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When it comes to paying taxes,
most Americans think the wealthy
do not pay their fair share.

There is a sharp divide between
Republicans and Democrats when
it comes to taxing the rich. All the
Republican tax proposals cut tax-
es for the wealthiest Americans.
Democrats, on the other hand, are
prepared to raise taxes at the top,
though they have not been specific
about how they would do so.

But what could a tax-the-rich
plan actually achieve? As it turns

out, quite a lot, experts say. Given
the gains that have flowed to those
at the tip of the income pyramid in
recent decades, several economists
have been making the case that
the government could raise large
amounts of revenue exclusively
from this small group, while still al-
lowing them to take home a majori-
ty of their income.

It is “absurd” to argue that most
wealth at the top is already highly
taxed or that there isn’t much more
revenue to be had by raising taxes
on the 1 percent, says the economist
Joseph E. Stiglitz, winner of the No-
bel in economic science. “The only
upside of the concentration of the
wealth at the top is that they have

more money to pay in taxes,” he said.
The top 1 percent on average al-

ready pay roughly a third of their
incomes to the federal government,
according to a Treasury Depart-
ment analysis that takes into ac-
count the entire menu of taxes —
including income tax, payroll taxes
that fund Medicare and Social Se-
curity, estate and gift taxes, excise
and custom duties as well as inves-
tors’ share of corporate taxes. The
tax bite on the top 0.1 percent is a
bit higher. Most of those taxpayers
insist they are already paying more
than enough.

By comparison, the band of tax-
payers right below them, in the 95th
to 99th percentile, pay on average

about $1 out of every $4. Those in
the bottom half pay less than $1 out
of every $10.

Sidestepping the messy question
of just which taxes would be in-
creased, how much more revenue
could be generated by asking the
rich to pay a larger share of their
income in taxes?

To get the most accurate picture,
throw in all the scraps of income,
from the most obvious (wages, in-
terest and dividends) to the least
(employer contributions to health
plans, overseas earnings and
growth in retirement accounts).
According to that measure — used
by the Tax Policy Center — the top
1 percent includes about 1.13 million

households earning an average in-
come of $2.1 million.

Raising their total tax burden to
40 percent would generate about
$157 billion in revenue the first year.
Increasing it to 45 percent brings in
a whopping $276 billion. Even tak-
ing account of state and local taxes,
the average household in this group
would still take home at least $1 mil-
lion a year.

If the tax increase were limited
to just the 115,000 households in
the top 0.1 percent, with an average
income of $9.4 million, a 40 percent
tax rate would produce $55 billion
in extra revenue in its first year. A
tax rate of 45 percent on this select
group raises $109 billion.
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Talking Points

The Rise of the Heater
The difference between the average
major league fastball of 92 m.p.h.
and a 96 m.p.h. fastball is about two
feet when it crosses the plate. For

every mile an hour
faster, the ball is
about six inches
farther on its path
toward home. This
season, nearly one
of every 10 pitches
was 95 m.p.h.
or faster, almost

twice the rate from just eight years
ago. Starters and relievers combined
to throw more than 60,000 pitches
that were 95 or more this season.

A Bid to Disrupt Christie’s
A four-year-old start-up believes that
it can become an online equivalent
to centuries-old auction institutions
like Sotheby’s and Christie’s. The
venture, Paddle8, announced that it
had raised $34 million in a new round
of financing. Paddle8 is aiming to
keep expanding worldwide, tap-
ping into what its founders say is a
growing global demand for high-end
collectibles.

Law Schools Lower the Bar
As law schools across the country try
to keep their classrooms full, many
are admitting students with lesser
qualifications, including those with
a lower admissions test score — an
important predictor of whether a
graduate will pass the bar exam.
About a third of the 204 accredited
law schools had entering classes last
year with at least 25 percent of the
class consisting of “at risk” students,
or those with law school admissions
test scores of below 150, according to
a new study by Law School Trans-
parency.

Surgery Risk Lower for Rich
How well you survive cardiac
surgery may depend in part on your
income. Swedish researchers have
studied the results of cardiac surgery
in 100,543 patients and found that
the higher a person’s income, the
lower the risk of death. Compared
with the one-fifth of patients with
the lowest income, those in the next
fifth had a 7 percent reduced risk for
death, those in the third one-fifth a 13
percent reduced risk, in the fourth a
22 percent reduced risk. Those in the
richest one-fifth were 29 percent less
likely to die than those in the poorest
group.

The logic of investing in index funds
has so far seemed simple and com-
pelling for many people.

Why spend the time researching
individual securities and run the risk
of choosing the wrong stock in the
wrong sector when you can simply
buy the market as a whole? Put your
money in an exchange-traded fund,
or E.T.F., or in a traditional mutual
fund that passively tracks a stock
index like the Standard & Poor’s 500
or the Russell 2000 and you have in-
stant diversification without the risk
of error in security analysis.

The fees for such funds are typi-
cally very low, too. And E.T.F.s are
traded all day, making for easy en-
try and exit.

But if you look closely at such
funds, as several scholars and an-
alysts have done, you may find
that their simplicity harbors some
simmering problems, which have
grown more troubling in the course
of the bull market in stocks.

Stocks in the Russell 2000 seem
bloated in valuation when com-
pared with non-index peers. S&P
Capital IQ compared the valuation
of stocks within that index to stocks
of similar market capitalization that
are not in the index. It used a com-
mon valuation metric, the ratio of
stock price-to-book value. It found
that the valuation gap between
stocks in the index, and those out-
side it, had swollen enormously.
That could make investing in the
index a riskier proposition than is
widely understood.

Nonetheless, the popularity of
index-tracking funds is unquestion-

able. They account for over 30 per-
cent of all stock and bond mutual
fund and exchange-traded fund as-
sets under management, according
to Morningstar.

But cracks in the edifice of pas-
sive investing are showing. While
investing in index funds may still
make of sense, it’s important to un-
derstand the pitfalls.

The August downturn featured
multiple E.T.F. trading halts that sug-
gested the funds are not easy to get
out of in periods of high volatility. For
the month as a whole, index stocks,
especially those in the Russell 2000,
also sold off a bit more sharply
than non-index stocks, notes James
Xiong, head of quantitative research
at Morningstar. And both during and
before the correction, index stocks
moved together with a high enough
correlation to call diversification
claims into question.

Most disturbing, though, is the
increasingly distorted levels of the
valuations of some of the largest
index funds. The combination of a
long-running bull market and the
significant shift to passive invest-
ing has indiscriminately buoyed

all stocks in major indexes like the
S.&P. 500 and the Russell 2000.
Stocks that might not be bought sin-
gly on their own merits have been
lifted by the package buying. Some
portfolio managers, academics and
market trackers contend that the
soaring of the mediocre alongside
the exceptional has produced ele-
vated valuations.

The existence of a valuation pre-
mium for stocks newly included in
index funds has long been known,
according to Jeffrey Wurgler, a pro-
fessor of finance at New York Uni-
versity. And it’s possible that stocks
included in index funds are chosen
because their prospects are better.

Another factor behind the current
high valuations of stocks in the in-
dexes is that investors have favored
large-cap stocks in the current bull
market, and the S.&P. 500 and Rus-
sell 2000 track such stocks. Even
so, current valuations for stocks in
the S.&P. 500 and Russell 2000 have
soared well beyond what might oth-
erwise be expected, some analysts
and portfolio managers say.

According to the calculations of
S&P Capital IQ, non-Russell 2000

index stocks carry a median price-
to-book value ratio of 1.34. But index
stocks are accorded a 61.9 percent
valuation premium at 2.16 price-to-
book as of June 30. The premium
has been in place each of the last 10
years but has been rising. In 2006 it
was just 12 percent.

“There’s no doubt in my mind
that passive investing in E.T.F.s
and index funds inflates the price
of index stocks versus non-index
stocks,” said Brian Frank, who man-
ages the Frank Value mutual fund.
“The whole market is overvalued,”
he added. “Index stocks are more
overvalued.”

The rise of passive investing in
the current bull market has most
distorted the valuation of small-
and midcap stocks, some experts
maintain. Frank Gannon, co-chief
investment officer at Royce & Asso-
ciates, says that every market cycle
is dominated by specific and histori-
cally differentiated factors.

The two most significant factors
in the current market cycle, he says,
have been the Fed’s quantitative
easing and the growth of passive in-
vesting. These have worked togeth-
er to benefit weaker companies that
are often laden with debt and bereft
of earnings. Currently, roughly one-
third of all the companies in the
Russell 2000 are not earning any
money, according to Mr. Gannon.

To illustrate overvaluation, Mr.
Frank, the portfolio manager, cited
Public Storage, which is in the S.&P.
500, trades at a multiple of 36.9
times trailing 12-month earnings.
Sovran, not in the index, trades at
31.7 times trailing earnings. And
J.B. Hunt, which is in the S.&P.
500, trades at 20.6 times trailing
12-month earnings. Swift carries a
multiple of just under 11.

Wise investors should at least
be aware of premium and diversi-
fication issues. And they should be
careful about which indexes their
funds are tracking.
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Analysts say that passive
investing inflates the price
of some stocks in funds.

The Risky Side of Index Funds
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Economists Say Higher Taxes on the 1% Would Raise Billions

INDEX BONUS J.B. Hunt Transport Services and, top, Public Storage, both in the
S.&P. 500, trade at higher valuations than their competitors not in a fund.
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