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Artificial Intelligence (AI) could raise productivity across a wide range of occupations and 

tasks. But it could also replace workers who currently perform some of those tasks. This is 

critical for the federal budget because the US tax system relies heavily on income earned by 

workers. Individual income and payroll taxes that fund Social Security and Medicare 

generate roughly 85 percent of federal tax receipts. A sustained shift in income from 

workers to businesses could erode federal revenues amid growing demands for public 

spending to assist displaced workers.  

 

Creating a tax on AI has emerged as a policy solution to this looming challenge, but it’s one 

with significant drawbacks. A tax aimed squarely at AI is easier to explain to the public than 

broad capital income tax reform or a new consumption tax. That advantage is real, but it’s 

an advantage in politics rather than economics. 

 

Why are policymakers considering taxing AI? 

• Erosion of the tax base. As AI displaces workers, income and payroll tax revenues will 

fall immediately, while any tax revenue increases from the profits and capital gains 

would arrive later, if at all. At the same time, demand will rise for public programs that 

help displaced workers. 

• AI infrastructure imposes costs on people who don’t use it. Data centers use large 

amounts of electricity and water, and the costs of AI facilities can fall on surrounding 

communities: Two-thirds of new data centers built since 2022 are in regions already 

short on water.  

• AI firms may be investing more than is efficient. If corporate investment into AI is 

excessive, a tax that raises its cost could reduce it and improve how capital is allocated, 

increasing overall economic efficiency. 

 

Concerns driving proposals for AI-specific taxes could be addressed through 

broader tax reform  

• Reforming the taxation of capital income could address a shift from labor income to 

capital income regardless of which industries are responsible.  

• A cash-flow tax could be designed to replace the corporate income tax with one that 

falls only on supernormal returns across the economy, rather than isolating a single 

industry.  

• A carbon tax would price the environmental cost of AI’s infrastructure alongside every 

other source.  

• A value-added tax (VAT) would raise revenue from a much broader tax base than an 

AI-specific tax, while generally avoiding taxes on business inputs. 

 

 

 

Concerns about data centers, 

accumulation of wealth by AI 

companies, AI’s potential 

displacement of workers, and 

apprehension about federal tax 

revenues have sparked debate 

about whether and how AI should 

be taxed. 

 
Elena Patel and Aparna Mathur 
compare five leading proposals, 
examining their objectives, 
revenue potential, administrative 
feasibility, and policy trade-offs. 
  
 
Ultimately, other actions like 
capital income tax reform, a broad-
based consumption tax such as a 
value-added tax (VAT), a carbon 
tax, or a corporate cash flow tax 
could accomplish many of the 
same goals as an AI tax and work 
better with the existing tax code, 
or at the very least, complement 
an AI-specific tax.   
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Learn more online at https://taxpolicycenter.org/briefs/taxing-artificial-intelligence 
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