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11.6: Taxation

Learning Objectives

e Identify the major sources of revenue for the U.S. federal budget as well as state and local governments
o Differentiate among a regressive tax, a proportional tax, and a progressive tax

Federal Taxes

Just as many Americans erroneously think that federal spending has grown considerably, many also believe that taxes have
increased substantially. The top line of Figure 1 shows total federal taxes as a share of GDP since 1960. Although the line rises and
falls, it typically remains within the range of 17% to 20% of GDP, except for 2009, when taxes fell substantially below this level,
due to recession.
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Figure 1. Federal tax revenues have been about 17-20% of GDP during most periods in recent decades.
The primary sources of federal taxes are individual income taxes and the payroll taxes that finance Social
Security and Medicare. Corporate income taxes and social insurance taxes provide smaller shares of
revenue. (Source: Economic Report of the President, 2015. Table B-21,
https://www.whitehouse.gov/administr...President/2015)

Figure 1 also shows the patterns of taxation for the main categories of taxes levied by the federal government: personal income
taxes, payroll taxes, corporate income taxes, and excise taxes. When most people think of taxes levied by the federal government,
the first tax that comes to mind is the individual income tax that is due every year on April 15 (or the first business day after). The
personal income tax is the largest single source of federal government revenue, but it still represents less than half of federal tax
revenue.

The second largest source of federal revenue is the payroll tax, which provides funds for Social Security and Medicare. Payroll
taxes have increased steadily over time. Together, the personal income tax and the payroll tax accounted for about 84% of federal
tax revenues in 2012. Although personal income tax revenues account for more total revenue than the payroll tax, nearly three-
quarters of households pay more in payroll taxes than in income taxes.

Taxes can be described as progressive, proportional or regressive depending on how the marginal tax rate one pays changes at
different income levels, as described in the feature below. Marginal tax rates are closely related to the concept of tax brackets.

The income tax is designed to be a progressive tax, which means that the marginal tax rate increases as a household’s income
increases. As your income rises, you move into a higher tax bracket, which means you pay a higher rate on that additional
income. Taxes also vary with marital status, family size, and other factors. Progressive taxes are justified by the ability to pay
principle, which argues that citizens with more income or wealth should pay at a higher rate since they have a greater ability to
pay. Contrast this with the benefit principle, which argues that tax payers should pay in proportion to the benefit they receive from
public goods or services. Thus, if you receive the same benefit, you should pay the same tax.

The marginal tax rate (the tax rate that one pays on the highest income they earn) for a single taxpayer range from 10% to 37%,
depending on income, as the following feature explains.
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HOW DOES THE MARGINAL Tax RATE WORK?

Suppose that a single taxpayer’s income is $35,000 per year. Also suppose that income from $0 to $9,075 is taxed at 10%,
income from $9,075 to $36,900 is taxed at 15%, and, finally, income from $36,900 and beyond is taxed at 25%. Since this
person earns $35,000, their marginal tax rate is 15%.

The key fact here is that the federal income tax is designed so that tax rates increase as income increases, up to a certain level.

The payroll taxes that support Social Security and Medicare are designed in a different way. First, the payroll taxes for Social
Security are imposed at a rate of 12.4% up to a certain wage limit, set at $117,900 in 2014. Medicare, on the other hand, pays for
elderly healthcare, and is fixed at 2.9%, with no upper ceiling. In both cases, the employer and the employee split the payroll taxes.
An employee only sees 6.2% deducted from his paycheck for Social Security, and 1.45% from Medicare. However, as economists
are quick to point out, the employer’s half of the taxes are probably passed along to the employees in the form of lower wages, so
in reality, the worker pays all of the payroll taxes.

The Medicare payroll tax is described as a proportional tax; that is, a flat percentage of all wages earned. A flat tax is a proposal
that the federal income tax system be proportional, so that instead of tax brackets, everyone would pay the same percentage of their
income.

The Social Security payroll tax is proportional up to the wage limit, but above that level it becomes a regressive tax, meaning that
people with higher incomes pay a smaller share of their income in tax.

Taxes can be categorized as progressive, proportional or regressive based on how their marginal tax rate changes as income
goes up.

o A tax is progressive if you pay a higher marginal tax rate as your income rises.
e A tax is proportional if your tax rate doesn’t change as your income rises; i.e. you pay the same rate at every income level.
o A tax is regressive if you pay a lower marginal tax rate as your income rises.

https://assessments.lumenlearning.co...sessments/7584

The third-largest source of federal tax revenue, as shown in Figure 1 is the corporate income tax. The common name for corporate
income is “profits.” Over time, corporate income tax receipts have declined as a share of GDP, from about 4% in the 1960s to an
average of 1% to 2% of GDP in the first decade of the 2000s.

The federal government has a few other, smaller sources of revenue. It imposes an excise tax—that is, a tax on a particular good—
on gasoline, tobacco, and alcohol. As a share of GDP, the amount collected by these taxes has stayed nearly constant over time,
from about 2% of GDP in the 1960s to roughly 3% by 2012, according to the nonpartisan Congressional Budget Office. The
government also imposes an estate and gift tax on people who pass large amounts of assets to the next generation—either after
death or during life in the form of gifts. These estate and gift taxes collected about 0.2% of GDP in the first decade of the 2000s.
Other federal taxes, which are also relatively small in magnitude, include tariffs collected on imported goods and charges for
inspections of goods entering the country.

State and Local Taxes

The main revenue sources for state and local governments are sales taxes, property taxes, and revenue passed along from the
federal government, but many state and local governments also levy personal and corporate income taxes, as well as impose a wide
variety of fees and charges. Property taxes are taxes based on the value of your home or other real estate. State or local authorities
assess the value of your real estate. Property taxes are a percentage of that value. Sales taxes are taxes on (and a percentage of)
retail purchases. Sales taxes are known to be regressive since the lower one’s income the greater proportion of the income one pays
in sales tax. For this reason, some states exclude purchases of groceries and/or medications from sales tax.

The specific sources of tax revenue vary widely across state and local governments. Some states rely more on property taxes, some
on sales taxes, some on income taxes, and some more on revenues from the federal government.
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Figure 2 illustrates state and local taxes as a share of GDP.
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Figure 2. State and local tax revenues have increased slightly to match the rise in state and local
spending. (Source: Economic Report of the President, 2015. Table B-21,
https://www.whitehouse.gov/administr...President/2015)
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Watch this video to see examples of the various types of taxes and to learn about the importance taxes play in generating
revenue for a country.

A link to an interactive elements can be found at the bottom of this page.

These questions allow you to get as much practice as you need, as you can click the link at the top of the first question (“Try
another version of these questions”) to get a new set of questions. Practice until you feel comfortable doing the questions.

[ohm_question]153255-153256[/ohm_question]
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