An Introduction to Tax Incidence Analysis

agreement on what fairness means. A well-informed debate on who should pay the

most taxes must start by assessing who actually does pay the most—and the least.
Tax incidence analysis answers these basic questions by measuring how taxpayers at dif-
ferent income levels are affected by the current tax system and various tax reform alterna-
tives. This policy brief provides an basic introduction to using tax incidence analyses.

Everyone agrees that tax “fairness” is important—even though there is often dis-

Understanding ITEP’s Income Groups
he first step in incidence analysis is to divide a population into income groups. ITEP’s
analyses usually divide the population into five groups based on income—ranging
from the poorest 20 percent to the richest 20 percent. Each of these groups is called an
“income quintile.” Each quintile usually includes both married and single taxpayers, and
both elderly and non-elderly taxpayers.

ITEP’s analyses also split the richest 20 percent into three subgroups: the lowest-
income 15 percent of the quintile, the next 4 percent and the richest one percent. This is
done because families in the top 20 percent have more than half of all personal income
nationally. Within this quintile, there are substantial differences in income levels and
tax burdens between the “poorest” members and the richest members. Incomes in this
group range from what might be called upper-middle class, to the richest families in the
country. The example at the bottom of this page shows the income quintiles for Massa-
chusetts in 2002. The analysis shows that the poorest 20 percent of Massachusetts resi-
dents were those earning less than $17,000 in 2002. The average income in this group
was $10,000. The wealthiest 1 percent of taxpayers, with incomes over $367,000, earned
an average of $1.3 million.

Measuring Fairness: Effective Tax Rates

he next step in tax incidence analysis is to measure the impact of a tax change on

different income groups. The most common approach is to use the “effective tax
change,” the total tax change experienced by an income group as a percentage of that
group’s income. This approach measures each group’s ability to pay most accurately. The
table below shows the impact of a one cent increase in the Massachusetts sales tax rate.
The table shows that if this change were enacted in 2002, the poorest twenty percent of
state residents would pay, on average, an additional 0.6 percent of their income in sales
tax, while the wealthiest 1 percent would see, on average, a tax hike of 0.1 percent of
their income. The table also shows the average dollar tax change for each income group
and the percentage of the total tax hike paid by each income group. So, for example, the
poorest quintile pays, on average, $63 more in sales taxes under this plan, and this group
as a whole would pay 6 percent of the tax hike on Massachusetts taxpayers.

Impact of Increasing Massachusetts Sales Tax By One Cent: All Taxpayers in 2002
2002 Income Groups | Lowest 20% | Second 20% | Middle 20% | Fourth 20% | Next 15%| Next4% | Top 1%
Income Less Than | $17,000- | $34,000- | $51,000- |$85,000-|$171,000—| $367,000
PO“GV Brief #23 ©2005 Range $17,000 $34,000 $51,000 $85,000 |$171,000| $367,000 | Or More
Average Income in Group $10,000 $25,500 $42,100 $66,700 | $114,000| $246,000 |$1,337,000
Tax Change as a % of Income 0.6% 0.5% 0.4% 0.3% 0.3% 0.2% 0.1%
Funding for this Policy $ Average Tax Change|  §$ +63 $+133 $+174 § +231 $+302 | $+447 | $+1,254
Brief was provided by Share of Total Tax Change 6% 13% 17% 23% 23% 9% 6%
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It is important to note that because these statistics describe the overall averages for
taxpayers in each income group, the actual impact on any individual in each quintile may
differ somewhat from the overall average for that income group. For example, a low-
income taxpayer in the bottom income group who spends more on taxable items may see
a sales tax hike higher than the $63 average for that income group. Conversely, an indivi-
ual who spends relatively little on taxable items may see a tax hike of less than $63.

Describing Fairness: Regressive, Proportional and Progressive Taxes
rom a fairness perspective, there are three broad types of taxes. A regressive tax makes
middle- and low-income families pay a larger share of their incomes in taxes than the

rich. The sales tax change shown in the table on the previous page is a regressive tax

increase, falling most heavily on low-income taxpayers. A proportional tax takes the same
percentage of income from everyone. A flat-rate income tax is proportional. A progressive
tax makes the wealthy pay more of their income in tax than those with lower incomes.

Increasing a graduated personal income tax would be a progressive tax change.

Initial Incidence and Final Incidence

he concept of tax incidence is used in two ways: initial incidence and final incidence.

Initial incidence tells us who is legally responsible for paying a tax to the government.
Final incidence tells us to whom the burden of these taxes is ultimately passed on.

Sometimes the initial incidence and the final incidence of a tax are very different.
For example, the property tax on residential apartment buildings is paid initially by the
landlords who own the buildings. From an initial incidence perspective, this tax does not
affect renters who live in these buildings at all. However, landlords pass some of these
taxes through to renters in the form of higher rents. So from a final incidence perspective,
this business property tax is a tax on individuals. In fact, all business taxes ultimately end
up coming out of people’s pockets. For this reason, ITEP’s analyses look at final incidence.
This means that ITEP’s analyses always include an estimate of taxes (if any) paid initially by
businesses that are passed through to individual taxpayers. In the example on the previous
page, part of the Massachusetts sales tax hike at each income level is business sales taxes
that have been passed through to individual consumers.

How Taxes Are “Exported” to Other States

While all taxes are ultimately paid by individuals, some state taxes are paid (directly
or indirectly) by residents of other states. For example, the Massachusetts sales tax

example assumes that about 20 percent of the retail sales tax increase is ultimately passed

through to consumers in other states. ITEP’s state tax incidence analyses generally esti-

mate how much of a tax increase (or tax cut) is exported to residents of other states.

Tax Incidence Analysis: An Important Tool for Evaluating Tax Fairness
Accurate tax incidence analysis is an important building block for an informed debate

on issues of tax fairness. Regular reporting of tax incidence effects can help state law-
makers to understand the impact of potentially complicated tax changes. Very few states
currently require a comprehensive, regular analysis of the tax incidence of the overall tax
system and of proposed changes—but states such as Minnesota and Texas have created a
permanent capacity for regular tax incidence analyses, and most other states could build a
similar capacity at a relatively low cost. In the many states lacking this capacity, lawmakers
will continue to make important tax policy decisions affecting tax fairness without know-
ing basic information about how their constituents are affected by these decisions.




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


