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The Changing Distribution of the Burden of Federal Income Taxes

by
Terri Erickson and John D. Helmberger*

I. Introduction

While most Americans do not view it so, the federal income taxes consist
of two parts: (1) the personal income tax which is progressive and (2) the
social security tax (SST) which is regressive. The former exempts much of
lower incomes by permitting personal deductions and personal exemptions and
taxes income above that level at progressive rates. The latter permits no
deductions or personal exemptions and taxes all earned income up to a certain
level - called the maximum covered income - at proportionate rates. Currently
the maximum covered income is $14,100 and the tax rate is 5.853% which must be
paid by both employee and employer. Income above $14,100 is not subject to the
tax. Hence the tax is proportionate for those with earned incomes up to $14,100
and regressive for those with higher incomes.**

In recent years we have repeatedly reduced income taxes by reducing rates,
increasing deductions, and increasing personal exemptions -~ more or less off-
set by i1nflation which moved many taxpayers up to higher brackets without
necessarily increasing their real incomes. We have also increased the SST rates
and the amount of income to which they apply, the maximum covered income. We

cannot know what we are doing to the distribution of the burden unless we put

them together and adjust for inflation.

* Research Assistant and Professor respectively in the Department of Agricultural
and Applied Economics, University of Minnesota, St. Paul, Minnesota

*% Actually the tax 1s regressive throughout since it applies only to earned 1income
(defined as income from working) and other (exempt) income rises as a proportion

of 1ncome as income rises.
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The purposes of this paper are fourfold-

1. To learn how the combined burden of the personal income tax and the
social security tax is distributed.

2. To determine what has happened to the distribution of the burden over
the twenty year period from 1954 to 1974,

3. To determine the effect of the 1975 tax law on the distribution of

the burden, and

4. To measure the effect of inflation on the distribution of the burden.

To accomplish these objectives we have calculated combined income tax and
social security tax burdens by income classes from $3,000 to $30,000 for a 1
worker, 4 person family with the average percentage of itemized deductions for
1954, 1974 and 1975 - in current dollars and in 1954 dollars.* It is assumed
that all income is earned - i.e. from working. We have made two calculations
for each - one counting only the social security taxes paid by the employee and

the other including also the social security taxes paid by the employer.

11. Combined Federal Personal Income Tax and Social Security Tax Burden,

Current Dollars: (Neglecting the effect of inflation.)

The burden of social security taxes both the employee's and the employer's
is borne by the employee. If one employs a worker for, say $500 per month, he

will have to pay social security taxes of 5.85% of $500 or $29.25 per month which

he would not otherwise have to pay. Unless the worker is worth (or thought to be

worth) $529,25 to this employer, the worker will not be hired. If he is hired

his tax burden quite clearly includes the tax paid by the employer. Many (most?)

* Throughout this paper the tax burden means the combined federal personal income
taxes and social security taxes as a percentage of income.
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public finance economists agree that the above is true but some do not agree.

In this section the burden is calculated counting only the social security

taxes (SST) paid by the employeeand then again including the SST paid by the

employer

A.

The Burden of the Personal Income Tax and SST Paid by the Employee-
Columns 1 to 7 in table 1 show the tax burden of the combined tax

by income levels from $3,000 to $30,000 for 1 worker, 4 person families
in 1954, 1974, and 1975. Column 3 of the table shows that in 1954 the
combined tax was progressive for all income levels from $3,000 to
$30,000, the rates increasing from 2% on an income of $3,000 to 22,427
on an income of $30,000.

By 1974, decreases in progressive income taxes and increases in
regressive SST had increased the burdens in the lower brackets and
decreased the burden in the upper brackets, the rates rising from 5,85%
on an income of $3,000 to 19.26% on an income of $30,000. For incomes
below $18,000 the burden was increased except for incomes of $4,200,
$4,800, and $6,600; for $18,000 and above the burden was decreased. A
family with $3,000 income had its combined tax increased 192.5%; a
family with $30,000 income had its combined tax reduced 14.06%.

The 1975 income tax cut decidedly favored low income taxpayers.
Its provisions include:

1. A personal tax credit of $30 for each taxpayer and dependent in
1975. A family of four will thus have a tax credit of $120.

2. An increase in standard deductions. The '"percentage'" standard
deduction was raised from 15 percent of income up to $2,000 to

16 percent of income up to $2,300 for single persons and $2,600
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for married couples filing joint returns. For low-lncome pcople,
the minimum standard was raised from $1,300 to $1,600 for single
persons and $1,900 for married couples.
3. Low-wage tax credit. Low-wage workers will receive a special
tax credit equal to 10 percent of thelr wage or salary income
up to $4,000 in 1975. The maximum credit is $400 (= 10% of $4,000).
The credit is to be reduced $1 for each $10 earned between $4,000
and $8,000. Thus workers earning $8,000 or more will receive
nothing under this new provision, Unlike other provisions this
provision permits a negative net income tax liability, The low
wage credit, a negative income tax, made the combined burden of
the income tax and the SST negative for the lower brackets.
The tax burden in 1975 will thus vary from -4.,15% for a family
with $3,000 income (or $3,600) to 19.047% for a family with $30,000.
The regressive trend of the distribution of the tax burden was
reversed (or at least temporarily stalled), The burden was lower
in 1975 than it was in 1954 for incomes below $10,800, it was
higher for incomes of $10,800 to $16,000 inclusive, and it was
lower again for incomes of $17,000 and above.
The Burden of the Combined Income Tax and SST, Including the SST Paid by
the Employer:
Columns 9, 11, and 13 of table 1 show the tax burdens for the various
incomes in 1954, 1974, and 1975, respectively.

The combined tax was progressive in 1954, 1In 1974 it was pro-
portionate for the three lower income classes (11.05%), progressive

for incomes from $4,272 to $13,272 (rising from 11.05% to 20.60%),



III.

regressive for incomes from $13,272 to $18,072 (falling from 20.60% to
20.07%), and then progressive again. Note the rate was the same for
an income of $13,272 as it was for an income of $25,072, %

Under the 1975 law, the tax was proportionate (1.617%) for the
first two brackets, progressive for incomes from $3,672 to 514,072
(rising from1.61% to 20.23%), regressive for incomes from $14,072 to
$18,072 (falling from 20.23% to 19.94%), and then progressive again.
The rate was the same for an income of $14,072 as it was for an income

of something in excess of $20,000. See table 1 and figures 1 and 2.

Combined Federal Income Tax and Social Security Tax Burden, in 1954 dollars:
(Including the Effect of Inflation).

While the reduction in tax rates and erosion of the income tax base tended
to reduce income taxes, inflation pushed taxpayers into higher tax brackets
even though their real incomes remained the same or even fell. Unless we
adjust for the effect of inflation, we do not really know what happened to
the distribution of the combined tax burden.

In this section, we have calculated the combined burdens adjusted for
inflation - first excluding the SST paid by the employers and then including
such taxes. In interpreting the second part of table 2 the reader should
be reminded that the 1975 incomesused to calculate income taxes and social
security taxes are not the same as the incomes used as the base to calculate
the burden rates. This is true because the employer's SST must be included

in the income base as well as in the taxes paid.

* Actually it was higher for a family with $13,272 since SST do not apply
to unearned income which is an increasing proportion of income as income

rises,
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The Burden of the Combined Income Tax and SST Paid by the Employee:
Columns 3, 6, and 9 of table 2 are the burden rates for 1954, 1974, and
1975 adjusted for the effect of inflation. Incomes of $3,000 in 1954
$5,490 in 1974, and $5,850 in 1975 are equal real incomes - measured
in 1954 dollars. The real burdens in 1974 were higher for all brackets
than they were in 1954, The rates varied from 2.00% on an income of
$3,000 to 22.42%on an income of $30,000 in 1954. They varied from 8.18%
to 26.08% in 1974, The burden more than quadrupled on a real income of
$3,000. The burden increased only 16.32% on a real income of $30,000,
The rates varied from 2.,40% on a real income of $3,000 to 26.88%
on a real income of $30,000 in 1975. The 1975 law reduced the burden
on a real income of $3,000 from 8.187% to 2.40% which is still 20%
higher than the 2.00% burden of 1954. The 1975 law increased the
burden on a real income of $30,000 from 26.08% to 26.88% which is
19.89% higher than the 22.427% of 1954.
The Burden of the Combined Income Tax and SST Including the SST Paid
by the Employer:
Columns 12, 15, and 18 of table 2 are the burden rates for 1954, 1974,
and 1975 adjusted for the effect of inflation. The rates in 1954 varied
from 3.92% on an income of $3,060 to 22.607% onan income of $30,072. They
wiete progreastve lor all bracketn,
In 1974, the rates varied from 12,897 on a real income of $3,060
to 26.95% on a real income of $30,072. The rates were progressive
(12,.89% to 20.51%) for incomes up to $7,872 (= $14,405.76 in 1974
dollars). The rates were regressive (20.51% to 20.12% between real

incomes of $7,872 to $10,872 (= $14,405.76 to $19,895.76 in 1974 dollars).
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The rates were progressive again for real incomes above $10,872 or
$19,895.76 in 1974 dollars. The burden was higher on a real income

of $7,872 in 1974 (20.51%) than on a real income of $13,272 (20.41%).
A family with a money income of $14,405 in 1974 paid a higher percent-
age of its income in income taxes and social security taxes than did

a family with an income of $24,287. The burden on a real income of
$3,060 increased 229% (from 3.927% to 12.89%) while it increased 19%
(from 22.607% to 26.95%) for a real income of $30,072. 1t is difficult

to believe that we did this on purpose.

The 1975 law modified the distribution of the burdens significantly.

The burdens now rise from 7.09% on a real income of $3,060 to 27,747
on a real income of $30,072. The combined tax is progressive up to a
real income of $7,872, regressive to $9,072 and then progressive again.
The burdens were reduced for real incomes up to $9,072, remained the
same for one of 510,872 and the burdens were increased for real incomes
above $10,872. 1In 1975 dollars the combined tax is progressive for
incomes up to $15,350.40, regressive up to $17,690.40, and then pro-
gressive again, Compared to 1954, the burden in 1975 on a real income
of $3,060 is 80.87% higher than it was (rising from 3.927 to 7.09%).
The burden on a real income of $30,072 is 22.74% higher (rising from

22,60 to 27.74%). (See mini table below)

Combined Income Tax and SST Burden, Including SST Paid by Employer
1954 1974 1975

Money Real Burden Money Real Burden Money Real Burden
Income Income Income Income Income Income
$3,060 $3,060 3.92% $5,590.80 $3,060 12.89% $5,967.00 $3,060 7.09%

7,872 7,872 12.02% 14,405.76 7,872 20.51% 15,350.40 7,872 20.24%
14,072 14,072 15.26% 25,751.76 14,072 20.60% 27,440.40 14,072 20.66%
30,072 30,072 22.607% 55,031.76 30,072 26.95% 58,640.40 30,072 27.747%

See appendixes D and E for detail. Figure 3 and 4 depict the
same information graphically.
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IV, Summary and Conclusions

This paper has tried to demonstrate what has happened to the distribution
of the combined federal personal income tax and social security tax burden be-
tween 1954 and 1974 and how the 1975 law affected that redistribution. The
burdens arrived at necessarily depend on what one assumes about the incidence
of the social security taxes paid by the employers - either they are borne by
the employer or they are borne by the employee - and on whether one wishes to
take into account the effects of inflation. Hence, 4 sets of burden rates
were calculated for 1954, 1974, and 1975:

1. Assumes employer bears the burden of the SST he pays and it neglects

inflation (see table 1, columns 3, 5, and 7).,
2. Assumes employee bears the burden of the SST the employer pays and it
neglects inflation (see table 1, columms 9, 11, 13),

3. Assumes employer bears the burden of the SST he pays and it adjusts

for inflation (see table 2, columns 3, 6, and 9, and

4, Assumes employee bears the burden of the SST the employer pays and it

adjusts for inflation (see table 2, columms 12, 15, and 18).

In all 4 cases the tax burdens were increased substantially more at the
lower income levels than at the high income levels between 1954 and 1974,
Progressivity of federal taxes was sharply reduced.

What was the effect of the 1975 law? It reversed the 20 year trend (at
least temporarily). Given the lst or 2nd assumptions, above, the 1975 law
distributed the burden more progressively than was the case in 1954, Given
the 3rd assumptions the 1975 progressivity was about the same as that for 1954,
Given the 4th assumptions (the most likely) the 1975 distribution is less
progressive than 1954 but considerably more progressive than the 1974 dis-

tribution - the rates for real income of $3,060 (1954 dollars) being 3.92%,
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12,89%, and 7.09% respectively for 1954, 1974, and 1975 while the rates for a
real income of $30,072 were 22,.60%, 26.95%, and 27.74%.

Our contention is that the most accurate reflection of how we have
distributed the income tax burdens is reflected in Figure 4.

The low income allowance provision of the 1975 law almost removed the
burden on the very poor (from 12,89% to 1.61% - see Figure 4), It substantially
reduced the burden for the rest of the poor but it stills taxes families with
incomes below the poverty level (7.09% of an income of $5,967 which is equiva-
lent to $3,060 of income in 1954), This suggests that the low income allowance
might very well be increased.

The most striking fact about the distribution is the very rapid progression
between incomes of about $5,000 in 1975 to incomes of about $15,000. Another
striking fact is that the burdens are actually regressive for incomes between
$15,000 and $18,000 before they become progressive again. It is difficult to
believe that we have developed this rate structure by design,

This entire paper, of course, deals with a specified class of taxpayer.

It deals only with 1 worker, 4 person families all of whose income comes from

work, In process are like calculations for 2 worker, 4 person families and for

single people.
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Appendices

Appendix A:

The effective tax rates for 1954 were calculated from data reported in

Statistics of Income 1954, Individual Income Tax Returns. The average per-

centage of income itemized (Column 2) was calculated for each income class and
then applied to the specific income levels considered here. These deductions
(Column 3) plus the personal exemptions of $600 per person or $2,400 for a
family of four (Column 4) were subtracted from income to arrive at taxable
income (Column 5). The personal income tax was then computed from the 1954
Tax Rate Schedule (Column 6).

Personal income tax liabilities were combined with Social Security Taxes
paid by employees (Column 8)., The sum of the two taxes was divided by income
to obtain effective tax rates for the various income levels (Column 9).

Employers must contribute the same dollar amount of Social Security Taxes
as the employee (Column 10)., This contribution should be considered as part
of the employee's income that is taxed away. Thus the Social Security Taxes
paid by employers were added to income to obtain adjusted income (Column 11).
These taxes were also added to the personal income taxes and employee Social
Security Taxes (Column 12) and then divided by adjusted income to arrive at
total Social Security and personal income taxes as a percentage of adjusted

income (Column 13).

Appendix B:

1974 effective tax rates were obtained in a similar manner using average

percentages of income itemized as reported in Statistics of Income 1970,

Individual Income Tax Returns* and the 1974 Tax Rate Schedule.

*This study commenced before the more recent Statistics of Income 1972 was made
available. Since this later data i{s not up to date either, this study was con-
tinued using the 1970 average percentages of income itemized under the assumption
that the conclusions reached would not be significantly affected.




Personal exemptions for 1974 were $750 per person or $3,000 for a family of
4 rather than $2,400,

Social Security Taxes also changed. By 1974, Social Security Taxes had in-
creased to 5.85 percent of personal income for incomes up to $13,200 and $772.20
for all incomes above $13,200.

Aside from these changes, all calculations for 1974 were exactly analagous

to those for 1954.

Appendix C:

The provisions of the 1975 income tax law were taken into account in com-
puting the 1975 effective tax rates.

Because of the increased standard deductions, those who had incomes of
$7,800 or less who had previously itemized according to 1970 averages would now
benefit by taking the standard deduction of $1,900 (Column 3). Both the per-
sonal exemption (Column 4) and the Tax Rate Schedule are the same as 1974,
Column 5 gives the 1975 taxable income and Column 6 gives the 1975 tentative
income tax as computed from the 1974 Tax Rate Schedule. The special tax credit
of $30 per person or $120 for a family of four was subtracted from these tax
liabilities (Column 7). Where the tax liability was zero, no deduction was
made since this tax credit is only a credit against tax liabilities and not a
payment to taxpayers.

The low-wage tax credit, on the other hand, can be considered as a payment
to taxpayers based on their income level as described earlier. Thus a family
whose income is $3,000, pays no personal income taxes but receives 107 or
$300 (Column 8). This work bonus therefore introduces a negative income tax
into the personal income tax system. The 1975 personal income tax after ad-

justments and credits is given in Column 9.



The Social Security Tax rate for Social Security Taxes paid by employees or
employers is 5.85 percent as in 1974, However, this rate now applies to incomes
up to $14,100 rather than $13,200 as before. For incomes of $14,100 or more the
Social Security Tax paid by either employer or employee is 5.85 percent of
$14,100 or $824.85 (Column 10).

The effective tax rates for 1975, including and excluding Social Security
Taxes pald by employer were calculated as in 1954 and 1974 by combiaing the

relevant taxes and dividing by the corresponding income (Columns 12 and 15).

Appendices D and E:

The 1974 and 1975 effective tax rates were recomputed in the same way as
in Appendices B and C except that 1974 and 1975 incomes were expressed in terms
of 1954 dollars in order to include the effects of inflation. 1974 incomes
were divided by the ratio of the 1974 consumer price index to the 1954 consumer
price index (1.83) and 1975 incomes were divided by the ratio of the 1975
consumer price index to the 1954 consumer price index (1.95). All calculations

were carried through as before.
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