Such high rates likely lead to reduced revenue as they are
above the revenue-maximizing top of the Laffer curve—the
point beyond which the economic damage and induced
avoidance of a higher tax rate is so large that a higher tax
rate leads to lower total revenue collections.®® Consensus
estimates of the elasticity of taxable income—a measure of
the decline in reported income as tax rates rise—imply that
49 percent is the upper-bound, revenue-maximizing income
tax rate. In other words, any rate increase above 49 percent
will lead to less revenue. Calvo Lépez and Sdnchez de la Cruz
argue that the wide variation in tax rates across EU countries
(ranging from 73 percent in Belgium to 27 percent in Bulgaria)
creates strong incentives for high-income earners to migrate
out of high-tax jurisdictions. This result is also evident
following a 3-percentage-point tax increase on high-income
California residents in 2012.>* When taxpayers can easily
move between taxing jurisdictions, the revenue-maximizing
rate could be as low as 25 percent, and is most likely between

35 percent and 40 percent using other plausible parameters.*®

A country’s tax wedge is partly endogenous to
institutional factors and local preferences.*® However,
evidence from time series of increases and decreases in the
tax wedge in the same country, as well as from differences
across culturally similar countries, indicates that taxes
on work have a nontrivial causal effect on labor-market
outcomes. Both economic theory and empirical evidence
show that differences in income, payroll, and consumption
taxes explain a significant portion of the variation across
countries in labor-force participation, hours worked,

sectoral composition, career length, and entrepreneurship.

WHAT ARE EUROPEANS PAYING FOR?

Individuals in high-tax countries often receive more
government services, such as government-provided
health care or fully subsidized higher education. Many
US taxpayers must purchase these services in the market,
although most people in the United States still receive
generous government subsidies. Despite larger tax and
transfer systems, big middle-class tax bills in Europe are not
associated with higher personal consumption.

People better their lives by having access to more resources.
In the United States, average individual consumption—a
measure of material well-being—is 70 percent higher
than in EU countries. Relative consumption levels measure
societies’ ability to purchase food, housing, health services,
technology, entertainment, and any other goods or services
that individuals demand. Total consumption also includes
government-provided goods and services that are funded
by higher taxes. If the thousands of dollars in additional
taxes paid by European workers made them better off,
we would expect these goods and services to show up as
higher consumption.” Figure 7 reports average individual
consumption per capita at current prices and exchange rates,
adjusted for purchasing power parity; the United States is
indexed to 100.?® In 2020, average individual consumption
was 12 percent lower in Luxembourg (the EU country with
the highest consumption) and 58 percent lower in Hungary
(the EU country with the lowest consumption) than in the
United States.

Two prominent examples of services provided directly
by European governments—financed by higher taxes—are

education and health care. However, the US government



also spends significant resources in these sectors. For
example, the US government spent about $22,903 per full-
time-equivalent student in postsecondary education, $1,766
more than the EU country average of $21,136 in equivalent
US dollars (these figures include government-provided

and subsidized loans).* Even more strikingly, in the health
care sector, the US government ranks first in per capita
government spending on health expenditures and has the
largest share of total government expenditures devoted to
health spending compared to EU countries.*°

Ultimately, comparing these sectors between countries
is difficult due to the many explicit and implicit distorting
subsidies paired with vastly different regulatory
environments. For example, US subsidies for the health
sector tend to come with less rationing and fewer price
controls, resulting in significantly higher prices buoyed by
government spending and an implicit subsidy for foreign
markets that are subject to price controls.*! The US system of
effectively uncapped government subsidies is not a model to
emulate, but neither is Europe’s subsidy, ration, and price-
control model.

In addition to government policy directly inflating US
health and education spending, education and health care
are services that people tend to consume proportionally
more of as incomes rise, so total US spending in these
sectors tends to be higher than in the economically poorer
EU countries.** Higher wealth levels and government policy
have led to inflated levels of private US health spending.
This is one reason the United States ranks highest in total
government health spending but lowest in government
health spending as a share of total (government and private)
health expenditures.

In Scandinavia, governments also tend to spend a relatively
larger share of total expenditures on family policy.** Richard
Rogerson explains that additional spending on childcare
and eldercare “serve[s] to subsidize market activity, thereby
undoing some of the distortions associated with high tax
rates on labor.”** In these countries, higher taxes “purchase”
government-provided family and other labor-market
subsidies that partially offset the tax system’s negative work
disincentives. However, such a system denies individuals
the choice to arrange their time (such as the choice to pursue
nonmarket work) differently from what the government has

designed. Itis better to eliminate the taxes and the subsidies
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Figure 7

Americans consume 70 percent more than EU countries
Average individual consumption per capita, 2020; United
States indexed to 100
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rather than attempt to paper over the negative effects of high

taxes with offsetting labor-market interventions.

CONCLUSION

The United States is at a fiscal crossroads. Down one
path lie spending reforms that are necessary to maintain
America’s vibrant labor market and its position as a
comparatively low-tax country. The other path—the one the
country is currently headed down—is toward a European-
style welfare state that requires significantly higher taxes
on all Americans. Funding a European-style welfare state
would require a roughly 50 percent tax increase on lower-
and middle-income American workers and families.

There are no easy political solutions. Proposals to
increase taxes only on high-income Americans are neither

amathematically nor economically feasible mechanism to
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