
Chapter 12 

Taxes and 
Taxation 

Who and what should be taxed? 

• 12.1 Introduction 

On February 14, 1929, in a garage on Chicago's 
north side, a crime was committed that would shock 
the nation. Seven men-a ll but one of whom were 
members of an organized crime gang-were brutally 
gunned down by members of a rival ga ng dressed as 
police officers. The ki llings, which made headlines all 
over the country, we re dubbed the Sa int Valentine's 

Day Massacre. 
The man believed to have been behind the massac re 

was AI Capone. one of the most notoriolls gangsters 
in American history. Capone, who went by the sin ister 

nickname "Scarface," was a Chicago mob boss du ri ng 
the Proh ibition era of the 19205. At the time, the sa le 
of alcohol was banned by the Eighteenth Amendment. 
Capone made a fortune from the illega l liquor trade, 
gambling, and other criminal activities. 

By ruthlessly eliminat ing his ri vals, Capone rose 
to the top of Chicago's criminal world. Federal law 
enforcement agents, led by Eliot Ness, tried for yea rs 
to arrest him on murder and racketeering charges. 

But Capone was slippery-he always had an alibi. In 
addition, no one was willing to test ify against him . 

Then, in 1930, a key piece of ev idence was found 
during a routine wa rehouse raid . Finally, federal 
prosecutors were able to bring their man to justice. AI 
Capone-the man branded "Public Enemy Nu mber 
Olle"- was cha rged with the crime of . .. ta x evasioll. 

Every yea r, millions of Americans have to fill out forms like these 
to pay taxes to the gove rnment. 

Speaking of Economics 

tax equity 
The idea that a tax system should be fair. 
Although people agree with tax equity in 
principle, they often disagree on how to 
achieve it. 

tax incidence 
The allocation of the burden of a tax between 
consumers and producers. Tax incidence is said 
to fall on the group that bears the burden oftax, 
no matter from whom the tax is collected. 

deadweight loss 
A loss of productivity or economic well-being 
for which there is no corresponding gain . A 
tax causes deadweight loss when the costs 
to taxpayers of paying the tax exceed the 
revenues gained by the government. 

tax rate 
The percentage that is levied on the value of 
whatever is being taxed, such as income or 
property. 

proportional tax 
A tax that takes the same share of income at 
all income levels. A proportional income tax 
applies the same tax rate to al l taxpayers, 
regard less of income. 

progressive tax 
A tax that takes a larger share of income as 
income inc reases. A progressive income tax 
applies a higher tax rate to high incomes than 
to low incomes. 

regressive tax 
A tax that takes a smaller share of income as 
income increases. A reg ressive tax applies the 
same tax rate to everyone. But the tax paid 
represents a larger share of a poorer taxpayer's 
income than of a wealthier taxpayer's income. 

223 



For several years in the late 1920s, Capone had 
fai led to pay inco me tax. Yet he lived like a king, 
spendin g ex travagantly on ca rs, clothes, and other 
lux uries. The Just ice Department knew that such 
lavi sh spending was a sign of substantial income, 
but they could not prove it until they found a coded 
set of accounts that belonged to Capone. When they 
fil ed charges, Capone is said to have responded, 
"The income tax law is a lot of bunk. The govern
ment can't collect lega l taxes from illega l mo ney." 

But Capone was wrong. In 1931, he was convicted 

of tax evasion and sentenced to II yea rs in prison. 
He was also forced to pay S80,000 in fines and court 
costs. and his career as a mobster was over. 

Capone lea rned th e hard way the truth of 
Benjamin Franklin's famous saying, "In this world 
nothing is ce rtain bu t death and ta xes." By compar
ing taxes to the one truly inevitable event in Iife
death - Franklin was saying that taxes are an 
unavoidable consequence of li vi ng in soc iety. 

In this chapter, you will learn about taxes and 
how they arc lI sed to finance government operations. 
You wi ll read abou t th e var ious types of taxes and 
how they arc collec ted and spent by governments at" 

the loca l, state, and nationa l levels. 

• 12.2 What Are Taxes and 
How Should They Be Levied? 

Most people know what a tax is-a mandatory 
payment to the government. But ask them if they 
like taxes, and you are sure to get no for an answer. 
No one enjoys giving up hard-earned income to 
the government. Fo r many people, the experience 
is downright painfu l. The physicist Albert Einstein 
is repor ted to have sa id, "T he hardest thing in the 
world to understand is the income tax." 

Taxes: The Price of Civilization 
Many people share Einstein's opinion. However, 
although taxes may be burdensome, they also make 
government possible. Without taxes, there could 
be no public institutions-no legislature, courts, or 
system of law enforcement. Therefore there wou ld be 
no ordered soc iety. "Taxation," said Supreme Court 
justice Oliver Wendell Holmes Jr., " is the price we 
pay for ci vil ization," 
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Taxes have existed for as long as societies have 

been organized under common rule. In early civili
zations, such as those of Egypt, Mesopotamia, and 
China, ta xation took many form s. Fa rmers and craft 
workers had to give up a share of the goods they 
produced to the government , and traders were taxed 
on their commerce. In add ition, people had to pro
vide labor for building temples, city walls, and other 

public works. Taxes were pa id in the form of goods 
and labor for centuries, but eventually these were 
replaced by taxes in the form of money. 

Today taxes are collected and used for various 

purposes. They supply revenues to support the fun c
tions of government, such as national defense and 
cri minal justice. They are used to pay for in fra
structure, such as roads and bridges, and to fund 
welfa re and public services, such as educat ion and 

hea lth care. 
Taxes are also used to promote social and eco

nomic goals. For example, a tax may be placed on 
certa in goods and services to limit their use. A tax 
on cigarettes or alcohol, fo r in stance, can di scour

age their consumption. Ta xes ca n also be used to 
red istribu te income. For instance, higher taxes 

might be placed on one group, such as the wea lthy, 
to provide benefits or services to another group, 
such as the poor. 

In ancient Mesopotamia, tax records were recorded in 
Cuneiform wri ting on clay tablets similar to th is one. One of 
the common taxes on Mesopotamian citizens was a labor tax, 
which could ra nge from farming and other manual labor to 
military service. 



Despite their many useful fun ction s, taxes have 
never been popular wi th the citizens who pay them. 
Thomas Paine referred to taxes collected by Europe's 
mona rchs as "plunder," or stolen goods. Throughout 
history, resentment over taxes has g iven rise to tax 

protests, riots, and rebell ions, including the rebellion 
that launched our coun try's fight for independence. 

How Our Nation's Founders Viewed Taxation 
Ta xation was the main issue that sparked the 
Amcrica n Revolut ion. At the time, Britain taxed the 

America n colon ies but gave them no representation 
in Pa rl ia ment. The coloni sts believed they should 
have a say in how they were taxed . T he popula r 
slogan "No taxat ion wit hout representat ion" became 

a ra llyi ng cry for coloni al discontent. As protests 
mou nted, some members of Pa rl ia ment called on the 
British government to change its tax pol icy. "You r 
scheme yields no revenue," declared the statesman 
Edmund Burke. "It yields nothi ng but discontent, 
disorde r, disobed ience." 

After independence, the American people 
reta ined a caut ious atti tude towa rd taxation. 

Although they accepted the need for taxes, they also 
wa ntcd to limit the govern ment's tax powers. 

Some of these li mits are written into the U.S. 
Constitution. Art icle I, Section 8, Clause I, which 
prov ides the basis for federa l tax law, says that Con
gress shall have the power "to lay and collect Taxes, 
Duties, Imposts and Excises." But the clause goes on 

to li mit this power in two key ways. 
• Taxes ca n be lev ied, or collec ted, on ly for the 

country's "common Defence and genera l Wel
fa re," no t for the benefit of ind ividual citizens. 

• Federal taxes must be the same in every state. 

The framers of the Constitut ion also inserted 
a cl ause that li m ited the power of Congress to tax 
indiv idual income. Thi s clause was overr idden in 

1913, however, by passage of the Sixteenth Amend
ment, which allowed for the establ ishment of the 
federal income tax. 

Adam Smith's Four Tax Maxims 
Shortly before America ns declared independence in 
1776, Ada m Smith published The Wealth oj Nations, 

his famous book on economics. In it, Smith laid down 
fo ur maxims, or guid ing prinCiples, of taxation th at 

i(J;;/JIt 

"YO II knolV, the idea o/taxa /joll ",11TH representation 
doeSl/'f appeal to me very lilliCh, either, " 

Because American colonists had no vote in the British 
Parliament, they complained about "taxation without repre
sentation." As this cartoon implies, however, people need no 
excuse to complain about taxes. 

have in fl uenced thinki ng about taxes ever since. 

Equity. The firs t of Smith 's max ims is equ it)" or 
fa irness. In hi s v iew, wealthy c iti zens benefit most 

from govern ment and ca n most afford to pa), its costs. 
He wrote, " It is not very unreasonable th at the rich 
should contribute to the public expense, not only in 
proportion to their revenue, but somethi ng more than 
in that proportion." In other wo rds, Smith believed 
that the rich should pay a higher percentage of their 
income in taxes than do the poor. 

Certaill ty. Smith 's second maxim is that the taxes 
a ci ti zen owes should be "certain, and not arbitrary." 
He wrote, "The time of payment, the man ner of 
pa),ment, the quantity to be paid, ought all to be 
clea r and plai n to the contributor." Otherwise, gov
ern ment officials ma), be tempted to abuse the tax 
system for their own benefit. 

Taxes alld Taxatio n 225 

,; 
• > 

~ • ~ · E 
.'? 
~ 

~ 
E 
~ 
~ 

g 
~ 
c 
0 
E 
5 
E 
g 
c 

~ .. 
~ 
;; 
,; 
~ 
0 
~ 

~ 

,2 
] 
"0 
<.> 

~ 
~ , 
0 
2 
0 

" Q 



Convenience. The th ird maxim is convenience. 

Smith wrote, "Eve ry tax ought to be levied at the 

ti me, or in the man ner, in which it is most li kely to 

be convenient for the contributor to pay it." In other 
words, the tax system should not be overly compli

cated . Taxpayers should find the process of payi ng 

their taxes simple, straight forwa rd, and predictable. 
EtJiciency. Sm ith's fourt h maxi m- efficiency-is 

designed to keep the economic costs of the tax system 

to a m ini mu m. Smith bel ieved that taxes shou ld pro
duce maximum ga in fo r the government, while caus

ing mi nimum loss for taxpayers. "Every tax," he wrote, 
"ought to ... take out and to keep out of the pockets 

of the people as li ttle as possible over a nd above what 

it bri ngs into the public treasury of the state." 

The Tax Equity Debate: Who Should Pay and Why? 

Most econom ists wou ld agree in theory with Smith's 
four maxi ms. Nevertheless, they often d isagree about 

how to put those maxims into practi ce. One of the 
most hot ly debated issues is the principle of tax 

equity, the idea th at the tax system should be fa ir. 

Although economists support the principle of equity, 
they differ over how best to achieve it. 

The cr ucial issue in the tax equity debate is who 

should pay. Eco nomists offer two basic approaches 

to this problem: the abi li ty- to-pay princ iple and the 

benefits- received pri nc iple. 

Key Concept 

Tax Equity 

The abili ty-to-pay principle mirrors Sm ith 's 

fi rst maxim. It says that cit izens should be taxed 

accord ing to their income or wea lth. People with 

h igher incomes should pay more tax. People with 

lower incomes shou ld pay less tax. Federal and 

state income taxes are based on this pri nC iple. For 

example, a lawyer who ea rns 5200,000 a yea r pays 

a higher percentage of income in taxes than does a 

teacher who earns $50,000 a year. 
The benefits-received principle says that those 

who benefit from a part icula r government program 

should pay for it. For example, people who d rive 

should pay for the upkeep of the highway system. 

Gasoli ne taxes that fund road repa irs are based on 

th is pri nciple, as are h ighway and bridge to lls. 

Who Ends Up Paying Taxes and Why? 

One of the difficulties with devisi ng a fair tax system 

is fi guring out who bea rs the burden of a tax. To many 

people, the a nswer seems obvious. The producer o r 

consumer who is legally required to pay the tax bea rs 

the burden, right' Not necessar ily. The economic bur

den of a tax- what economists ca ll tax incidence
may not fa ll on the person who pays the ta x bill. 

To see why, consider the tax on hotel rooms. 

Many state and local governments levy "occupancy" 

taxes on the use of hotel and motel rooms. Hotel and 

motel owne rs are required to pay th is tax revenue 

Tax equi ty begins with the belief that taxation should be fair to all who are taxed. Economists often cite 
two princip les in debates over tax equity: the ability-to-pay principle and the benefits-received principle. 

Ability-to -Pay Principle 
A tax on luxury items, such as diamond necklaces, is based 
on the abil ity-to -pay principle. The idea is that buyers of 
luxu ry goods have high incomes and can thus afford to pay 
more in taxes. 

TOTAl. 
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Benefits-Received Principle 
Bridge and highway tolls are taxes based on the benefits
received principle. The idea is that drivers-the people 
who benefit from the road system-should pay the cost of 
road improvements. 



to the government. Most hotels simply add the tax, 

which is a percentage of the room rate, o nto a cus

tomer's bill. W hen this happens, the customer bears 

the burden. But this ex tra cost might ca use some 

hotels to lose customers. If a hotel ow ner respond s 

by lowering roo m rates to reduce the overa ll cost to 

the customer, then the hotel owner, not the custo mer, 

is bea ring some of the burden of the tax. 

As thi s exa mple illu strates, tax incidence is 

affected by elas ticity of supply and demand. Elas

tici ty, YO LI may reca ll , is a measure o f sensit ivity 

to a change in price. In a market with very elastic 

demand, consumers a re highly sensitive to price 

changes. A tax that ra ises prices may drive SOme 

consumers out of the ma rket. If demand is inelas

tic, however, adding a tax to the price of a good o r 

service will have much less effec t on consumers' 

willingness to buy. 

Simi la rly, in a market with very elas tic supply, 

producers are highl y sensiti ve to price changes. A 

ta x that ra ises the cost of doin g business may d r ive 

som e producers out of the ma rket. I f supply is 

inelas tic, however, adding taxes to other costs will 

not have much effect on producers' w illingness to 

sell a good or service. 

In genera l, the burden of a tax will fa ll on th e 

side of the market that is less elas tic. If consumers 

a re more li kely to leave the market if prices rise, 

then prod ucers wi ll bea r more of the tax bu rden. 

But if producers a re more likely to abandon the 

m arket, the incidence of ta xat ion will fa ll mo re 

heav ily on consumers. 

Many states and cities levy 

occupancy taxes on the use of 
hotel and motel rooms. Such 
t axes are typica lly charged 

to the customer. But if a hotel 

lowers its room rates to keep 
the cos t to customers down, 

the incidence of the tax falls 
at least in part on the hotel 
owner. 

Any govern ment hoping to create an equitable 

tax system must take tax incidence into account. Yet 

many people a re unawa re that tax burdens ca n, and 

often do, sh ift. As econom ist N. Gregory Ma nk iw 
points out , 

Many discussions of lax equity ignore the 
illdirect e.Dects of taxes and are based 0 11 IVhat 
ecol/olll isls IIwckingly call the flypaper theory 
of tax incidence. According to {his theory, Ihe 
burden of a tax, like a fly on flypape.; sticks 
wherever it firs t lallds. TIl is assumption, holV
ever, is rarely valid. 

Taxes and Efficiency: Deadweight Losses 

and the Costs of Compliance 

There is less debate among econo mists about Smith 's 

fo ur th maxi m-efficiency. T here are many ways to 

ra ise revenue through taxation . O ne tax system is 

considered more efficient than another if it ra ises 

the same amo unt of revenue at less cost to taxpayers. 

O bviously, a tax is, itself, a cost that tax payers must 

bea r. But taxes also impose two other kinds of costs: 

deadweight losses and the cost of tax compliance. 

A deadweight loss occurs when the cost to 

consumers and producers from a tax-due to lost 

productivity or sales-is la rger than the size of the 

tax revenue it generates. As econo mics writer Charles 

W heelan put it , a deadweight loss "makes you worse 

off without making anyone else better off." 

Taxes ca n create deadweight losses by reduc

ing people's incentives to be as producti ve as they 
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would otherwise choose to be. For example, consider 
the effect of state and federa l income taxes on a job 
seeke r who is offered a position that involves long 
hours of overtime. If she could keep every doll ar 
she would earn by working the extra hours, the job 
might look attractive. But knowing that she will have 
to pay at least a third of her earnings in taxes, she 
decides it is not wor th working that hard. She turns 

down the job and continues looking for work. Not 
only is she sti ll unemployed, but the economy has 
lost what she m ight have produced had she taken the 
job. T hat lost productivity is a deadweight loss. 

Another sou rce of ta x inefficiency is the cost 

of complying wi th the ta x code. Every yea r, U.S. 
taxpayers spend many hours, and often hundreds of 
dollars, prepar ing their income tax forms. Moreover, 
as Figu re 12.2 shows, the ove rall cost of compliance 
has been rising yea rly. The time and money spent on 
tax preparation are resources that , if we had a more 

efficient tax system, could be used productively in 
other ways. 

Figure 12.2 

Measuring the Cost of Tax Compliance 

• 12.3 What Kinds of Taxes 
Will You Pay in Your Lifetime? 

Every yea r on Apri l 15, as midnight approaches, post 
office parking lots fill up around the country. Harried 
taxpayers hurry inside to get a place in line. The 
clock ticks. The race is on to get federa l income tax 
forms postmarked before the April 15 filing deadline. 

Taxation Basics: Tax Base and Tax Rates 
In 2013, that Apri l 15 deadline almost coincided 
with another ta x-related day, known to some as "tax 
freedom day." This is the date every year when it is 

estimated that average A merieans will have ea rned 

enough to pay all their taxes for that year. In 201 3, 
that date was April 18-108 days into the year. This 
means that Americans spent nearly one-thi rd of20 13 
working to pay their federal , state, and local taxes. 

Ma ny kinds oftaxes make up the average Ameri
can's tax burden. All these taxes consist of two basic 
elements: the ta x base and the tax rate. 

According to the Tax Foundation, a nonprofit organization dedicated to educating U.S. taxpayers, the cost of 
ta x compliance is rising year by year. 
• The foundation estimated that in 2005. individual taxpayers spent 2.8 billion hours fi lling out 387 mill ion 

federal income tax forms . 
• That same year, the cost of federal tax compliance by all taxpayers-individuals. firms. and non profits

was more than $265 billion . 

Source; The Tax Foundation. 
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Figure 12.3A 

Comparing Taxes wi th 
Other Spending Categories 
This graph shows how many days 
in a year the average American 
spends working to pay different 
federal. state. and local taxes. 
Note that the number of days 
worked to pay individual income 
taxes exceeds any other category. 

How Long Americans Work to Pay Taxes. 2011 

Corporate 
income---~ 

.. 
_--_ .... __ -_ Individual 

income 
taxes 
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Social 
insurance ---\ 
taxes 

Estate and 

Sales and 
,'----excise taxes 

gih taxes ___ ~ '--___ Other taxes 
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Source: The Tax Foundation. 

The tax base is Ihe thing that is taxed, such as 

persona l income, a good sold at a store, or a piece of 

property. Taxes are defi ned according to their tax 

base. For example, income tax is based on personal 

income. A property tax is based on the va lue of 

property, such as a home. 

The tax rate is the percentage of income-or of 

the va lue of a good, service, or asset-that is paid in 

tax. For example, jfthe income tax rate were set at 

20 percent, tax payers \vQuld have to pay an amount 
equal to 20 percent of their ta xable income. 

Tax St ructures: Proportional. Progressive, 

and Regressive 

Taxes are also defined by their structure, wh ich in 

turn depends on tax rates. Economists identify three 

types of tax structures: proportional, progressive, and 

regressive. Each structure has its advocates and critics. 

ProportiolJa/ taxes. A proportional tax is a tax that 

takes the same share of income at a ll income levels. 

For example, a proportional income tax of 10 per

cent would tax all incomes at that rate. 

Cri tics of proportional taxes argue that such 

taxes fail the test of fa irness, because they tax the 

rich and the poor at the same rate, even though the 

poor have less ability to pay than do the rich. A 10 

percent income tax levied on a person who makes 
525,000 a year, for example, represents a greater 

sacrifice than the same tax levied on a person who 

makes 5250,000 a year. 

'--__ Property 
taxes 

Advocates of thi s tax st ructu re, however, claim 

that a propor tional tax is fair precisely because 

everyone pays an equa l sha re. They also poi nt out 

that proportiona l taxes a re effic ient because they are 

simple to ca lculate and easy to collect. 

In recent yea rs. Estoni a and severa l other Easte rn 

Eu ropean cou ntries have adopted a proportional 

income tax, or fl at tax. For example, Slovakia intro· 

duced a flat tax in 2004 so that rich a nd poor a li ke 

pay a 19 percent tax on inco me. Suppo rters a rgue 

that this helps the economy by attracting foreign 

investors. Its simplicity also leads to less tax evasion. 

However, crit ics point out that a flat tax can hur t the 

midd le class. [n 20 l 3, Slovakia abol ished the flat tax 

in favor of a progressive tax. 

Progressive taxes. A progressive tax is a tax that 

takes a larger share of income as income increases. A 

progressive tax is based on the ability-to-pay princi

ple. Most federa l taxes, includi ng the federal income 

tax, are progressive. 

The main argu ment in favor of progressive taxa

tion is the equity a rgu ment. A progressive tax gets 

larger as income increases. T hus it places a greater 

tax bu rden on the wealthy-where advocates believe 

it should be- than on the poor. 

Critics of progressive taxation , however, believe 

that placing an unequal burden on the r ich is fun 

da mentally unfair. [n effect, they argue, such a tax 

punishes people for accumulat ing wealth and may 

create a d isincentive to work, save, and inves t. T hey 
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Proportional, Progressive, and Regressive Tax Structures 
The three basic tax structures differ in how they tax individuals or firms with va rious levels of income. 

Proportional Tax Progressive Tax Regressive Tax 
In a proportional tax st ructure. 
tax rates remain fixe d as income 
in creases. 

In a progressive tax structure, 
tax rates increase with rising 
in come. 

In a regressive tax stru cture, 
tax rates take a smaller share 
of income as income increases. 

Low High 

Income 

High 

• .. = x 

'" 
Low 

also complain that creating d ifferent rates for dif
ferent income levels leads to a more complex, and 

therefore less efficient, tax system . 

Regressive taxes. The third tax structu re, the regres

sive tax, is a tax that takes a smaller share of income 

as income increases. Governments do not set Ollt to 
impose higher tax rates as incomes fall. But a tax that 

is proportional- that appl ies a single rate to every
one-can effectively fU llction as a reg ressive tax if it 
takes a bigger bite out of the incomes of poor people 
than those of wealthy people. 

Sales taxes, for example, are regressive. To under

sta nd why, consider a low-income person who ea rns 

520,000 a yea r and spends SIO,OOO of it on taxable 

goods and services. If the sa les tax rate is 5 percent, 
that person pays $500 in sa les tax a year. This amount 
represents 2.5 percent of the low earner's income. 

Compare that with the tax burden of a person 
who ea rn s $100,000 a yea r and spends $30,000 on 

taxable goods and services. At the sa me tax rate, the 

high ea rner pays th ree times as much sa les tax, or 
$1,500. But that figure represents only 1.5 percen t of 

the h igh ea rner's income. When the percentage of 

income claimed by a proportional tax goes down as 

income goes lip. the tax is considered regressive. 
Cri tics of taxes that tend to be reg ressive argue 

that they tu rn the ability-to-pay princ iple on its 
head. Instead of taxing most heav ily those who are 
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most able to pay, such taxes place the greatest burden 

on those least able to pay. 

Advocates of proportional taxes, however, argue 

that they need not be regressive. High ea rners, they 

point out, may choose to spend the same percentage 

of their income on taxable goods and services as 

people with lower incomes. In such cases, the tax is 

flat. not regressive. with high earners paying more as 

they consume more. 

Individual Income Taxes 

The largest share of tax revenue taken in by the 

federal government comes from individual income 

taxes. The majority of states also impose an income 

tax on their residents. The federal income tax and 

most state income taxes are progressive taxes. 

The federa l income tax applies to all U.S. citizens 

and residents with income above a certai n minimum 
level. For exa mple, a Si ngle adu lt who ea rned less 

than $9,750 in the yea r 2012 was not required to file 

a federal income tax fo rm. 

The Internal Revenue Service is responsible for 

issuing federal income tax forms and processing 

tax returns. The IRS also works to ensure compli

ance wi th the tax code, the set of laws that govern 

fede ral taxes. Over time. these laws have grow n in 

size and complexity. Between 1954 and 2005, fo r 

exa mple, Congress enacted 35 signi fica nt cha nges to 



the income tax code. The tax code is now estim ated 

to contain nearly 4 mil lion words, though nobody 

actuall y knows exactly how long it is. 

T he IRS collects taxes from workers using a "pay 
as you ea rn" systern . Under this system, also known 

as withholding, employers take out a cer tain a mount 

of tax from each paycheck. At the beg inning of each 
yea r, most workers receive a W-2 fo rm, which lists 

their wages fo r the previous year and the amount of 
tax that was with held . 

Tax payers submit tax returns between Jan uary 1 
and April 15. They are requi red to declare a ll their 

income fo r the previous year, including wages, invest

ment earnings, business profits, and other types of 

inco me. If the IRS questions the accuracy ofa ta x

payer's return, it may order an audit, or formal review 
of the return. Taxpayers who fa il to comply with tax 

laws may face fin es or, like Al Capone, imprisonment. 

Figure 12.3B shows the federal income tax rates for 

single adults in various income brackets fo r 2013. As 

income rises, the marginal ta x rate rises as well . The 

marginal tax ra te is the rate at which the last dollar 

a person earns in a given year is taxed. The table in 
Figure 12.3B shows seven marginal ta x rates for Single 

adults in 201 3, rangi ng from 10 to 39.6 percent. These 

rising rates make the income tax a progressive tax. 

Figure 12.38 

Suppose you ea rned S15,075 in 201 3. T he fi rst 

$8,925 of your income wou ld be taxed at the lowest 
ra te of 10 percent. The rem aining $6,150 would be 
taxed at the nex t highest rate of 15 percent. T hi s 

rate- IS percent- would be your marginal tax ra te, 

because it is the rate you would pay on the las t dollar 
ea rned th at yea r. 

Because your income is taxed at two different 

rates, you r average tax rate will be lower than your 
margi nal ta x rate. In th is case, your average tax rate 

in 201 3 would be just over 12 percent. The g raph in 
Figure 12.3B shows both marginal and average ta x 
rates at d ifferent income levels. 

Payroll Taxes 

The second-largest share of federal ta x revenue comes 

from payroll taxes. A payroll tax is a tax on the wages 

a company pays its employees. O f the severa l kinds of 
payroll taxes, the two most important are the Social 

Securit y tax a nd the Medicare tax. Bot h are used to 

fund large federal soc ial insurance programs. 
The Social Security tax is set at a fi xed rate, which 

is paid half by the employer and half by the employee. 

People who are self-employed pay the ent ire tax 
themselves. In 201 3, the total Social Secu rity tax rate 

was 12.4 percent. 

Comparing Marginal and Average Federal Income Tax Rates 
The federal income tax is a progressive tax. The table shows how marginal tax rates for a single taxpayer ri se as 
income increases. You can see from the graph that the average tax rate fo r most taxpayers is less than their marg inal 
tax rate. This is true be cause not all income is taxed at that marginal rate. 

2013 Income Tax Rates for Single Adults Marginal and Average Tax Rates, 2013 

Taxable Income Marginal Tax Rate 40% 

SO to S8,92 5 10% 
Ma rg ina l ta,.' ;,,:ra;,,:te;.,.. _____ --' 

30% 
S8,926 to 536.250 t5% 

S36,251 to S87,850 25% 
!'l Ave ra ge tax rate m 
~ 10% • 

S87,85 t to 5183.250 28% ~ 

5183,251 to S398.350 33% 10% 

S398,351 to S400,000 35% 

S400,001 and above 39.6% 5100.000 $100.000 S300.000 S400.000 

Source: Tax Policy Center Annu al Income 
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Because its rate is fixed, the Social Security tax 
appears, at first glance, to be a proportional tax. But 
it is actua lly regressive, for two reasons. Fi rst, the 
Social Secur ity tax applies on ly to wages, sa laries, 
and self-employment income. It does not apply to 
income from investments. Second, on ly earnings up 
to a speCified maximum amount, or cap, are taxed. 
In 20 13, that cap was $113,700. Ea rnings over that 
amount are not taxed. Thus Social Security claims a 
smaller share of income as income ri ses. 

The Medicare tax is also split evenly between 
employer and employee. In 2013, the total Medicare 
tax rate was 2.9 percent, half of which-l.4S percent
was withheld from employees' ea rnings. The Med i
care tax is not capped. However, starting in 2013, 

income above S200,OOO will face a Medicare tax of 

an addit ional 0.9 percent. 
Many states also levy payroll taxes. An unem

ployment tax is a state payroll tax that is used to 
assist workers who lose their jobs. Some states also 
levy a state disability tax, which funds state pro
gra ms to help workers who are injured on the job. 

Property Taxes 
Taxes on property are a major source of revenue for 
many state and local governments. Property taxes 
are commonly levied on real property, which con
sists ofland and bu ild ings. Some governments also 
tax personal property, such as cars and boats. 

Property taxes are proportional taxes that charge 
a fixed percentage of the va lue of a property. That 
value is calculated by an assessor, a public official 
who determines the value of a property for taxation 
purposes. If the assessed value of a property changes 
-a common occurrence in the real estate market

property taxes change, too. 
In many communities, property taxes are a major 

source of revenue for public schools. However, the 
practice of funding public schools with property 
taxes has many critics. Some charge that it is unfair 

to require all property owners to pay such taxes when 
not all of them use the public schools. Others ques
tion the equity of basing school funding on property 
taxes. These critics point to the fact that lower
income school dis tricts with low property values can
not raise as much revenue as higher-income school 
districts can. Funding schools in th is way puts lower
income students at an educational disadvantage. 
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Sales Taxes 
Another important source of state and local revenue is 
the sales tax. Such a tax levies a percent charge on the 
purchase of a wide va riety of goods and services, from 
manufactured items to meals served in restaurants. 

Sales taxes are relatively easy to collect and provide 
critical funding for state and loca l governments. But 
as you read earlier, sales ta xes tend to be regreSSive, 

because people with high incomes typically spend 
less on goods and services as a share of their income 
than do lower-income individuals . To limit the 
regressive effects of a sales tax, many cities and states 
do not tax necessities, such as food and medicine. 

Corporate Income Taxes 

Governments at all levels levy various types of bus i
ness taxes. The largest business tax is the federa l 
corporate income tax, which is applied to the profits 
of corporations. Like individua l income taxes, COf

porate taxes are progressive, applying a higher tax 
rate to higher levels of corporate income. 

It might seem that placing high taxes on corpo
rat ions and other businesses would help relieve the 
ta x burden on ordinary citizens . In rea li ty, the cost 

of corporate taxes is passed along to individuals- to 
customers in the form of higher prices, to employees 
in the fo rm of lower wages, and to shareholders in the 
form of sma ller dividend checks. As one economist 
put it, "Purely and simply, business taxes, like all other 

taxes, ... are paid for by people." 

Excise and Luxurv Taxes 

Federal, state, and local governments also earn rev
enue from excise and luxury taxes, both of which tax 

consumption of certain goods and services. 
Excise taxes are typically levied on goods and 

services a government wants to regulate. For example, 
alcohol and cigarettes are taxed to discourage their 
use. Because of their association with alcohol and ciga
rettes, excise taxes are sometimes called sin taxes. Like 
other sales taxes, excise taxes are generally regressive. 

Luxury taxes, as the name implies, are levied on 
the sale ofluxury goods, such as fur coats and pri
vate jets. Luxury taxes are progressive, because the 
consumption of luxury goods increases as income 
increases. The theory behind such taxes is that a 
person who can afford to buy a fur coat or a private 
jet can easily afford to pay an extra tax on it. 



In practice, however, luxury taxes have not 
always worked the way lawmakers intended. In 1990, 

for exa mple, Congress passed a luxury tax on expen
sive furs. jewelry, cars. private airplanes. and yac hts. 
Because of the tax, wealthy people who might have 

purchased such products decided not to. 

Federal, State, and Local Taxes 

As demand for the luxury goods dropped, the 

firms that suppl ied them laid off workers. Within a 

year, according to a government study, the ta x had 
destroyed 330 jewelry industry jobs, 1,470 ai rcraft 

industry jobs, and 7,600 jobs in the boat-building 

industry. In 1991, these job losses cost the federal 

Governments at the federal, state, and local levels collect a wide range of taxes. Some of the most common types 
of taxes are described here. Each is further defined by th ree criteria: (1) its structure-proportional, progressive, or 
regressive; (2) its incidence, or who carries the burden; and (3) the particular branches of government that levy it. 

lUll\l~ .--- • 
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Individual Income Taxes 
A tax levied on personal income earned 
from wages and returns on investments. 

Structure: Progressive-Rates rise with 
income. 
Incidence: Single adults and married 
couples 
levied by: Federal, state, and local 
governments 

Payroll Taxes 
Taxes deducted directly from employee 
paychecks. The two la rgest payroll taxes 
fund Social Security and Medicare. 

Structure: Medicare tax-proportional; 
Social Security tax- regressive 
Incidence: Employers and employees 
l evied by: Federal and state 
governments 

Property Taxes 
Taxes levied on the value of real 
property, such as land and homes, or 
on personal property, such as cars and 
boats. 

Structure: Proportional- Rates are the 
same for all. 
Incidence: Property owners 
Levied by: State and local governments 

Sales Taxes 
A tax on the sa le of goods, paid by the 
customer at the time of purchase. Most 
states and many cities have a general 
sales tax. 

Structure: Regressive-The poor pay 
a larger proportion of their income in 
sales taxes than do the wealthy. 
Incidence: Individual consumers 
Levied by: State and local governments 

Corporate Income Taxes 
A tax on company profits. 

Structure: Progressive-Rates rise with 
profits. 
Incidence: Corporations, which then 
pass the expense on to consumers, 
employees, or shareholders 
levied by: Federal, state. and local 
governments 

Excise and Luxury Taxes 
Taxes on the sale of certain goods, 
services, and high-priced luxury items. 
Called sin taxes when applied to alcohol, 
cigarettes, and gambling. 

Structure: Excise tax-regressive; 
Luxury tax- progressive 
Incidence: Individual consumers 
levied by: Federal, state, and loc al 
governments 

User Fees and Tolls 
Taxes charged for the use of publ ic 
facili ties and services and for permits 
and licenses. 

Structure: Proportional- Rates are the 
same for all. 
Incidence: Individual users 
levied by: Federal, state, and local 
governments 

Estate and Inheritance Taxes 
Taxes levied on some or all of the estate 
(property and possessions) a person 
leaves behind at death . 

Structure: Progressive- Rates rise with 
value of the estate. 
Incidence: Heirs of large estates 
levied by: Federal and state 
governments 
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government more than $24 million in lost income tax 

revenue and unemployment benefi ts paid to laid-off 

workers. Th is amount was more than all of the 

revenue generated by the luxury tax that sa me year. 

The 1990 luxury tax illustrates the unintended 
consequences of poorly thought-out tax legislation. 

In th is case, lawmakers fa iled to realize that the de
mand for lu xury goods is ac tually quite elast ic. In 

1993, Congress repealed the luxury tax on every

thing except ca rs costing more than 530,000. The 

luxury car tax expired in 2003. 

User Fees and Tolls 
Have YOll ever paid an entrance fee to a national park 

or a toll on a bridge? Li ke charges to park in public 

lots, swi m in public pools, or use public highways, 

these a re examples of user fees and toll s. User fees 

and tolls are fixed charges levied on the use of a pub
lic service or facility. Fees and tolls are based on the 
benefits-received principle, because those who use a 

fac ility pay the tax. 
User fees and tolls a re proportional taxes in that 

everyone pays the sa me rate, regardless of income. 

They become regressive or progressive only when a 
given fee tends to fall mo re heavi ly o n low-i ncome or 

high-income taxpayers. 

Estate and Inheritance Taxes 
The federal government imposes an estate tax on 

assets left to hei rs by someone who dies. The heirs, 

Figure 12.4A 

or inheritors of sllch assets, pay the tax. J\Ila ny states 

also levy an estate tax, sometimes called an inheri

tance tax, on top of the federal tax. 
Estate taxes are progressive, because larger esta tes 

a re taxed at a higher rate. Some critics argue, how

ever, that estate taxes are unfair because they impose 
a n additional tax on property and wea lth that may 

already have been ta xed during a person's li fetime. 

Estate taxes may also discourage saving. Cr itics who 

oppose the estate tax sometimes call it a "death tax." 
"Death a nd taxes may be inev itable," one critic has 

said, "but they shouldn't be related." 

• 12.4 How Do U.S. Governments 
Spend the Revenue They Raise? 

In 20 12, the fe deral government collected about $2 .3 
trillion-that is, 52,300,OOO,OOO,OOO-in tax revenue 

from its cit izens. Such an enormOliS sum raises an 

obvious ques tion: what does the federal government 

do with it all? 

Federal Revenue Sources 
Most o f the federal government's tax revenue comes 
from four sou rces. Individual income tax is the larg

est source, followed by payroll taxes and the corporate 

income ta x. T he fO llrth main source is excise taxes. 

Figure 12.4A shows these sources, along with the share 

of total revenue provided by each type. 

Analyzing Sources Sources of Federal Revenue. Fiscal Year 2012 
of Federal Revenue 
Individual income taxes provide 
the largest share of federal 
revenue. Payroll taxes. which 
fund So cial Security and 

Medicare benefits. also provide 
a large portion of revenue . 
Beca use tax revenues did not 
cover spending in 2012. the 
government also borrowed money 
to cover the deficit. 

Source: Budgot of tne U.S. Government. 
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Figure 12.48 

Tracking Mandatory and 
Discretionary Spending 
Over the years, the percentage of federal 
revenue dedicated to mandatory spending 
has grown. Most recently, about two 
thirds of federal revenue has been spent 
on interest and entitlement benefits. 
The remaining third has been used for 
discretionary spending. By far the largest 
discretionary item is defense spending. 

33% 

1962 

Mandatory Spending, Fiscal Year 2012 

Welfare 
benefits 

~ 
Health care, 
veterans benefits, 
and other programs 

L-- Medicare 

-_ .... ,.JI .... ~ __ Social Security 

Source: Budget of the U.S. Government . 
Noto: Percentages do not add to 100 due to rounding. 

Even with these four major taxes, the government 

typically does not take in enollgh revenue to cover all 

its expenditures. T his gives r ise to the federal deficit, 

the shortfall between tax revenues and government 

expenditures in any given year. 

To make up thi s difference, the government bar· 

rows money. Federal borrowing takes place through 

the sale of government bonds, which include Treasury 

bills, sav ings bonds. and ot her government- issued 

certificates of debt. W hen the government sells a bond 

to an investor, it is taking on a debt th at it pro mi ses 

to repay with interest in the future. 

Selling govern ment bonds to make up for a fed 

eral defici t adds to the national debt. however. The 

national debt is the total amount owed by a nation's 

government as a result of borrowing. 

Federal Spending: Mandatory and Discretionary 

Every yea r, the federa l government d raws up a 

budget to determine how it wi ll spend its revenu es. 

Like all government budgets, it is based on a fisca l 

year, rather than a calendar year. A fi sca l year is a 

Growth of Mandatory Spending, 1962- 2010 

53% 

39% 

1970 1980 2000 2010 
== 

Discretionary Spending, Fiscal Year 2012 

Other 
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of justice 
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Veterans 
benefits 
4% Welfare 

benefits Health 

~Oefense 

52% 

and training 

International 

Science, 
space, and 
technology 
2% 

12· month accounting period . The fede ra l fisca l yea r 

begins on October I and is identi fi ed by the yea r in 

which it ends. Fisca l yea r 2013, for exa mple, ended 

on September 30, 2013. 

In the fede ral budget, spend ing is d iv ided into 

two broad categories: mandatory and di scret ionary. 

T hese broad categories and their subdivisions are 

represented in the c ircle graph s in Figure 12.4B. 

Mandatory spending is spending that is fixed by 

law. The only way for Congress to change the amount 

of money allocated to mandatory spending is to enac t 

new legislation. 

The two main categories of mandatory spend ing 

are interest on the national debt and entitlements. 

Entitlements a re programs through which individu

als receive benefits based on their age, income, or 

some other criter ia. Entitlement programs include 

Social Secu rity, !vledicare, and welfa re. The amount 

of money spent on such progra ms depends on the 

number of people who sign up fo r them. As the bar 

graph in Figu re 12.4B indicates, the percentage of 

federal revenue dedicated to mandatory spending has 
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" Figure 12.4C I 

Analyzing State and Local Spending and Revenue 
State and local governments rely on revenue from various sources and spend their money in different ways. 
As these graphs show, revenues in 2010 came mainly from taxes and federal funding. while around half of all 
expenditures went to education and health and social services. 

Revenue by Source, 2010 

Federal ~ 
government '\ 

Utility. 
Insurance, 
and other 

26% 

User fees 
and charges 

14% 
r Property 

taxes 

Individual 
and corporate 
income taxes 

3% 
Other taxes 

Expenditures by Function, 2010 

Utilities and I Miscellaneous 
insurance ~ J Education 

3% \ 5% ~ and libraries 

Interest ~ 28% 

on debt _____ ~% .' 
4% ----- 7% 22% 
Administration 6% 

Environment J 
and housing 

Public safety 
Transportation 

Health and 
social 
services 

Source: u.s. Census Bureau. Note: Percentages do not add to 100 due to rounding. 

grO\vn Significantly over the past several decades. 

The other main category of spending. discretion, 

ary spending, is made up of expenditu res that may 
be raised or lowered as Congress sees fi t. As manda

tory spending has grown in recent yea rs, the share 

of revenu e available fo r di scretionary spending has 

shrunk. By far the biggest chunk is spent on national 

defense. The rest supports government funding 
for educatio n, scien ti fic resea rch, health care, and 

foreign aid, among other activities. A portion also 
funds federal grants to state and local governments. 

State and Local Government Revenue Sources 

Like the federa l government, state and local govern
ments get most of their money from taxes. However, 

state and local officia ls face certain problems in rais
ing revenue that the federa l government does not face . 

Some state co nstitutions, for example, prohibit 

state lawmakers from enact ing certain types of 

taxes. Seven states, for insta nce, ban individual 

income taxes. Other states limit how much certain 
taxes can increase from yea r to year. In Massachu, 

setts, for example, property taxes cannot increase 
by more than 2.5 percent a year. Such restrictions 

can be changed only if voters approve amend ing the 
state constitut ion. 
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I n addition, ci ti zens playa much larger role in 

tax policy at the loca l and state levels than at the 

federal level. Many states and loca lities require vot

ers to approve tax h ikes through tax referendums
direct popular votes on an issue. Some states, such as 

Ca lifornia. require a two,thirds majo ri ty of voters to 

approve increases in many types of taxes. 

In pa rt because of these limitations. state and 
local governments rely on certa in revenue sources 

that a re not used at the federal level. such as prop ' 

er ty and sales taxes. Many states also run lotteries, 

large,scale legal gambl ing games o rgani zed to ra ise 
money for a public cause. As of20 13, 43 states, a lo ng 

with the District of Columbia, U.S. Virgin Islands, 
and Puerto Rico, held lotteries. The first graph in 

Figure 12.4C shows the percen tages of state and local 
revenue that come from various sources. 

Spending by State and Local Governments 

The second graph in Figure 12.4C shows categories 
of spending by state and local governments. Unlike 

the federal government, which spends the bulk of its 
revenue on entitlements and defense, state and loca l 
governments devote large shares of their revenue 

to services that directly affect young people and 

their families. 



The most important of those services is education. 
As of2012, nearly 50 million children were enrolled 

in public elementary and secondary schools through
out the Un ited States. The ave rage amount spent on 

each of these students was $11,467 per year. About 
88 percent of that money came from state and local 
governments. 

Law enforcement and fi re protec tion are two other 

responsibilities relegated mainly to local governments. 
In many commu nities, police protection is the second
largest public ex pense after education. 

State and loca l governments also fund a variety of 
health and social services, often with assistance from 

the federal government. Typica l examples include 
public health clinics for low-income fami lies, health 
care centers for the mentally ill, and childcare for low
income work in g families. 

Ma ny other serv ices are funded at the state and 
local levels. For example, state and local governments 

spend money to build and maintain roads and bridges. 
They create and maintain parks and playgrounds fo r 
the publ ic to enjoy. They also fu nd pu blic libraries, 
civic auditoriums. and mu seums. 

Summary 

All these services have been developed in response 
to public demand. The ever-present cha llenge is finding 
the money to pay for what the public wan ts. Because 
many state constitutions require balanced budgets, 
states that run short of funds must either raise taxes or 
cut programs. Ei ther way, people a re li kely to object. 

The fact is that although most people want the 
services that govern ment prOVides, few people are 
happy to pay the ta xes needed to fund those services. 
Former U.S. senator Russell Long once poked fun at 
thi s contradiction by reciting this jingle: 

Don't tax yOLl. 

DOII 't tax tne. 

Ta x thai Jella behind Ihe Iree. 

Taxes may not be a big issue in your life ye t. But 
once YOli begin ea rning a regu lar income, they will be. 

You may be shocked when you get you r first paycheck 
to see how much is deducted in income and payroll 
taxes. At that point, the question we started with-Who 
and what should be taxed?-may seem more important. 

And it shou ld. No matter what form they take, in the 
end, all taxes are pa id by individuals just like you . 

Taxes are necessary to fund government operations and services. The three levels of U.S. 
government-federal, state, and local-levy va riou s types of taxes to supply the revenues 
they need. 

What are taxes and how should they be levied? Taxes are mandatory payments to some 
form of government. Ideally taxes should be designed with equity and efficiency in mind , 
though econom ists differ on how to achieve these goals. The burden, or incidence, of a tax 
does not always fall on the person taxed. Instead, it may be divided between consumers and 
producers, based on the forces of supply and demand. 

What kinds of taxes will you pay in your lifetime? Taxes are structured in three basic 
ways-proportional, progressive, or regressive-depending on their tax rates and effects. 
Among the main types of taxes are income taxes, payroll taxes, property taxes, sales taxes, 
and excise taxes. 

How do U.S. governments spend the revenue they raise? The federal government spends 
most of its money on entitlements, interest payments, and national defense. State and local 
governments spend their revenues on a variety of services, mainly in the areas of education, 
public safety, and social welfare. 
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