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INTRODUCTION

This pamphlet describes present law and issues relevant to the
House Ways and Means Committee’s markup of the individual tax
reduction proposal presented by the Administration.

Part T describes the principal features in present law which deter-
mine individual income tax hability. Part IT summarizes the Admin-
istration proposal. Part IIT discusses some of the issues which may
arise in considering an individual income tax reduction proposal,
including the distribution of the tax cut by income class, marginal tax
rates, budgetary concerns, and income tax thresholds. Part IV briefly
discusses some of the components of possible alternatives to the
Administration proposal.
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I. PRESENT LAW
Personal exemption
Present law provides a personal exemption of $1,000 for each tax-
payer, his or her spouse, and each dependent whose gross income is less
than $1,000. (This income limit is waived if the dependent is the tax-
payer’s child and is either under age 19 or a student.) Additional
exemptions are provided for age (65 or older) and for blindness.

Zero bracket amount

Under present law, there is no tax on taxable income within the ini-
tial tax bracket, referred to as the “zero bracket amount.” This amount
also serves as a floor under allowable itemized deductions, so that item-
izers can deduct only expenses in excess of that amount.!

The zero bracket amount currently is $3,400 for married taxpayers
filing jointly, $2,300 for single persons and heads of households, and
$1,700 for married taxpayers filing separately.

Rate brackets and tax rates

Under present law, there are four separate progressive tax rate
schedules applicable to individuals; the particular schedule applicable
to a taxpayer depends upon the taxpayer’s filing status. There are
different rate schedules for married couples filing jointly and surviv-
ing spouses, married couples filing separately, unmarried heads of
households, and other unmarried persons.> These rate schedules are
shown in Table 1.

* Prior to 1977, the law provided a standard deduction, which taxpayers could
use if they did not elect to itemize their deductions. The Tax Reduction and
Simplification Act of 1977 replaced the standard deduction with the present sys-
tem, in which the standard deduction is, in effect, built into the rate schedule
for all taxpayers and then is “taken hack” from itemizers through the floor
under itemized deductions,

?Heads of households are unmarried individualg who pay more than half the
household expenses for themselves and a child or dependent relative who lives
with them or for their dependent parents.

(3)
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Table 1.—Tax Rate Schedules Under Present Law

Single taxpayers

If taxable income is: the tax is:

Not over $2, 300__.___. - —0—
of the
amount
over—
14%, $2, 300
8154+-16%, $3, 400
- $314-+18% $4, 400
- $692+197, 6, 500
- 81, 0724219, $8, 500
B $1,555+240,  $10, 800
N $2,059--269,  $12, 900
- 82, 6054309, $15, 000
- 83, 565+ 347, $18, 200
- % $23, 500
= $28, 800
- $9, 7664499 $34, 100
- 813, 392559, $41, 500
- $20, 982+639, $55, 300
$81, 800 N o $37, 677 680,  $S1, 800
$108,300. . __.________ - 855, 6974-70%  $108, 300

Married taxpayers filing joint returns and surviving spouses
If taxable income is: the tax is:

Not over $3,400_ __________________._______ —0—
of the
amount
But not over— over—
$5,500 14%, $3, 400
$2944-16%, $5, 500
$630--18%, $7, 600
$1,404+219,  $11, 900
$2265+24%,  $16, 000
$3,273-289,  $20, 200
84, 505--329,  $24, 600
$6, 201-+-37%, $29, 900
88, 162+-43%, $35, 200
$12, 72041499,  $45, 800
$19, 678+54%, $60, 000
$33, 502+599%, $85, 600

$47, 5441649,  $109, 400
SS1, 4644687,  $162, 400
$117, 504--709,  $215, 400
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Table 1.—Continued

Married taxpayers filing separate returns

If taxable income is: the tax is:

Notover $1,700___________________________ —0—
of the
amount
Over— over—
149, $1, 700
$2,750_ $147. 00+-16%, $2, 750
$3,800. $315. 00187, $3, 800
$5,950._ $702. 004219, $5, 950
$8,000. _ $1,132. 50+24%, $8, 000
$10,100_ $1, 636. 50 -28%,  $10, 100
$12,300 $2, 252. 50 + 32% $12, 300
$14,950 $3,100. 50 + 379,  $14, 950
$17,600. $4, 081. 00+43%, $17, 600
$22,900. $6, 360. 00 499, $22, 900
$30,000.. $9, 839. 00+ 549, $30, 000
$42,800. $16, 751. 00+59%, $42, 800
$54,700_ $23 772. 004647,  $54, 700
$81, 200 $40, 732. 00+68%, $81, 200
$107,700 $58, 762. 00+70%  $107,700

Heads of households
If taxable income is: the tax is;

N6t 6V8E $2,800% coosmmpesmeensccesmsmumase —0—
of the
amount
over—
149, $2, 300
$294+16% $4, 400
$630+18% $6, 500
$1, 026227, . 700
$1,708+249,  $11, 800
$2, 47626, $15, 000
$3, 308+4-31% $18, 200
$4,951+36% $23, 500
$6, 859427,  $28, 800
$9, 0854469, $34, 100
$13, 9614549, $44, 700
$22, 547599,  $60, 600
$35, 055463 % $81, 800
$51, 750+68%  $108, 300
$161, 300

$87, 790+70%
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Above the zero bracket amounts, the tax rates range from 14 percent
to 70 percent. The rate schedule for single persons contains 16 tax
brackets, and all of the other rate schedules contain 15 brackets. An
individual’s tentative income tax liability (before credits) is caleulated
by applying the appropriate rate schedule to his or her taxable income.
For exampie, tne wx uability (berore credits) of a married couple
with $6,500 of taxable income is $+54. This amount is $294 on the in-
come below $5,500 and 16 percent of the income over $3,500 (i.e.,
$1,000 X 16% =$160). The $291 tax on the first $5,500, which is shown
in the tax rate table, is actually computed from the lower brackets, i.e.,
there is no tax on the first $3.400 and a 14-percent tax on the next
$2,100. The highest rate to apply to a taxpayer’s income (in the ex-
ample, 16 percent) is called the marginal income tax rate since it
applies to the last dellar earned by the taxpayer.

Maximum tax

Although the tax rates range up to 70 percent on taxable income in
excess of $215400 for joint returns and $108,300 for single returns, a
maximum tax rate of 50 percent generally applies to personal service
income (for example. salaries and wages). The maximum tax applies to
single individuals with taxable earned income above $41,500 and mar-
ried couples with taxable earned income above $60,000, since these are
the levels at which present tax rates rise above 50 percent.’®

Earned income credit

TUnder present law, taxpayers living with children are entitled to
a refundable credit equal to 10 percent of the first $5,000 of earnings
(for a maximum credit of $500). The credit phases out at a rate of
12.5 percent (i.e., a reduction in the credit of 1214 cents for each addi-
tional dollar of income) as income rises from $6,000 to $10,000. Thus,
no credit is available for families with incomes of $10,000 or more.

The earned income credit may be received in the form of advance
payments added to employees’ paychecks.
Capital gains

Under present law, taxpayers may deduct from gross income 60 per-
cent of the amount of any net capital gains for the taxable year. The
remaining 40 percent of the net capital gain is included in gross in-
come and taxed at the otherwise applicable regular income tax rates.
As a result, the highest tax rate applicable to a taxpayer’s net capital

gain is 28 percent (70 percent top tax rate on the 40-percent includible
capital gain).

®The actual marginal tax rate on earned income may be greater than 50 per-
cent even for those individuals whose tax liability is calculated using the maxi-
mum tax. This occurs for two reasons. First, the tax liability on unearned in-
come is caleulated by “stacking” it after earned income, so that each additional
dollar of earned income may push a taxpayer’s unearned income into higher
brackets. Second, because itemized deductions are, in effect, allocated on a pro
rata basis befween earned income and other jncome. each dollar of earned income
causes an additional amount of itemized deductions to be allocated to earned
income. As a result, a larger portion of the deductions reduces income which would
be taxed at a 50-percent rate rather than at the higher rates applicable to other
ncome.



Add-on minimum tax

Present law imposes an add-on minimum tax on items of tax pref-
erence other than the capital gains deduction and adjusted itemized
deductions. The tax applies at a rate of 15 percent on the sum of an
individual’s tax preferences in excess of one-half of regular income
taxes paid or, if greater, $10,000.

Alternative minimum tax

Present law ‘mposes an alternative mmlmum tax on individuals to
the extent that the tax on alternative minimum taxable income ex-
ceeds their regular income tax, including the “add-on” minimum tax.

In general, ‘alternative minimum taxable income is bas:d on the sum
of the taxpayer’s gross income reduced by allowed deductions, and
increased by tax preference items (i.e., adjusted itemized deductions
and the capital gains deduction). The minimum tax rate ranges from
10 percent on amounts over $20,000 to 25 percent on amounts over
$100,000.



II. ADMINISTRATION PROPOSAL

Reduction in tax rates

By 1984, all tax rates in the current tax rate schedules would be re-
duced by dpplommately 30 percent. Thus, the range of tax rates would
be 10 to 50 percent instead of the 14 to 70 percent range under present
law. Interim reductions for 1981, 1982, and 1983 would be approxi-
mately 5, 15, and 25 percent, 1e<ppcm elv The 5-percent tax cuts for -
1981 would be reflected in a 10-percent reduction in income tax with-
holding and estimated tax payments starting July 1, 1981. Subsequent
adjustments to withholding schedules would oceur on January 1 of
1982, 1983, and 1984, Rate sehedules for joint returns under the Admin-
istration proposal are shown in Table 2. Comparable rate reductions
would be made to the other rate schedules.

Elimination of maximum tax

Effective in 1984, the current provision for a maximum tax rate of
50 percent on earned income would be eliminated, since the maximum
tax rate applying to all types of income would be 50 percent, as spec-
ified above.
Reduction in alternative minimum tax and capital gains tax rate)

Under the proposal, the maximum rate of the alternative minimum
tax would be lowered in 1982, 1983, and 1984 to 24, 21, and 20 percent,
respectively. These rates w ould be approximately equa] to the maxi-
mum rate on capital gains under the regular rate schedule which
would be in effect in that year. The deduction for net capital gains
would remain at 60 percant. Because the maximum regular tax rate
would be reduced from 70 percent to 50 percent over 4 years, the
maximum tax rate on capital gains would be reduced from 28 percent
to 20 percent.

Revenue effect

The Administration proposal is estimated to reduce calendar year
tax liability by $14.6 billion in 1981, $48.7 billion in 1982, $92.9 bil-
lion in 1983, $129.8 billion in 1984, %152 8 billion in 1985, and $178.9
billion in 1986. Fiscal year receipts would be reduced by $6.4 billion
in 1981, $43.9 billion in 1982, $80.8 billion in 1983, $119.8 billion in
1984, q146 6 billion in 1985, and $171.9 billion in 1986. These figures
include i increased outlays associated with the refundable poxtlon of
the earned income credit.

(8)
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Table 2.—Administration’s Proposed Tax Rate Schedules for 1981, 1982, 1983, and 1984: Joint Returns

Present law

Administration propesal!

1981

Tax at Tax rate

low end on in- low end on in-

Taxable income of come in of come in

bracket bracket bracket bracket  bracket

$0-$3,400_ __________ $0 0% $0 0%
$3, 400~$5, 500 _ - 0 14 0 3
$5, 500~$7, 600_ ______ 294 16 273 15
$7, 600-$11,900.. . ____ 630 18 588 17
$11, 900-$16, 000 _ _ __ 1, 404 21 1,319 20
$16, 000-$20, 200_ . ___ 2, 265 24 2, 139 23
$20, 200~$24, 600_ - 3,273 28 3,105 27
$24, 600-$29, 900 - 4,505 32 4,293 30
$29, 900-$35, 200_____ 6, 201 37 5, 883 35
$35, 200-$45, 800_ - _ __ 8, 162 43 7,738 41
$45, 800-$60, 000_ _ _ __ 12, 720 49 12, 084 47
$60, 000-$85, 600_ . . _ 19, 678 54 18, 758 51
$85, 600-3109, 400____ 33, 502 59 31, 814 56
$109, 400-$162, 400_ . 47, 544 64 45,142 61
$162, 400-$215,400___ 81, 464 68 77,472 65
$215,400 and over____ 117, 504 70 111, 922 66

% 1982 1983 1984 and subse-
quent years
Tax at  Tax rate Tax at Tax rate Tax at  Tax rate
low end on in- low end onin- low end on in-
of come in of come in of come in
bracket bracket bracket bracket bracket bracket
$0 0% $0 0% $0 0%
0 12 0 11 0 10
252 14 231 12 210 11
546 15 483 14 441 13
1,191 18 1, 085 16 1, 000 15
1, 929 21 1,741 19 1,615 18
2,811 24 2, 539 22 2,371 21
3,867 27 3,507 24 3, 295 23
5, 298 31 4,779 28 4,514 27
6, 941 37 6, 263 33 5, 945 32
10, 863 42 9, 761 38 9, 337 36
16, 827 47 15, 157 42 14, 449 40
28, 859 50 25, 909 45 24, 689 43
40,759 55 36,619 49 34,923 47
69, 909 58 62, 589 52 59, 833 49
100, 649 60 90, 149 53 85, 803 50

t Compared with present law, tax rates are reduced approximately 5 percent in 1981, 15 percent in 1982, 25 percent in 1983, and 30 per-

cent in 1984,



III. ISSUES FOR COMMITTEE CONSIDERATION
A. Distribution of Tax Cut by Income Class

1. Overview

A central issue in the choice of an individual income tax reduction
proposal 1s the distribution of the reduction by income class. The dis-
tribution of income tax burdens under current law 1s determined pri-
marily by the provisions described above in Part L. Two generai con-
cerns arise in considering this distribution: economic impact and
equity. With respect to economic impact, the principal issues discussed
below in the section on marginal tax rates are whether the distribution
of the tax burden by income class has any effect on the overall spending
or savings propensities of consumers and on their work efrort.

Considerations of equity are, of course, largely subjective, but two
types of information may be helpful in reaching a conclusion about
the desirable distribution of the tax burden—data on the impact of
tax changes scheduled for 1981 and data on the overall distribution of
the tax burden. There are several viewpoints from which discussions
of equity may proceed. First, some may argue that any tax reduction
should offset tax increases scheduled to take effect in 1981, so that the
distribution of tax burdens remains approximately the same as it
would have been without these increases. This approach will appeal to
those who believe that the 1980 distribution is appropriate or, at least,
the best starting point from which to analyze legislative proposals.
Another point of view would focus on the 1981 status quo as the refer-
ence point for discussion of equity considerations. A third point of view
could be that neither the 1980 nor 1981 distributions provides a useful
reference point and that the tax burden should be reexamined de novo
(i.e., without using present law to define a desirable distribution).
These individuals may believe, for example, that the tax system cur-
rently is too progressive or too regressive. This view would call for a
general examination of the distribution of the tax burden under cur-
rent law. The following sections provide information relevant to each
of these points of view. First, there is a discussion of the tax changes
scheduled for 1981. Next, data on the overall distribution of the tax
burden is presented. Finally, the tax reductions proposed by the Ad-
ministration are compared to the changes scheduled for 1981 and the
overall distribution of the tax burden under present law.

2. Tax changes scheduled for 1981

Under present law and in the absence of legislation, three factors
would significantly change the distribution of individuals’ tax liability
in 1981—(1) the interaction between inflation and fixed dollar
amounts in the tax system, such as rate brackets, (2) the interest-

(10)
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dividend exclusion adopted in the Crude Oil Windfall Profit Tax
Act of 1980, and (3) the increase in the rate and base of social secu-
rity taxes.

Effect of inflation

The effect of inflation on tax liability, commonly known as “bracket
creep,” is by far the most significant of these factors. Its effect can be
illustrated by several examples. In 1980, a couple with no children and
an income of $5,000 would have had no tax liability, because its income
was less than the sum of its personal exemptions ($2,000) and the zero
bracket amount applicable to married couples ($3,400). Suppose that
the family’s income rose at the rate of inflation, which is assumed to
be 10 percent, so that its income in 1981 was $5,500. Because the values
of exemptions and the zero bracket amount stay constant, tax liability
in 1981 is $14. Thus, even though the family’s income has risen no
faster than inflation, so that its real before-tax income is constant, its
tax liability has increased from zero to $14, reducing its real after-tax
income. Because the fixed dollar parameters of the fax system are not
changed, the distribution of tax burden, in terms of real income, does
change as a result of inflation.

The effect of inflation on tax liability varies according to a tax-
payer’s income. Generally, the tax reduction necessary to compensate
for the effects of inflation would be smaller in absolute dollars for
lower income than higher income households, but would result in a
larger tax cut, in percentage terms, for lower income households. This
can be illustrated by comparing the effect of inflation on a family with
$50,000 of adjusted gross income with the example in the previous
paragraph. Under current law, assuming that deductions are not
itemized and that no credits are allowed, the tax liability of a married
couple with $50,000 of income is $13,798. If the family’s income rises by
10 percent, to $55,000, then its tax liability would be $16,248, and its
average tax rate would increase from 27.6 percent to 29.5 percent.
However, if personal exemptions, the zero bracket amount, and the
rate brackets had been adjusted by the 10-percent rate of inflation, its
tax liability would be $15,178, which would imply the same average tax
rate and the same real after-tax income as in the prior year.
The tax reduction necessary to compensate for the effects of inflation
would thus be $1,070. Although this is a much larger amount than
the $14 figure derived for the low income family above, this reduction
as a percentage of tax liability (6.6 percent) is much smaller than the
corresponding percentage for the low income family (100 percent).

The same pattern appears in computing estimates, at 1981 income
levels, of the actual total tax reductions necessary to compensate for
the effect of inflation in increasing average tax rates even as real in-
come stays constant. The figures in Table 3 show the tax reduction
which would result from adjusting rate brackets, the personal exemp-
tion, the zero bracket amount, and the earned income credit by 9.14
percent, which was the increase in the GNP deflator between the third
quarter of 1979 and the third quarter of 1980. Compensating for the
effects of inflation would involve a tax cut which is large in absolute
amount but smaller as a percent of tax liability for high income than
low income taxpayers.
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Table 3.—Tax Increases From Inflation:* Aggregate Total and
Percent of Income Tax Liability Under Present Law by Income
Class (1981 Income Level)

Aggregate Percent of

total income tax

E: ded income (th ds) {(millions) liability
Below $5.___ . ___________________ $168 (@]
$5-$10__ 1,232 19.3
$10-$15_ 1, 365 8.4
$15-$20_ 1, 570 6.8
$20-$30__ = 3,703 6.3
$30-$50.. . - 5, 268 6.1
$50~-$100__ 2,781 5.4
$100-$200____ 771 3.2
$200 and over_.___________________ 253 1.2
Total . _____________________ 17,110 6.0

! Revenue gain from not adjusting personal exemption, earned income credit,
zero bracket amount, and rate brackets by 9.14 percent.

2 Individual income tax liability is negative for this group because earned
income credits exceed tax.

Dividend-interest exclusion

The second major tax change scheduled for 1981 is the $200 per tax-
payer exclusion of interest and dividends from gross income, which
was adopted in the Crude Oil Windfall Profit Tax Act of 1980. This
new provision replaces, for 1981 and 1982, the former $100 per tax-
payer exclusion which was applicable only to dividends.

Social security tax increases

The third set of changes having a major influence on individuals’
1981 tax burden is the increase in the rate of social security taxes and
the ad hoc increase in the base of the taxes. The rate of the tax on
employees increased from 6.13 percent in 1980 to 6.65 percent in 1981,
and the rate on the self-employed increased from 8.1 percent to 9.3
at the same time.! Although the base of these taxes normally rises by
the percentage increase in average wages in order to maintain the
real value of the tax, the law specifies an ad hoc increase to $29,700
for 1981, a figure higher than the $28,200 which would have applied
under the normal indexing formula. Only the excess of $29,700 over
$28,200 is counted as an increase in this analysis.

Table 4 presents figures by income class on the three changes sched-
uled for 1981. If the committee wishes to adopt a tax cut which offsets
these changes, then tax reductions for each income class greater than
or equal to the amounts shown would be necessary.

*The tax rate on employers also increased from 6.13 to 6.65 percent, Because
the incidence of this increase is uncertain, it is not considered in this analysis.



Table 4—Scheduled Tax Increases for 1981: Aggregate Change in Revenue and as Percent of Tax Liability
and After-Tax Income, by Income Class (1981 Income Level)

Aggregate change in revenue (millions)

Employee
and self— Total Total
Interest employed increase increase
an social as percent as percent
Expanded income! Inflation dividend Net income security Total of tax  of after-tax
(thousands) increase? exclusion® tax increase increase* increase liability income
Below $5. e s smsmme smmmams s e $168 $—25 $143 $228 $371 ® 1.0
$5-$10___ - 1,232 —141 1,091 530 1, 621 25.4 1.5
$10-$15___ - 1, 365 —208 1, 157 742 1, 899 11.6 1.4
$15-$20_ . _____ - 1, 570 —222 1, 348 880 2, 228 9.7 1.4
$20-$30_ _ - = 3, 703 —564 3,139 2,011 5, 150 8.8 1.5
$30-850. - - 5, 268 —862 4, 406 2, 692 7,098 8.3 1.8
$50-$100_ - - 2,781 —391 2, 390 926 3,316 6.4 1.9
$100-$200_ _ _ . 771 —83 688 175 863 3.6 1.5
$200 and over_____________________ 253 —21 232 44 276 1.3 .6
Total . .. 17,110 —2,517 14, 593 8, 227 22, 820 8.0 1.6

1 Expanded income is equal to adjusted gross income plus ex-
cluded capital gains and various tax preference items less the smaller
of investment interest paid or investment income.

2 Revenue gain from not adjusting personal exemption, earned
income credit, zero bracket amount, and rate brackets by 9.14
percent.

3 Revenue loss from expanding the $100 dividend exclusion to the
$200 interest and dividend exclusion.

4 Revenue gain resulting from ad hoe increase in the wage base
(to $29,700) above what would occur under indexing ($28,200), and
from increase in rate to 6.65 from 6.13 percent for employees and to
9.3 from 8.1 percent for the self-employed.

5 Individual income tax liability is negative for this group because
earned income credits exceed tax.

81
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Table 4 also shows the sum of these changes as a percentage of both
percent income tax liability and after-tax income. This sum is a larger
percentage of income tax liability for lower-income than higher-
income families. As a percent of after-tax income, the total scheduled
increase rises between the lowest income class and the second ($5,000 to
$10,000) class, is relatively constant through the $20,000 to $30,000
class, rises again for the $30,000 to $100,000 class and falls for the
highest two income groups.

As noted above, the significance of this information on scheduled tax
changes may depend on the committee’s judgment concerning the
equity of the distribution of tax liability before these increases went
into effect. 1f the committee believes that the distribution in 1980 was
appropriate, then it may wish to provide for a tax cut to offset the net
increases shown in the table. How, ever, to the extent that this distribu-
tion is felt to be inappropriate, the ‘goal of simply offsetting these
scheduled increases is less compelling.

A similar point may be made about the social security tax portion
of these scheduled increases. Some may sce these increases as making
the distribution of the tax more equxtable, and, also, they may be per-
ceived to be offset by future social security benehts Under this view,
these increases would not affect the desired distribution of income tax
relief. In contrast, others may believe that these increases have a
material effect on individuals’ ability to pay taxes and, thus, that they
should be taken into account in designing an income tax reduetion
proposal.

3. Overall distribution of tax burden

The overall distribution of the tax burden under present law can be
assessed in several ways. One of the most useful is to compare the dis-
tributions by income class of the number of tax returns, the total
amount of income, and the amount of income tax liability. The data
allowing this comparison are shown in table 5. These data are subject to
the important limitation that the income concept used does not include
any items not in adJ usted gross income except the tax pr eferences
which are included in the statutory definition of “expanded income.”
Thus, transfer payments, many fringe benefits, and tax-exempt inter-
est are not included. In addition, this income definition uses account-
ing rules prescribed for the income tax, even though these rules may
not take account of the impact of inflation on measuring real interest
and capital gains and may differ from those used to report income for
other purposes.

Under a tax system in which everyone paid the same absolute
amount of tax, the distribution of tax liability would be the same as
the dlqtmbutlon of taxpayers. Since tax liability under current law is
related to income, the burden of tax liability falls much more heavily
on higher income groups than would be the case under such a system,
this is evident from comparing the first and third columns of table 5



Table 5.—Percentage Distribution of Number of Tax Returns, Income, and Tax Liability, and Average Tax
Rate, by Income Class (1981 Income Levels)

[In percent]

Percentage distribution ! Average tax rate
Income and Income and
social se~ social se-
Expanded income Expanded Income tax curity tax Income tax curity tax
(thousands) Tax returns income liability 2 liability  liability only3 liability
(19.4) 2.1 (2.1) 0.2 (0. 2) 0.7 (0.7) —0.4 6.8
(36.6) 6.6 (8.7) 2.5 (2.7) 3.4 (4.1) 5.3 10.7
(50.9) 9.1 (17.8) 5.7 (8.4) 6.8 (10.9) 9.8 15.3
(62.5) 10.4 (28.2) 8.0 (16.4) 9.0 (19.9) 12.1 17.9
(80.6) 22.9 (51.1) 20.3 (86.7) 22.0 (41.9) 14.0 19.7
(95.2) 28.0 (79.1) 29.8 (66.5) 29.8 (71.7) 16.7 21.9
(99.1) 12.7 (91.8) 17.9 (84.4) 15.7 (87.4) 22.3 25.5
(99.8) 4.6 (96.4) 8.4 (92.8) 6.8 (94.2) 28.6 30. 1
(100.0) 3.7 (100.0) 7.3 (100.0) 5.7 (100.0) 31.0 31.5
100.0 100.0 100.0 15.7 20.5

! Cumulative totals in parenthesis. Totals may not add to 100 2 Includes only tax returns with positive tax liability.

percent because of rounding. 3 Includes all tax returns.

91
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Under a proportional income tax system, in which each taxpayer’s
tax liability was the same fraction of his or her income, the distribu-
tion of tax liability would be the same as the distribution of income.
A comparison of the second and third columns of table 5 shows that
the present tax system is progressive, that is, the distribution of tax
liability is weighted more heavily toward higher income taxpayers
than the distribution which would prevail under a proportional tax.
This difference is especially noticeable for the lowest and highest in-
come groups; the tax burdens of the middle income groups ($20,000
to $50,000) are not very different from what they would be under a
proportional income tax. Another way to use these figures is to divide
total tax liability by total expanded income to obtain an average tax
rate for each income class. Under a proportional income tax, the
average tax rate would be equal for each income class. Under present
law, the average rate rises from 1.3 percent for the lowest group to 9.8
percent for the $10,000 to $15,000 group, rises gradually over the next
three groups, and then rises to 22.3 percent for the $50,000 to $100,000
group and to 31.0 percent for the highest income group.?

Some might argue that the preceding discussion is incomplete
because it ignores social security taxes. Others, however, would argue
that the financing and benefits of the social security system should
be analyzed apart from the questions of equity within the income tax
system. To provide information for those who subscribe to the first
point of view, table 5 also shows combined income and payroll taxes as
a percentage of expanded income and an average tax rate computed for
both payroll and income taxes. Because the social security tax (1) does
not apply to capital income, which tends to be more highly concen-
trated among higher income groups than wages and salaries, (2) uses
a proportional rate rather than progressive rates with exemptions and
deductions, and (3) applies only on wages up to a ceiling amount
(%29,700 in 1981), it is less progressive than the income tax. Thus, the
combined burden of income and payroll taxes falls somewhat more
heavily on lower income groups, in relative terms, than the burden of
the income tax by itself.

4. Effect of Administration proposal

. The relationship of the tax reductions proposed by the Administra-
tion to the concepts and data discussed in the previous sections is pre-
sented in Table 6. For the purpose of this table, which shows a full year
of inflation and social security tax changes, the first full year of the
Administration proposal is represented by a 10 percent across-the-
board rate cut. (The proposed 5-percent rate cut for 1981, starting
July 1,is a 10-percent cut at annual rates.)

*The average tax rates are somewhat overstated because they do not take
account of the income of those who do not file tax returns.
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Table 6.—Aggregate Change in Revenue by Income Class: Sched-
uled Tax Increases and Administration Proposal by Income
Class

[1981 income level, millions of dollars]

First full year After 3 full years
Scheduled Adminis- Scheduled Adminis-
income and tration income and tration
social se- proposal social se- proposal
Expanded income curity tax (10 percent  curity tax (30 percent
(thousands) increases rate cut)  increases! rate cut)
Below $5_____________ 371 —69 664 —143
$5-$10___ - 1, 621 —031 4,330 —2,320
$10-$15_. i 1,899 —1,926 5,338 —4, 826
$15-$20__ - 2,228 —2,635 5,732 —6, 645
$20-$30 - 5,150 —6,379 13,164 —16,479
$30-$50_ = 7,098 —9,394 18,101 —23, 681
$50-$100. = 3,316  —5, 457 9,448 —14,106
$100-$200_-_ . 863 —2,035 2, 640 —5, 946
$200 and over._._____ 276 —1,474 873 —4,710
Total . _________ 22,820 —30,301 60,289 —78, 858

! Revenue from (a) not adjusting personal exemption, earned income credit, zero

bracket amount, and rate brackets by 3 full years of inflation (assumed to total
31.29 percent) and (b) repealing 1981 ad hoc increase in the wage base (to $29,700)
above what would occur under indexing ($28,200), and from 1981 and 1982
increases in rate from 6.13 to 6.70 percent for employees and from 8.1 to 9.35
percent for the self-employed.

The first two columns of Table 6 compare the aggregate revenue
change, by income class, from the increases in income and social se-
curity taxes scheduled for 1981 with the reductions which would be
caused by the Administration’s proposal. These figures show that the
total size of the proposed tax cut is about one-third larger than the
total amount of scheduled increases; however, the proposal does not
offset the inflation and social security increases for the lowest two
income brackets. For the income groups above $10,000, the Administra-
tion proposal more than offsets the scheduled increases. Generally, the
excess of the proposed reduction over the amount of scheduled in-
creases is larger for the higher income groups. The same general pat-
term appears when social security is left out of the comparison. To
illustrate this point using the figures in Table 6 for the sum of income
and social security tax increases, for the $10,000 to $15,000 income
group, the proposed reduction is 1.4 percent larger than the amount
of scheduled increases, while for the $200,000 and over group the pro-
posed reduction is 434 percent larger than the amount of scheduled
ncreases. The same general conclusions apply to the Administration
proposal when fully phased in, as shown by comparing the last two
columns of Table 6. The general pattern results primarily from the
fact that the Administration has proposed an across-the-board reduc-
tion and that tax increases from inflation are a higher percentage of
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tax liability for low-income families than high income families. Those
who argue that the proposed tax reductions should simply offset
scheduled increases would probably wish to shift some of the proposed
reductions from the higher income groups to the lower income groups.
However, others may argue that the distribution of tax burden already
is too heavily weighted toward high-income groups, or that other con-
siderations, such as reducing marginal tax rates, dictate that the tax
cut should not simply offset scheduled increases.

It should be noted that this analysis of the distributional impact of
the Administration’s proposal does not take into account the effect of
the proposed Accelerated Cost Recovery System (ACRS). Approxi-
mately 20 percent of the tax reduction from that proposal will acerue
to unincorporated businesses in 1981, but the data necessary to cal-
culate the distribution by income class are not available.

Another way to gauge the impact of the Administration’s proposal
is to calculate the reductions by income class as a percentage of either
tax liability or after-tax income. These figures are shown in Table 7.
As a percentage of tax liability, the proposed reductions are approxi-
mately uniform across income classes, while the scheduled increases are
a greater percentage of tax liability for low-income than high-income
taxpayers. The last two columns show that the scheduled increases (or
a tax cut to offset them) would have a roughly uniform effect as a per-
centage of after-tax income for all but the lowest and highest income
groups. The Administration proposal, on the other hand. would in-
crease after-tax income by 1 to 1.5 percent more for the higher-income
groups than for the middle-income groups.
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Table 7.—Tax Changes as Percentage of Tax Liability and Per-
centage of After-Tax Income, for Scheduled Tax Increases in
1981 and Administration Proposal (First Full Year) by Income
Class

[1981 income level, in percent]

Percentage of income Percentage of after-
tax liability tax income
Scheduled Adminis- Scheduled Adminis-
income and tration income and tration
social se- proposal social se- proposal
Expanded income curity tax (10 percent curity tax (10 percent
(thousands) increases rate cut)?  increases rate cut) ?
Below $5_. . _________ ® ® 1.0 0.2
$6-$10__ - 25. 14.6 1.5 0.9
$10~$15_ - 11.6 11.8 1.4 1.4
$16~$20.____________ 9.7 11.5 1.4 1.7
$20~$30__ . ______ 8.8 10.9 1.5 1.9
$30~-$50_ - 8.3 11.0 1.8 2.4
$50-$100_ . - 6.4 10.6 1.9 3.2
$100-$200.. - 3.6 8.4 1.5 3.4
$200 and over__._______ 1.3 7.0 .6 3.2
All income

classes_ . ...__ 8.0 10.6 1.6 2.1

tIndividual income tax liability is negative for this group because earned
income credits exceed tax liability.
2 First full year effect.

A final way to gauge the impact of the Administration proposal on
the distribution of tax burdens is to examine the average tax rate
under present law and under the Administration proposal. As in
Table 5, the average tax rate can be computed either for the income
tax or both income and social security taxes (combined). Table 8 pre-
sents the resulting computations. Average tax rates would be lowered
by roughly uniform amounts in most income classes by a tax cut which
exactly offsets net scheduled increases, while the Administration pro-
posal would lower average rates somewhat more for the higher income
groups than for lower income groups.



Table 8.—~Average Tax Rate Under Present Law, Present Law with Repeal of 1981 Scheduled Tax Increases,
and Administration Proposal (First Full Year)

{1981 income levels, in percent]

Average tax rate—income and social security tax

Average tax rate—income tax liability only liability
After Adminis- After Adminis-
After repeal tration After repeal tration
of scheduled proposal of scheduled proposal
Expanded income Present income tax (10 percent Present income tax (10 percent
(thousands) law increases rate cut) law increases rate cut)
—0.4 —0.8 —0.6 6.8 5.9 6.6
5.3 4.4 4.5 10.7 9.4 10. 0
9.8 9.1 8.7 15.3 14.2 14.2
12.1 11.4 10.7 17.9 16.7 16. 5
14.0 13.2 12. 4 19.7 18.5 18.2
16.7 15.9 14.9 21.9 20.5 20. 1
22.3 21.2 19.9 25.5 24.1 23.2
28.6 27.7 26.1 30. 1 29.1 27.7
31.0 30.7 28.8 31.5 31.1 29.3
15.7 14.9 14.0 20.5 19.3 18.9




B. Marginal Tax Rates
1. Overview

An individual’s marginal tax rate is the rate applicable to the last
or to the next dollar of income received. 1f an individual is subject to a
25-percent marginal rate, then the return to additional work etfort and
saving is reduced by 25 percent. For example, if this individual is
considering working on an overtime assignment which pays $40, then
the after-tax reward to this work effort is $30. A higher marginal tax
rate would reduce the return to this work etfort even further, affecting
the incentive to undertake the assignment. A similar point may be
made with respect to investment decisions. If the individual with a
25-percent marginal rate invests in a security with a 10-percent return,
the after-tax return would be 7.5 percent. Thus, the marginal tax rate
affects the incentive to save rather than use the same resources for
current consumption. The same reasoning may be used to show that
marginal tax rates also influence the incentives to engage in activi-
ties which are heavily taxed versus those which are lightly taxed. With
high marginal rates, for example, there is more incentive to invest in
lightly taxed investments or to take jobs in which a high proportion of
compensation is in the form of non-taxable fringe benefits than would
be the case with low marginal rates.

A great deal of concern has been raised about the effect on the effi-
ciency of the economy of the marginal tax rates characteristic of the
current individual income tax and of the resulting impact on the incen-
tives which affect economic behavior. It is not technically difficult to
lower marginal tax rates, but the degree to which the committee may
wish to lower them may involve comparing the economic efficiency
benefits of such a reduction with the costs or benefits related to the
achievement of other goals of the tax system, such as distribution by
income class (discussed above), and budgetary goals (discussed be-
low). The remainder of this section provides information relevant to
assessing these trade-offs. First, data are presented on recent trends in
average and marginal tax rates. This is followed by a discussion of the
impact of marginal tax rates on work effort and saving. Finally, the
effect of the Administration proposal on marginal tax rates is assessed.
2. Recent trends in marginal and average tax rates

Any taxpayer’s marginal tax rate is determined both by the tax rate
schedules and by the definitions necessary to arrive at the amount of
taxable income which is subject to the rate schedules. Thus, virtually
every provision affecting an individual’s tax liability may affect his
or her marginal rate. If personal exemptions were increased, an indi-
vidual’s taxable income would be reduced, and this would drop many
taxpayers into lower tax brackets. A similar point may be made about
the zero bracket amount. If an exclusion or deduction were eliminated,
some individuals would be pushed into higher tax brackets; the addi-
tional revenue which this would raise, however, could be used to pay

@1
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for a general rate reduction which could result in a net reduction in
marginal tax rates. A modest widening of rate brackets would lower
marginal rates for some, but not all, taxpayers. Direct reductions in
the tax rates appearing in the rate schedules would lower marginal
tax rates for some, or all, taxpayers, depending on the extent of the
reduction.

In order to compare the impact of proposals which, for example,
decrease some taxpayers’ marginal rates by a large amount and leave
others unchanged, with proposals which provide a smaller reduction
in rates for a larger number of taxpayers, it is useful to develop an
index of the average marginal tax rate which takes into account the
position of all taxpayers.

Table 9 presents data on recent trends in an index of average mar-
ginal tax rates. These figures are computed by weighting each tax-
payer’s marginal tax rate, assumed to depend only on the taxpayer’s
rate bracket, by his or her adjusted gross income. Thus, this index gives
an approximate indication of how much income tax revenues would
increase if all taxpayers’ adjusted gross income increased by a small,
uniform percentage. Weighting by income is an approximate way of
ensuring that each taxpayer’s marginal rate has a weight which ap-
proximates the extent to which the incentive resulting from a reduc-
tion in his or her marginal tax rate might be expected to affect the
overall economy. It should be noted that these figures do not take into
account State and local income taxes, social security taxes, and the
marginal tax rates implicit in Federal transfer payment programs.
(The last of these is discussed briefly in Part IIT. D., below.)

The marginal rate figures in table 9 show that during the period
covered by the table, the average marginal rate reached a low of 21.8
percent in 1965, the year that the largest post-World War IT tax cut
was fully phased in. The marginal rate then rose to 27.5 percent in
1969, when the 10-percent income tax surcharge was in effect, and then
fell to a relatively low figure (24.0) in 1971, after the surcharge was
removed. Since 1971, however, the marginal rate has increased each
year, and, using this index, it is estimated that the figure for 1981
would be 32.2 percent under present law.

Table 9 also contains figures on how the average income tax rate has
changed over the same period. (The average rate 1s simply total income
tax lability divided by total adjusted gross income.) During the 1960’s,
the pattern of the average rate generally followed the pattern of the
marginal rate; both figures reached a low in 1965 and a high in 1969.
During the 1970%s, however, there were two years, 1972 and 1975, in
which average rates fell at the same time that marginal rates increased.
Presumably, this occurred because tax reductions which were put into
effect in those years did not lower marginal tax rates directly.
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Table 9.—Marginal and Average Tax Rates, Individual Income
Tax, 1962-81

[In percent]

Marginal rate ! Average rate 2
Calendar year:

1962 24. 6 12.9
26. 1 13.1

22.7 11.9

21.8 11.5

22.2 12.0

22.9 12.5

27.0 13.8

27.5 14.3

24.5 13.3

24.0 12.7

24.4 12.5

25.7 13.1

26. 2 13.7

26. 8 13.1

27.8 13.5

28.7 13.8

30.6 14.6

32.2 15.9

! The marginal tax rate is the tax rate applicable to the last dollar of income.
The table shows the weighted average marginal tax rate for all tax returns,
weighted by adjusted gross income.

2 The average tax rate equals individual income tax liability for a calendar year
divided by adjusted gross income.

3 Includes the surcharge.

¢ Estimated.

The average marginal rate in table 9 is a weighted average of mar-
ginal rates from all tax returns. A somewhat more refined measure
may be obtained by using the sample of income tax returns which the
Joint Committee and Treasury staffs use to make revenue estimates. All
income items on the tax return and certain income-linked deductions
can be increased by a small uniform percentage, and the resulting in-
crease in tax liability may be calculated. The average marginal tax rate
is simply the increase in total tax liability divided by the increase in
total income. This makes it possible to use a more expansive definition
of income than adjusted gross income and, thus, to take into account the
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effect of such provisions as the $200 interest-dividend exclusion and
the 60-percent capital gains deduction. For example, for a taxpayer
whose dividend and interest income is less than $200, the marginal tax
rate on this type of income is zero. This effect and the effect of its
predecessor, the $100 dividend exclusion, are not reflected in the figures
in table 9. Other provisions which affect actual marginal rates but are
not included in table 9 are (1) deductions which increase automatically
with income, such as deductions for State and local income and general
sales taxes, and thus serve to decrease marginal tax rates, (2) the maxi-
mum tax on earned income, and (3) the two minimum taxes. When this
analysis is performed to calculate the average marginal tax rate under
present law, the result is a figure of 30.4 percent, lower than the 32.2
percent shown in table 9. This type of analysis also may be performed
for various possible changes to current law, including the Adminis-
tration proposal, as is discussed in Part ITT1.B.5, below.

3. Effect of marginal tax rates on work effort

In analyzing the effect of the changes in marginal tax rates on work
effort, it is useful to emphasize that a reduction in marginal tax rates
has two effects—it increases the taxpayer’s after-tax income and it
changes his or her incentives. Any tax reduction has an effect on the
taxpayer’s after-tax income. Thus. the effect on after-tax income of a
marginal rate reduction also could be achieved by an alternative form
of tax reduction, such as a lTump sum rebate. Since such income effects
are inherent in any tax system or changes in such a system, it is not
particularly fruitful to analyze these effects when the committee is con-
sidering alternative methods for achieving tax reduction. Rather, the
incentive, or “substitution” effects, of any particular tax reduction
should be, if possible, separated from the income effects.

An analysis of the effect on work incentives of a tax reduction in-
volves the answer to the following question: holding after-tax income
constant, how would work effort (hours worked) respond to a change
in marginal income tax rates? As a theoretical matter, such a reduction
would increase work effort, since the monetary reward to giving up an
hour of leisure would increase. The size of this effect is an empirical
question, however. The estimation of this magnitude is a very difficult
statistical exercise, since a methodology must be developed for compar-
ing the work effort of different individuals with different incomes,
wage rates, educational backgrounds, ete., and for determining how
much of the variation in work effort is attributable only to variation in
the after-tax wage rate.

Most of the studies which have been performed on this subject have
found that the substitution effect of after-tax wage changes in hours
worked is quite small for husbands but rather large for wives, especi-
ally wives with children. This pattern is confirmed in one of the most
recent and sophiscated studies, except that a significant substitution
effect is found for husbands, as well as wives. Thus, these studies indi-
cate that if marginal tax rates were lowered, holding other factors (in-
cluding after-tax income) constant, many individuals would be willing
to work a larger number of hours. This could be manifested as greater

*Jerry A. Hausman, “Labor Supply,” in Henry J. Aaron and A. Joseph Pech-
man, eds., How Tawxes Affect Economic Behavior, Brookings Institution, 1981.
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willingness to work full-time instead of part-time, greater acceptance
of overtime assignments, less absenteeism, and a%arger number of
individuals in the labor force.

It should also be noted that there are several other possible impacts
of marginal tax rates on work-related activities. First, it has been
argued that reduction in marginal tax rates could improve compliance
with the income tax, although there is little evidence which bears
directly on this question. Second, it has been argued that high margi-
nal tax rates have induced employees to demand a larger portion of
their compensation in the form of tax-free fringe benefits, such as
health insurance, than would be the case with lower marginal rates,
and this substitution of fringe benefits for cash may affect the effici-
ency with which the economy satisfies employees’ needs. To the extent
that such effects exist, they would be lessened if marginal tax rates
were lowered.

4. Effect of marginal tax rates on saving

If an individual saves a dollar rather than spending it on current
consumption, he or she generally will be able to have in excess of one
dollar available for consumption in a future period. The amount of
this excess depends on the return available for funds saved and on the
marginal tax rate applicable to this return. The quantity of consumer
goods which can be purchased in the future with a given amount of
money will, of course, depend on the rate of inflation. Thus, the after-
tax return (adjusted for inflation) determines the price of future con-
sumption in terms of current consumption, i.e., how much current con-
sumption must be sacrificed to obtain a dollar of future consumption.
The higher this price, i.e., the lower the after-tax return, the more
expensive it becomes to consume in the future, so that less consumption
is likely to take place in the future. As an important determinant of
the after-tax return, the marginal tax rate is likely to affect this choice.

As in the above analysis of work effort, it is important to distinguish
between the income and substitution effects of marginal tax rate
changes on the choice between current and future consumption. Any
tax reduction, including a reduction in marginal rates will increase
after-tax income and thus generally will lead to an increase in both
current and future consumption. However, as discussed above, mar-
ginal tax rate reductions also would have incentive, or substitution,
effects, because they change the rate at which the taxpayer can trade
off between current and future consumption. This discussion empha-
sizes the substitution effects, which are unique to marginal tax rate
reductions.

Three distinet sources of concern with high marginal tax rates
have been cited by economists who have analyzed the e<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>