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Abst rac t  

"The tax  system should n o t  be a n  add i t iona l  burden t o  those who a r e  

s t ruggl ing  t o  escape from poverty ; i n s o f a r  a s  poss ib le ,  those below the  

poverty l i n e  should be f r eed  from taxa t ion  a l together ."  This  quote from 

t h e  P r e s i d e n t ' s  tax reform proposals  (1985) is  given s p e c i a l  urgency by 

t h e  f a c t  t h a t  i n  r ecen t  yea r s  an increas ing  number of poor f ami l i e s  have 

been faced wi th  s i g n i f i c a n t  f e d e r a l  income and payrol l  tax l i a b i l i t i e s .  

This  paper uses a s e t  of l inked  microsimulation models of a l l  the  

major f ede ra l ,  s t a t e ,  and l o c a l  personal  taxes i n  two s t a t e s  to analyze 

t h e  impact of the  tax system on f ami l i e s  with incomes below the  poverty 

l i n e .  The primary purpose of the  paper i s  to i d e n t i f y  the tax burdens 

faced  by the  poor, and various subgroups among the  poor, and to  eva lua te  

t h e  e f f e c t  of the various f e d e r a l  tax  reform proposals i n  reducing the 

t a x  burdens faced by t h i s  group. P a r t i c u l a r  a t t e n t i o n  i s  paid t o  the  

s t a t e  and l o c a l  government tax  burdens faced by the  poor, and on the  

l i k e l y  impact of f e d e r a l  tax reform on these s t a t e  and l o c a l  tax burdens. 

Our i n i t i a l  f indings  show an  average r a t e  of taxa t ion  of about 10 

pe rcen t  f o r  poor f a m i l i e s  i n  Massachusetts, and c lose  t o  15 percent  i n  

New York. The s i n g l e  most important source of the  high tax burdens on 

the  poor is the l o c a l  property tax. A l l  of the major tax reform propo- 

s a l s  cu r ren t ly  being discussed ( t h e  P res iden t ' s  proposal,  and those of 

t h e  House and the Senate)  would s u b s t a n t i a l l y  reduce the number of poor 

f a m i l i e s  fac ing  p o s i t i v e  f e d e r a l  income tax l i a b i l i t i e s .  However, even 

i f  f e d e r a l  tax  reform completely el iminated both the f ede ra l  income tax 

and the  FICA tax burdens on a l l  f ami l i e s  below the poverty l i n e ,  a l a r g e  

number of poor would s t i l l  f ace  tax burdens i n  excess of 10 pe rcen t  of 



their  money income, primarily from sa les ,  excise ,  and property taxation. 

This would be the case despite recent reforms in  both Massachusetts and 

New York which reduce the burden of s ta te  income taxation on the poor. 



The Taxation of the Poor: 
Impacts of Federal Tax Reform Proposals  

The tax  system should n o t  be an  a d d i t i o n a l  burden to those who a r e  
s t r u g g l i n g  t o  escape from poverty; i n s o f a r  as poss ib le ,  those below 
t h e  poverty l i n e  should be f r eed  from t axa t ion  a l toge the r .  

T h i s  s tatement  is  from the  P res iden t ' s  tax  reform proposals submitted 

t o  Congress i n  May 1985 (P res iden t ' s  Tax Proposals,  1985, p. 5 ) .  

Reducing the taxa t ion  of poor f ami l i e s  and ind iv idua l s  i s  one of the very 

few provis ions  of the p res iden t ' s  plan about  which there  is l i t t l e  

debate.  Policymakers represent ing  a wide range of perspec t ives  agree 

t h a t  the  poor should not  be burdened with taxat ion.  The primary purpose 

o f  t h i s  paper is  to i d e n t i f y  the tax  burdens faced by the  poor and t o  

e v a l u a t e  the e f f ec t iveness  of various tax  reform proposals i n  reducing 

those burdens. P a r t i c u l a r  a t t e n t i o n  i s  paid t o  the state and l o c a l  

government t axa t ion  of the  poor, and to  the probable impact of f e d e r a l  

t a x  reform on these  s t a t e  and l o c a l  t ax  burdens. 

I n  r e c e n t  years  cons iderable  research  has documented the f a c t  t h a t  an  

inc reas ing  number of poor f ami l i e s  and indiv iduals  f a c e  f e d e r a l  income 

and payro l l  (FICA) t a x  1 i a b i l i t i e s . l  Charles McLure, Jr. (1984) 

t e s t i f i e d  t o  the House Committee on Ways and Means t h a t  near ly  20 percent  

of  f a m i l i e s  wi th  non-elderly ea rne r s  and with incomes below the poverty 

l e v e l  had p o s i t i v e  income tax  l i a b i l i t i e s  i n  1982. When payro l l  taxes 

a r e  included, 70 percent  of the f ami l i e s  i n  t h i s  group, over two and a 

ha l f  mi l l i on  f ami l i e s ,  have p o s i t i v e  tax  l i a b i l i t i e s .  Joseph Minarik 

(1984) has presented evidence t h a t  many poor s i n g l e  ind iv idua l s  f a c e  

f e d e r a l  tax  burdens t h a t  a r e  higher than the tax burdens on poor fami- 

1 ie s .  



The indexing of r a t e s ,  personal  exemptions, and the s tandard deduc- 

t i o n ,  which took e f f e c t  i n  1985, w i l l  help slow the increase  of tax 

p res su re  on the  poor. However, the  f a c t  t h a t  under c u r r e n t  law the  

Earned Income Tax Credi t ,  intended t o  g ive  a cash  supplement t o  working 

pa ren t s  with low earn ings ,  is  no t  indexed f o r  i n f l a t i o n  and a p p l i e s  only 

t o  taxpayers with ch i ld ren  implies  t h a t  many fami l i e s  and indiv iduals  

w i th  incomes below the  poverty l i n e  w i l l  cont inue t o  f ace  pos i t i ve  

f e d e r a l  tax  l i a b i l i t i e s .  

Re la t ive ly  l i t t l e  a t t e n t i o n  has been paid to the  impact of s t a t e  and 

l o c a l  taxes on the poor. To our knowledge, no research  has looked 

d i r e c t l y  a t  the t o t a l  tax burden faced by persons below the poverty 

l e v e l .  A few s t u d i e s  have, however, ca l cu la t ed  tax burdens f o r  low- 

income indiv iduals .  Donald Phares (1981) i n  a study of s t a t e  and l o c a l  

t ax  burdens i n  a l l  50 s t a t e s ,  f i nds  a highly regress ive  s t a t e  and l o c a l  

t a x  s t r u c t u r e  under a wide range of tax incidence assumptions. He f i n d s  

t h a t ,  on average, taxpayers with incomes ( i n  1976) below $5,000 f a c e  

s t a t e  and l o c a l  tax burdens of a t  l e a s t  15 percent  of income. Joseph 

Pechman (1985) f i n d s  tha t ,  even under h i s  most progressive incidence 

assumptions, the average family i n  the lowest  d e c i l e  of the income 

d i s t r i b u t i o n  f aces  a s t a t e  and l o c a l  tax burden of 8 percent.  The Census 

Bureau, i n  i ts  annual study of a f te r - tax  money incomes, r epor t s  t h a t  the 

average household with money income under $5,000 (1983 d o l l a r s )  f aces  a 

s t a t e  income tax burden of 1.3 percent ,  and, among those who own t h e i r  

own homes, a property tax burden of 16.1 pe rcen t  (U.S. Bureau of the 

Census, 1984). 

I n  t h i s  paper we use microsimulation models of the f e d e r a l  income tax 

and payro l l  taxes and s ta te -spec i f  i c  models of s t a t e  and l o c a l  income 



t axes ,  s t a t e  and l o c a l  s a l e s  taxes,  and l o c a l  property taxes t o  determine 

t h e  t o t a l  tax burdens of a l a r g e  random sample of taxpayers i n  two 

s t a  tes, Massachusetts and New York. A 1  though some degree of g e n e r a l i t y  

is  l o s t  i n  focusing on two s t a t e s ,  w e  ga in  cons iderable  accuracy by con- 

c e n t r a t i n g  on bui ld ing  models t h a t  r e f l e c t  i n  g r e a t  d e t a i l  most of the 

p rov i s ions  of  the tax systems i n  each of these  two states. 

I n  the next  s e c t i o n  of the paper w e  b r i e f l y  desc r ibe  the  models we 

have developed t o  e s t ima te  f e d e r a l ,  state, and l o c a l  t ax  burdens. The 

fo l lowing  s e c t i o n  a s ses ses  the  burden of t axa t ion  on the poor. I n  addi- 

t i o n  to  providing e s t ima te s  of the  o v e r a l l  tax burden faced by the poor, 

t h i s  s e c t i o n  eva lua t e s  the con t r ibu t ion  of  each ind iv idua l  tax  t o  the 

o v e r a l l  tax burden, and explores  the impact of family type, age, and 

sources  of income to the  tax l i a b i l i t i e s  and burdens faced by those p e r  

sons both below and near  t he  poverty l eve l .  We then tu rn  to  an  eval- 

ua t ion  of  f e d e r a l  tax reform, f i r s t  examining the impact of  f e d e r a l  

income tax reform on the  poor, then comparing c u r r e n t  proposals  f o r  

reform w i t h  the  d i s t i b u t i o n  of  f e d e r a l  t ax  burdens p r i o r  to t he  Reagan 

presidency.  A f i n a l  s e c t i o n  draws some conclusions. 

MODELING FEDERAL, STATE, AND LOCAL TAXES 

The s t r a t e g y  followed i n  t h i s  a n a l y s i s  is  to  focus on the  f i v e  taxes 

t h a t  a r e  l i k e l y  t o  have the  l a r g e s t  d i r e c t  e f f e c t  on the poor. I n  f i s c a l  

y e a r  1986 t h e  f e d e r a l  i nd iv idua l  income tax and the pay ro l l  tax toge ther  

accounted f o r  85  pe rcen t  of f e d e r a l  government t ax  revenue. I n  f i s c a l  

y e a r  1986 the  r e s i d e n t i a l  p roper ty  tax,  the  personal  income tax,  and the  

s a l e s  tax  provided 68 percent  of s t a t e  and l o c a l  t ax  revenue i n  



Massachusetts. I n  1983, 80 percent  of tax revenue i n  New York S t a t e  came 

from these sources (Advisory Committee on Intergovernmental Relat ions,  

1985). 

A s  sump t ions  

The r e a l  burden of the tax system is s i g n i f i c a n t l y  a f fec ted  by the 

assumptions made about the incidence of each tax. I n  t h i s  ana lys i s  our 

choice of incidence assumptions has been guided primarily by the  prin- 

c i p l e  t h a t  the burden of a tax f a l l s  most heavily on the i n e l a s t i c  source 

o r  use of income. I f  i t  is poss ib le  to a l t e r  economic behavior i n  such a 

way a s  t o  avoid taxat ion,  the burden of taxat ion can be s h i f t e d  to  

another  group wi th in  the economy (e.g., i n  treatment of property tax). 

1. With respect  to the individual  income tax a t  both the  f ede ra l  and 

state l e v e l s ,  w e  follow the conventional wisdom and assume t h a t  the tax 

i s  borne by the income rec ip ien t s .  The bas is  f o r  t h i s  assumption is the 

empir ica l  evidence t h a t  workers do no t  i n  general change t h e i r  hours 

worked, and inves tors  the amount saved, i n  response to  a change i n  income 

t ax  ra  tes.2 

2. A s  with the income tax, we assume t h a t  the burden of the payrol l  

t ax  f a l l s  on workers. The reason f o r  t h i s  assumption i s  t h a t  f o r  the 

l a r g e  majority of workers, changes i n  the  payrol l  tax r a t e  have l i t t l e  or  

no impact on labor  supply. I t  is customary a l s o  to assume t h a t  the  b u r  

den of the employer por t ion  of the payrol l  tax is  borne by employees; i n  

t h i s  paper, however, w e  only consider the port ion of the payrol l  tax 

l ev ied  on employees, thereby underestimating the t o t a l  tax burden on 

those with earnings. 



3. The burden of t he  s a l e s  tax is gene ra l ly  considered to  be borne 

by consumers i n  proport ion t o  t h e i r  expenditures  on taxed items. Since a  

gene ra l  s a l e s  t ax  i s  l ev i ed  on a  wide range of commodities, a l t e r a t i o n s  

i n  consumption p a t t e r n s  a r e  assumed t o  be r e l a t i v e l y  minor, a s  a r e  any 

changes i n  r e l a t i v e  pr ices .  

4. A g r e a t  d e a l  of t he  controversy surrounding tax incidence c e n t e r s  

on the  property tax. Our approach is t o  assume t h a t  taxpayers who l i v e  

i n  owner-occupied housing bear  t he  e n t i r e  burden of t he  t ax  on such 

housing. Following convent ional  assumptions, the  po r t ion  of the 

homeowner's property tax l ev i ed  on land cannot be s h i f t e d ,  because t h e  

supply of land is f ixed .  For t h e  por t ion  of the t a x  t h a t  f a l l s  on 

improvements, the  d i f f e r e n t i a l s  between New York and Massachusetts com- 

muni t ies  and the  r e s t  of t he  na t ion ,  which a r e  e s s e n t i a l  components of 

ou r  modeling approach, a r e  t r e a t e d  a s  v a r i a b l e  exc i se  taxes,  and a r e  

assumed t o  r e s t  on homeowners i n  the  form of higher  p r i c e s  f o r  housing 

s e r v i c e s .  The "new view" of property tax  incidence t r e a t s  the  n a t i o n a l  

average  component of the  property tax a s  being borne i n  proport ion t o  t he  

ownership of c a p i t a l .  For low-income home owners, a lmost  a l l  c a p i t a l  i s  

i n  the  form of equ i ty  i n  t h e i r  homes. Hence, f o r  t h i s  group, our  

approach is c o n s i s t e n t  wi th  the  new view ( I h l a n f e l d t ,  1982). 

5 .  We assume t h a t  t he  property tax on r e s i d e n t i a l  r e n t a l  property is 

s p l i t  between landlords  and tenants ,  w i th  75 percent  of the  burden 

f a l l i n g  on tenants .  Landlords bear the  burden of the  land po r t ion  of the  

p rope r ty  tax,  bu t  can pass the nonland po r t ion  of the proper ty  t ax  on to  

t enan t s ,  p r imar i ly  because demand f o r  housing i s  r e l a t i v e l y  p r i c e  in- 

e l a s t i c .  This  is p a r t i c u l a r l y  t rue  i n  the  case  of the  poor, who, though 

they may move f r equen t ly ,  a r e  r e s t r i c t e d  i n  t h e i r  access  t o  j u r i s d i c t i o n s  



and neighborhoods by f i s c a l  zoning and d iscr iminat ion  (Yinger, 1979, 

1985). Thus the property t ax  acts a s  an exc i se  t ax  on r e n t a l  housing. 

Under reasonable assumptions concerning the p r i c e  e l a s t i c i t y  of supply 

and demand f o r  r e n t a l  housing, w e  c a l c u l a t e  t h a t  over 90 percent  of the 

nonland por t ion  of the  property tax is passed on to  tenant^.^ Our 

assumption t h a t  75 percent  of the  property tax is  s h i f t e d  to  tenants  i s  

based on t h i s  ca l cu la t ion ,  and on the evidence from N e  t z e r  (1966) t h a t  

l and  accounts  f o r  somewhat l e s s  than 25 percent  of the  value of r e n t a l  

property.  The argument f o r  forward s h i f t i n g  is  strengthened i n  ci t ies 

l i k e  New York, where the re  i s  considerable r e n t  con t ro l ,  and property tax 

inc reases  a r e  a c o s t  f a c t o r  i n  determining al lowable r e n t  increases.  

However, because there  is  a lack of consensus wi th in  the economics pro- 

f e s s i o n  regarding the incidence of the property tax, w e  a l s o  test the  

s e n s i t i v i t y  of our  r e s u l t s  to  a 1  t e r n a t i v e  assumptions regarding the  

degree of s h i f t i n g  of the tax on r e n t a l  housing. 

Taxes Not Considered i n  the Analysis 

I n  eva lua t ing  the tax  burdens on the  poor w e  do not  include any b u r  

dens from the  f e d e r a l  and s t a t e  corpora te  income taxes, var ious  f ede ra l  

and s t a t e  exc i se  taxes, e s t a t e  and g i f t  taxes, and miscellaneous business  

taxes. I n  f u t u r e  work w e  s h a l l  expand the a n a l y s i s  to  include exc i se  

t axes  on gasol ine ,  a lcohol ,  and tobacco. 

The major t ax  t h a t  is n o t  included i n  the  a n a l y s i s  is  the corpora te  

income t a x  a t  both the  f e d e r a l  and state l eve l .  There is  no consensus 

w i t h i n  t h e  economics profess ion  concerning where the  burden of the  cor- 

p o r a t e  income tax  f a l l s .  One view, based on the  work of Harberger 

(1962), i s  t h a t  t he  burden of the  na t iona l  tax  f a l l s  on a l l  c a p i t a l .  



Other  views suggest  t h a t  the  burden of the tax  remains wi th  owners of 

c a p i t a l  i n  the  corpora te  s e c t o r ,  and, a l t e r n a t i v e l y ,  t h a t  the tax i s  

s h i f t e d  forward to  consumers, o r  backward t o  labor.4 A s i m i l a r  debate  

c e n t e r s  on the  incidence of the s t a t e  corpora te  income tax. McLure 

(1981) argues t h a t  the tax  burden is  s h i f t e d  to  l abo r ,  consumers, and 

landowners i n  t he  taxing s t a t e ,  while Mieszkowski and Zodrow (1985) con- 

tend t h a t  c a p i t a l  owners throughout the na t ion  bear t he  burden of the 

s t a t e  co rpo ra t e  income tax. 

We do no t  inc lude  the  corpora te  income tax i n  our  a n a l y s i s  i n  p a r t  

because of the d i f f i c u l t y  i n  modeling the  tax  and i n  p a r t  because, t o  the 

e x t e n t  t h a t  the burden of the  tax  f a l l s  on c a p i t a l  income, i t  w i l l  have 

l i t t l e  impact on the  poor. A s  one would expect ,  a very small  por t ion  of 

t h e  t o t a l  income of the  poor comes from c a p i t a l  income. For example, i n  

Massachusetts only 2.8 percent  of the money income of f ami l i e s  and unre- 

l a t e d  ind iv idua l s  below the  poverty l i n e  comes from i n  t e r e s  t, dividends,  

r e n t s ,  o r  c a p i t a l  gains .  

Method. Data. and D e f i n i t i o n s  

Our approach is  t o  develop d e t a i l e d  models of each major tax,  and to  

u se  the  models to analyze the  tax burdens faced by a random sample of 

r e s i d e n t s  i n  each s t a t e .  The models a r e  constructed a s  a s e r i e s  of new 

subrout ines  t o  the Trans fe r  Income Model (TRIM), a model developed during 

t h e  e a r l y  1970s by the Urban I n s t i t u t e  and the ( then)  U.S. Department of 

Heal th,  Education, and Welfare (Su lve t t a ,  1976). Since i t s  development, 

t h e  TRIM model has been used t o  eva lua t e  proposals  f o r  a l a r g e  number of 

f e d e r a l  government programs. 



Our models a r e  used to  analyze da t a  from the  Survey of Income and 

Education (SIE), a l a r g e  household survey conducted by the Census Bureau 

i n  1976. The SIE has been demographically and economically aged t o  1982, 

and then economically aged from 1982 t o  1986.5 Poverty thresholds a r e  

i n f l a t e d  to  1986 l e v e l s  by a d j u s t i n g  the  1984 thresholds  by the  est imated 

i n c r e a s e  i n  the  Consumer P r i c e  Index from 1984 t o  1986. Although i t  

would be p re fe rab le  t o  use more r ecen t  da ta ,  such a s  those from the  

annual  Curren t  Populat ion Survey (CPS) conducted by the  Census Bureau, 

t h e  SIE has s e v e r a l  very important advantages over any a 1  te rna  t i v e  d a t a  

set. The state SIE samples a r e  considerably l a r g e r  than the  s t a t e  

samples from the  CPS--more than twice as l a r g e  i n  t he  case  of 

Massachusetts. I n  add i t i on ,  the  SIE oversampled low-income households, a 

f a c t  t h a t  a l lows  us t o  conduct a much more d e t a i l e d  a n a l y s i s  of poverty- 

l e v e l  households.6 The SIE is  a l s o  the  only household da ta  s e t  t h a t  com- 

b ines  d e t a i l e d  income and demographic da t a  with information on 

wi th in - s t a t e  l oca t ions ,  housing values,  and ren ts .  Those da t a  a r e  essen- 

t i a l  f o r  modeling the property tax. 

The bas i c  u n i t  of a n a l y s i s  is the f e d e r a l  income tax f i l i n g  uni t .  A 

f i l i n g  u n i t  is a s i n g l e  i nd iv idua l  o r  married couple who is  n o t  the 

dependent of ano the r  taxpayer. The model follows I n t e r n a l  Revenue 

Se rv i ce  r u l e s  to determine who is  a dependent. Data on family re la -  

t i onsh ips  and incomes a r e  used to  de f ine  each household member's depen- 

dency s t a t u s .  Af t e r  the  t o t a l  tax l i a b i l i t y  of each f i l i n g  u n i t  i s  

c a l c u l a t e d ,  incomes and tax l i a b i l i t i e s  of each f i l i n g  u n i t  w i th in  a 

family ( a s  def ined by the Census Bureau: a group of two o r  more persons 

r e l a t e d  by blood, marriage, o r  adopt ion and r e s id ing  together)  a r e  added 

together .  Thus the  r e s u l t s  repor ted  i n  t h i s  paper a r e  f o r  both f ami l i e s  



and unre la ted  indiv iduals  (defined by the  Census Bureau a s  nonins t i  tu- 

t i ona l i zed  persons who a r e  n o t  l i v i n g  wi th  any r e l a t i v e s ) .  

The following paragraphs b r i e f l y  descr ibe  the genera l  s t r u c t u r e  of 

t h e  tax models. 

An FICA model a s s igns  the  appropr ia te  payrol l  tax to  a l l  those wi th  

wage and s a l a r y  o r  self-employment income. The f e d e r a l  income tax model 

s t a r t s  by aggregat ing income by source i n  order  to  de f ine  adjusted gross  

income (AGI). The SIE provides d a t a  on income from a l l  sources except  

c a p i t a l  gains.  Cap i t a l  ga ins  a r e  imputed f o r  each indiv idual  using da ta  

on  c a p i t a l  ga ins  and l o s s e s  a v a i l a b l e  from the I R S . ~  

Taxable income is defined f o r  each f i l i n g  u n i t  by sub t r ac t ing  from 

A G I  the  appropr i a t e  exemptions and the l a r g e r  of t o t a l  itemized deduc- 

t i o n s  o r  the s tandard deduction. I n  a f i r s t  pass,  f i l i n g  u n i t s  a r e  

assigned a va lue  f o r  deductions f o r  r e a l  e s t a t e  taxes, mortgage i n t e r e s t ,  

medical and d e n t a l  expenditures ,  c h a r i t a b l e  con t r ibu t ions ,  s t a t e  and 

l o c a l  income taxes,  and miscellaneous deductions. Data on the  amount of 

each type of i temized deductions come from unpublished IRS sources on the 

average deductions i n  1977 f o r  each 1,700 demographic/income c l a s ses .  

These amounts have been adjus ted  to  r e f l e c t  s t a t e - spec i f i c  deduction 

l e v e l s  i n  New York and Massachusetts. I n  a second pass of the f ede ra l  

income tax  model, a f t e r  the appropr ia te  models have ca l cu la t ed  va lues  f o r  

property taxes,  s t a t e  and l o c a l  income and s a l e s  taxes, t o t a l  itemized 

deduct ions a r e  reca lcula ted  by s u b s t i t u t i n g  these  "actual"  values f o r  the  

t ax  deductions f o r  the average values assigned during the f i r s t  pass of 

t h e  f e d e r a l  income tax model. Before ca l cu la t ing  f i n a l  tax l i a b i l i t i e s ,  

t he  f e d e r a l  income tax model a l s o  c a l c u l a t e s  the two-earner deduction, 



t h e  c h i l d  c a r e  c r e d i t ,  and the  e l d e r l y  c r e d i t ,  and a p p l i e s  them where 

app ropr i a t e .8  

The s t a t e  income tax  models r e f l e c t  i n  g r e a t  d e t a i l  near ly  a l l  the 

s p e c i f i c  provis ions  of the  income tax code i n  each s t a t e .  For example, 

i n  New York, the model a l lows  married couples to  f i l e  s epa ra t e  r e t u r n s  

when, a s  s p e c i f i e d  by law, such a s t r a t e g y  would reduce t h e i r  j o i n t  t ax  

l i a b i l i t y .  I n  Massachusetts the model d iv ides  income i n t o  earned and 

unearned income, a p p l i e s  a s e r i e s  of deductions and exemptions such a s  a 

deduct ion f o r  pay ro l l  (FICA) t ax  payments and r e n t a l  payments, and 

f i n a l l y  a p p l i e s  the  s t a  t e '  s dual r a t e  tax  s t r u c t u r e .  

The proper ty  tax model e x p l o i t s  da ta  on household l o c a t i o n  from the 

SIE, and d a t a  on tax  r a t e s  and assessment r a t i o s  from s t a t e  sources ,  i n  

o r d e r  t o  a s s i g n  each f i l i n g  u n i t  a n  e f f e c t i v e  property tax ra te .9  

Homeowners' property tax  burdens a r e  equal  to  t h i s  r a t e  mu l t ip l i ed  by the 

v a l u e  of t h e i r  house. Tenants a r e  assumed to  bear  three-quarters  of the  

t a x  l i a b i l i t y  on t h e i r  r e n t a l  u n i t  (determined by c a p i t a l i z i n g  r e n t s ) ,  

whi le  the  remaining one-quarter is a l loca t ed  to those f i l i n g  u n i t s  wi th  

r e n t a l  income. The model a l s o  c a l c u l a t e s  property tax c r e d i t s  and abate- 

ments f o r  e l i g i b l e  households. A s  no da t a  a r e  a v a i l a b l e  on in t r a f ami ly  

income pooling,  secondary f a m i l i e s  o r  i nd iv idua l s  wi th in  a household a r e  

ass igned  a zero proper ty  tax  l i a b i l i t y .  

The foundat ion of the  s t a t e  s a l e s  tax  models is the  Consumer 

Expenditure Surveys (CES) of the  Bureau of Labor S t a t i s  t i c s .  Data from 

t h e  1980-81 CES d i a r y  survey was combined wi th  micro da t a  from the 

1972-73 CES interview survey i n  order  to  genera te  a da t a  s e t  combining 

demographic da t a  and highly d e t a i l e d  expenditure  information. 10 With 



t he se  da t a  plus  t he  d e f i n i t i o n  of the  s a l e s  tax  base i n  each s t a t e ,  a 

th ree-s tep  procedure was used t o  es t imate  taxable  consumption i n  each 

s t a t e .  I n  t h e  f i r s t  s t e p ,  t o t a l  consumption was est imated a s  a func t ion  

of  a s e r i e s  of demographic and economic v a r i a b l e s  a v a i l a b l e  from the  CES. 

I n  t h e  second s t e p  the  propor t ion  of t o t a l  consumption s u b j e c t  to  taxa- 

t i o n  i n  each s t a t e  was est imated a s  a funct ion of t o t a l  consumption and a 

s e t  of demographic variables .11 I n  t h e  f i n a l  s t e p  these propor t ions  a r e  

mu l t ip l i ed  by t o t a l  consumption i n  o rde r  to c a l c u l a t e  t o t a l  t axable  con- 

sumption. The c o e f f i c i e n t s  of t he  two regress ions  a r e  then used i n  a 

s a l e s  tax  model w i th in  TRIM t o  c a l c u l a t e  t o t a l  t axable  consumption f o r  

each  f i l i n g  un i t .  By mul t ip ly ing  these amounts by each s t a t e '  s genera l  

s a l e s  t ax  r a t e  and, where appropr ia te ,  l o c a l  s a l e s  tax  r a t e s ,  s a l e s  tax 

l i a b i l i t i e s  a r e  ca l cu la t ed .  Based on t o t a l  income and family s i z e ,  the 

model a l s o  c a l c u l a t e s  the  appropr ia te  amount from the op t iona l  s a l e s  tax 

t a b l e s ;  i n  the f e d e r a l  tax model, these  amounts a r e  used t o  determine the 

f e d e r a l  i temized deduction f o r  s t a t e  and l o c a l  s a l e s  taxes. 

Advantages of t he  Models 

Although our models have a g r e a t  dea l  i n  common with a number of 

o t h e r s ,  i n  p a r t i c u l a r  those of the Census Bureau and the  Urban I n s t i t u t e ,  

they have a number of unique f e a t u r e s  t h a t  make them e s p e c i a l l y  powerful 

a s  t oo l s  f o r  analyzing the tax  burdens on the  poor.12 With the except ion 

o f  the Brookings and the  Phares models, no o t h e r s  c a l c u l a t e  tax  l i a b i l i -  

t i e s  f o r  a l l  major f e d e r a l ,  s t a t e ,  and l o c a l  taxes.  Although our models 

a r e  c u r r e n t l y  r e s t r i c t e d  t o  only two s t a t e s ,  we have been a b l e  to  model 

t h e  major taxes  w i th in  these s t a t e s  wi th  a much higher  degree of accuracy 



than is  found i n  o t h e r  models. For example, to  determine both l o c a l  pro- 

p e r t y  and s a l e s  tax incidence,  the  Brookings model (~echman and Okner, 

1974; Pechman, 1985) uses  f e d e r a l  i temized deduction amounts from the 

MERGE f i l e .  A comparison between the  s a l e s  tax  generated using the  IRS 

look-up t a b l e s ,  the  method used by most i t emizers  to determine t h e i r  

s a l e s  tax deduct ion,  and the  s a l e s  tax generated by our  model r evea l s  a 

s u b s t a n t i a l  underest imate of taxes paid using the  look-up t ab l e s .  For 

noni temizers ,  which inc lude  almost  a l l  of the  poor, the  Brookings model 

i s  forced t o  a l l o c a t e  the  remaining revenue from each tax  propor t iona l ly  

t o  a n  e s t ima te  of the  money consumption of each taxed item. This  impli- 

c i t l y  assumes t h a t  a l l  noni temizers  f a c e  i d e n t i c a l  t ax  r a t e s .  Our 

e a r l i e r  work   hern nick and Reschovsky , 1982) demonstrates t h a t  ignoring 

v a r i a t i o n s  i n  e f f e c t i v e  tax r a t e s  and bases both wi th in  and ac ros s  s t a t e s  

can  have a very dramatic impact on the  tax burdens faced by the poor. 

None of t he  models mentioned above, including ours ,  i s  designed to  pro- 

v i d e  long-run equi l ibr ium responses t o  s p e c i f i c  tax pol icy  changes. Thus 

t h e  models can n o t  be descr ibed a s  f u l l y  behavioral .  Our models and the 

Brookings model i n  p a r t i c u l a r  a r e ,  however, designed t o  allow a wide 

range of tax  incidence assumptions. This  f l e x i b i l i t y  is  s p e c i a l l y  i m p o r  

t a n t  i n  modeling s t a t e  and l o c a l  taxes. 

Our models d i f f e r  from o t h e r s  i n  s eve ra l  o t h e r  dimensions. Of p a r  

t i c u l a r  importance is  the f a c t  t h a t  s t a t e  and l o c a l  tax  l i a b i l i t i e s  

c a l c u l a t e d  i n  t he  s t a t e  income, property,  and s a l e s  tax  models a r e  used 

i n  c a l c u l a t i n g  each f i l i n g  u n i t ' s  i temized deductions. This  r e s u l t s  i n  

much more accu ra t e  e s t ima te s  of s t a t e  and l o c a l  tax deduct ions than, f o r  



example, t he  Urban I n s t i t u t e  model o r  the Phares work, and consequently 

produces more accura t e  assessments of the impact of e l iminat ing  these 

deduct ions . 

Spec ia l  Problems 

Using cross-sec t ional  da t a  t o  analyze tax burdens a t  the lower end of 

t h e  income d i s t r i b u t i o n  poses a number of problems. For example, i n  our 

d a t a  we found a number of f ami l i e s  and ind iv idua l s  with l e v e l s  of annual 

housing consumption t h a t  were higher  than t h e i r  reported income. A 

number of a n a l y s t s  (~echman,  1985; Okner and Bawden, 1983) exclude the 

lowes t  income groups, on the grounds t h a t  income f o r  many of these u n i t s  

inc ludes  a l a r g e  negat ive t r a n s i t o r y  component, and is only temporarily 

low. 

For f ami l i e s  wi th  incomes t h a t  were very c lose  t o  reported r e n t  

l e v e l s ,  we assume t h a t  underreport ing of income o r  noncash and g i f t  com- 

ponents were important,  and adopt  an  imputation procedure. For f ami l i e s  

o r  unrelated ind iv idua l s  wi th  reported income l e s s  than 75 percent  of the 

poverty l e v e l ,  and wi th  annual r e n t  more than 85 percent  of reported 

income ( o r  f o r  homeowners, housing values more than 10 times income), 

imputed income is s e t  a t  the income t h a t  lowers the r e n t  burden t o  0.85, 

o r  a t  a l e v e l  of income equal to  three-quarters  of the  poverty l i n e ,  

whichever i s  l e s s .  Likewise, f o r  owners, imputed income is s e t  so  t h a t  

i t  lowers the value/income r a t i o  t o  10, o r  a t  a l e v e l  equal  t o  three- 

q u a r t e r s  of the poverty l ine.13 



Tax Burdens on the  Poor 

There a r e  about  184,500 f a m i l i e s  o r  unre la ted  ind iv idua l s  below the 

pover ty  l e v e l  i n  Massachusetts and about  685,800 i n  New York S t a t e .   o or 
convenience w e  s h a l l  r e f e r  t o  unre la ted  ind iv idua ls  a s  f a m i l i e s  of one).  

These numbers equal  8.3 percent  of a l l  f ami l i e s  i n  Massachusetts and 10 

pe rcen t  of a l l  f a m i l i e s  i n  New York. There a r e  a l s o  an  a d d i t i o n a l  8.3 

and 14.3 percent  of f a m i l i e s  w i th  incomes between the  poverty l i n e  and 

one and ha l f  times the poverty l i n e  i n  Massachusetts and N e w  York, 

r e spec t ive ly .  Detai led information on the  tax burdens of those near  the 

poverty l i n e  a r e  presented i n  Tables  A. 1, A.2, i n  the  Appendix. 

Table 1 shows t h a t  the  average poor family i n  Massachusetts f aces  an  

average annual tax  l i a b i l i t y  of $543 and a tax  burden ( t a x  l i a b i l i t y  

d iv ided  by t o t a l  money income) of 10.1 percent.  I n  New York S t a t e ,  which 

has  both a higher  s t a t e  income tax  and higher  l o c a l  s a l e s  and income 

t axes ,  the  average annual tax  l i a b i l i t y  i n  $940, and the  average t ax  b u r  

den is  14.7 percent .  These averages mask l a r g e  v a r i a t i o n s  i n  tax  burdens 

f o r  those below the  poverty l i n e .  I n  Massachusetts, a l though a l l  fami- 

l ies  pay some s a l e s  t ax  and three-quarters  of a l l  poor f ami l i e s  f a c e  a 

proper ty  t a x  burden, only 30 percent  of poor f ami l i e s  pay pay ro l l  taxes,  

and only a small  p ropor t ion  pay e i t h e r  f e d e r a l  o r  s t a t e  income taxes. 

The s i t u a t i o n  i n  New York i s  s imi la r .  The proport ion of New York's poor 

popula t ion  t h a t  pays pay ro l l  taxes and s t a t e  income taxes i s  s l i g h t l y  

h ighe r  than i n  Massachusetts,  while  the  propor t ion  f ac ing  p o s i t i v e  pro- 

p e r t y  tax  burdens is somewhat lower. 

Fami l ies  f a c e  a zero property t ax  burden f o r  s eve ra l  reasons. I n  the 

c a s e  of mu l t ip l e  f a m i l i e s  l i v i n g  i n  the same household, a s  discussed 

above, secondary and subfami l ies  a r e  assigned a zero t a x  l i a b i l i t y  i n  our  



Table  1 

Tax L i a b i l i t i e s  and Tax Burdens of Families and 
Unrelated Ind iv idua l s  below the Poverty Line, 1986 

Number of % of Average 
Poor Familiesa A l l  Poor Tax Tax 

Paying Taxes Familiesa L i a b i l i t y  ~ u r d e n b  

MASSACHUSETTS 

A l l  taxes 184,500 100.0% $ 543 10.1% 

1. Federa l  income t ax  

a .  With p o s i t i v e  t ax  
1 i a b i l i  t y  14,100 

b. With negat ive  t ax  
l i a b i l i t y  22,700 

2. F.I.C.A. 54,400 
3. S t a t e  income tax  1,500 
4. S t a t e  s a l e s  tax  184,500 
5. Local property tax 141,500 

A l l  t axes  

NEW YORK 

685,800 

1. Federal  income tax 

a .  With p o s i t i v e  t ax  
1 i a b i l i  ty  66,700 9.7 3 05 3.2 

b. With negat ive  tax 
l i a b i l i t y  92,200 13.4 -280 -3.4 

2. F.I.C.A. 261,200 38.0 253 3.8 
3. S t a t e  income taxC 52,600 7.6 108 0.8 
4. S t a t e  s a l e s  taxc 685,800 100.0 325 5.0 
5. Local property tax  486,300 70.9 731 11.7 

Source: Massachusetts and N e w  York tax s imulat ion models. See t e x t  f o r  
d e s c r i p t i o n  of data .  

a h r e l a t e d  ind iv idua l s  a r e  considered t o  be one-person f ami l i e s .  

b ~ e f i n e d  a s  tax  l i a b i l i t y  a s  a percentage of money income. 

CInc ludes  l o c a l  income and s a l e s  taxes. 



model. I n  add i t i on ,  f ami l i e s  t h a t  pay no cash r e n t  o r  l i v e  i n  publ ic  

housing a r e  assumed t o  pay no property tax. 

A frequency d i s t r i b u t i o n  a n a l y s i s  of the  t ax  l i a b i l i t i e s  s imulated by 

our  models shows t h a t  25 percent  of a l l  Massachusetts f a m i l i e s  w i th  

incomes below the  poverty l e v e l  f a c e  t o t a l  tax burdens from the  f i v e  

t axes  of less than 4 percent ;  34 pe rcen t  of t he  poor f ace  tax  burdens 

between 4 and 10 percent ,  20 pe rcen t  f a c e  burdens between 10 and 15 p e r  

c e n t ,  while  t h e  remaining 21 pe rcen t  of the  poor bear t ax  burdens of 15 

t o  50 pe rcen t  of  money income. I n  New York, higher  average tax  burdens 

o n  t h e  poor a r e  a l s o  r e f l e c t e d  i n  t h e  d i s t r i b u t i o n  of burdens. Only 9 

pe rcen t  f a c e  burdens below 4 percent ,  30 pe rcen t  of the poor f a c e  burdens 

between 4 and 10 percent ,  12 pe rcen t  f a c e  burdens of 10 t o  15 percent ,  

whi le  almost  40 pe rcen t  pay more than 15 percent  of t h e i r  income i n  

taxes.  

The da t a  i n  Table  1 show t h a t  i n  both s t a t e s  t he  l a r g e s t  source of 

t h e  t a x  burden on the  poor comes from the  property tax. Among those 

f ac ing  a property tax  burden, t h e  average tax l i a b i l i t y  is $550 i n  

Massachusetts and $731 i n  New York, and the  average burden is 10.3 and 

11.7 pe rcen t  i n  Massachusetts and New York, r e spec t ive ly .  We a l s o  con- 

s i d e r  t he  s e n s i t i v i t y  of these  r e s u l t s  t o  t he  assumption t h a t  t enan t s  

bear  75 pe rcen t  of the burden of the  property tax, by t e s t i n g  a f u l l  f o r  

ward s h i f t i n g  (100 percent )  model, and a 25 pe rcen t  forward s h i f t i n g  

model. The r e s u l t s  of t h i s  s e n s i t i v i t y  a n a l y s i s ,  which a r e  repor ted  i n  

t h e  t a b l e s  show t h a t  i f  t enants  bear  only 25 pe rcen t  of t he  proper ty  tax  

burden on t h e i r  housing u n i t s ,  average t ax  burdens on a l l  t enan t s  a r e  

d rama t i ca l ly  reduced. The reduct ion  is  p a r t i c u l a r l y  s t rong  f o r  t he  

lowes t-income tenants .  For example, i n  Massachusetts,  t he  average t ax  



burden faced  by the  lowest-income t enan t s  i s  reduced by 66 percent .  

S ince  about  70 pe rcen t  of  poor f a m i l i e s  a r e  r e n t e r s ,  t h i s  means t h a t  the  

o v e r a l l  p roper ty  tax  burden on the  poor would be reduced by s l i g h t l y  less 

than  50 percent .  I f  t enan t s  a r e  assumed t o  bear  the  f u l l  burden of the  

r e s i d e n t i a l  p roper ty  tax,  t he  average proper ty  tax  burden on the  poor 

i n c r e a s e s  by about  10 percent .  Thus, under a wide range of s h i f t i n g  

assumptions,  p roper ty  tax burdens on the  poor compose a s i g n i f i c a n t  por- 

t i o n  of  t he  o v e r a l l  t ax  burden on the  poor. 

The f e d e r a l  income tax  p lays  a r e l a t i v e l y  small  p a r t  i n  the  t o t a l  t ax  

burden of t h e  poor. I n  both s t a t e s  less than 10 pe rcen t  of a l l  poor 

f a m i l i e s  (Table  1, row l b )  , f a c e  a p o s i t i v e  f e d e r a l  income tax  l i a b i l i t y .  

When w e  restrict  t h e  sample t o  f a m i l i e s  wi th  earn ings ,  our  models show 

t h a t  about  24 pe rcen t  of poor f a m i l i e s  f a c e  p o s i t i v e  f e d e r a l  income t ax  

l i a b i l i t i e s .  For over  12 p e r c e n t  of  poor f a m i l i e s  t h e  Earned Income Tax 

C r e d i t  is l a r g e  enough to  r e s u l t  i n  a nega t ive  income tax  l i a b i l i t y  which 

averages  $262 (row l b ) .  I n  Massachusetts a lmost  a l l  poor people a r e  

exempt from t h e  s t a t e  income tax--less than 1 pe rcen t  of a l l  poor fami- 

l i e s  a r e  requi red  t o  pay it (row 3). I n  N e w  York under 8 pe rcen t  of  poor 

f a m i l i e s  f a c e  a p o s i t i v e  s t a t e  income tax  l i a b i l i t y ,  b u t  t he  average t ax  

burden of  those who do pay i t  is  only 0.8 percent .  

The d a t a  i n  Table  2 i n d i c a t e  t h a t  about  80 pe rcen t  of  t he  

Massachuset ts  f a m i l i e s  below t h e  poverty l i n e  and about  65 pe rcen t  of the  

N e w  York f a m i l i e s  below the  poverty l i n e  c o n s i s t  of  s i n g l e  ind iv idua ls .  

Tab le  2 a l s o  shows t h a t  among the  nonaged poor i n  both states, married 

couples  f a c e  t a x  l i a b i l i t i e s  t h a t  a r e  considerably h igher  than l i a b i l i -  

t ies  o f  s i n g l e  i nd iv idua l s .  Th i s  p a t t e r n  occurs  f o r  t h r ee  major reasons.  



Table 2 

Tax L i a b i l i t i e s  and Tax Burdens of the  Poor 
by Family Type and Age, 1986 

Number % of  Average Tax Tax 
o f  Poor A l l  Poor L i a b i l i t y  Burdena 

MASSACHUSETTS 

Nonelderly 

S ing le  
Head of household 
Married couples  

E lde r ly  

S ing le  
Married couples 

T o t a l  

NEW YORK 

Nonelderly 

S ing le  355,200 52 789 13.3 
Head of household 35,300 5 933 11.4 
Married couples 146,800 2 1 1,631 18.6 

Elde r ly  

S ing le  85,300 12 524 12.0 
Married couples  63,300 9 740 13.9 

To tal 685,800 100 940 14.7 

Source: Massachusetts and New York t a x  s imula t ion  models. See 
t e x t  f o r  d e s c r i p t i o n  of data .  

aTax burdens a r e  def ined a s  t o t a l  taxes a s  a percentage of money 
income. 



F i r s t ,  couples  a r e  almost  twice a s  l i k e l y  a s  s i n g l e s  t o  have some earn- 

i n g s  (50 a s  compared t o  30 pe rcen t  i n  Massachusetts,  and 64 t o  33 percent  

i n  New York) . Higher earn ings  r e s u l t  i n  l a r g e r  f e d e r a l  income and 

p a y r o l l  t ax  l i a b i l i t i e s .  Second, poor couples have t o t a l  money incomes 

t h a t  average about  $2,500 more than the incomes of poor nonelderly indi-  

v idua l s .  Higher incomes imply higher  l e v e l s  of consumption and 

correspondingly higher  s a l e s  tax  l i a b i l i t i e s .  F ina l ly ,  h igher  incomes 

and,  by d e f i n i t i o n ,  l a r g e r  family s i z e s  r e s u l t  i n  more housing consump- 

t i o n  and thus h igher  property tax  l i a b i l i t i e s .  The average property tax 

l i a b i l i t y  of non-elderly married couples is $681 i n  Massachusetts and 

$965 i n  New York. These l i a b i l i t i e s  a r e  30 t o  50 percent  h igher  than 

those  of nonelderly s i n g l e  ind iv idua ls .  I n  add i t i on ,  a l a r g e r  proport ion 

o f  s i n g l e  i nd iv idua l s  a s  compared t o  couples (29 percent  compared t o  15 

percent )  pay no property tax ,  because s i n g l e s  a r e  more l i k e l y  to  l i v e  i n  

mu1 t iple-family households. 

I n  eva lua t ing  the  economic s t a t u s  of t h e  poor, i t  i s  reasonable t o  

focus  on t h e i r  a f t e r - t ax  incomes. Table 3 provides da t a  on the before- 

and a f t e r - t ax  income of the  poor. The l a s t  column i n  Table 3 shows t h a t  

i n  both s t a t e s  t he  average family below the poverty l i n e  has a before-tax 

income of about  73 percent  of the  poverty l e v e l ,  and a n  a f t e r  tax income 

t h a t  is about  65 pe rcen t  of the poverty l e v e l .  The average poor family'  s 

a f t e r - t a x  income is over $2,900 below the  poverty l i n e .  For married 

couples ,  a f t e r - t a x  income is  near ly  $4,200 below the  poverty l i n e .  

If a f t e r t a x  income r a t h e r  than before-tax income were used to  de f ine  

pvoerty s t a t u s ,  the  number of poor f ami l i e s  would grow by 20 pe rcen t  i n  

Massachusetts and by 34 percent  i n  New York. The l a r g e s t  i nc rease  i n  



Table 3 

Income C h a r a c t e r i s t i c s  of Families and Indiv iduals  
below the Poverty Line, 1986 

- - 

Head of Married 
S i n g l e  Household Couples To ta l  

MASSACHUSETTS 

T o t a l  money income 

T o t a l  taxes 

After- tax  income 

Famil ies  with a f t e r -  
t a x  income below 
poverty l i n e  

Money income a s  a % 
of  poverty l i n e  

After- tax income a s  a 
% of poverty l i n e  

Af ter -  tax  amount 
below poverty l i n e  

NEW YORK 

5,635 8,198 T o t a l  money income 

T o t a l  taxes 

Af ter- tax  income 

Famil ies  with a f te r -  
t a x  income below 
poverty l i n e  

Money income a s  a % 
of poverty l i n e  

After- tax income as a 
% of poverty l i n e  

Af ter -  tax amount 
below poverty l i n e  

Source: Massachusetts and N e w  York tax simulat ion models. See 
t e x t  f o r  desc r ip t ion  of data. 



poverty would be among s ing le -paren t  households and among married 

couples .  I n  Massachusetts t he  i nc rease  among these  two groups would be 

32.5 pe rcen t  and 28 percent ,  r e spec t ive ly .  I n  N e w  York the  incidence of 

pover ty  i n  t he se  groups would i nc rease  by about  40 percent .  However, i t  

should be recognized t h a t  the  pos t-tax, post- t r a n s f e r  concept of income 

desc r ibed  above should a l s o  include in-kind income. Depending on t h e  

method of va lua t ion ,  the i nc lu s ion  of in-kind income has  been est imated 

by the  Census Bureau t o  reduce poverty r a t e s  by a s  much a s  33 percent .  

Thus, t he  i n c l u s i o n  of in-kind income would s u b s t a n t i a l l y  o f f s e t  the 

i n c r e a s e  i n  poverty on t h e  post-tax b a s i s  computed above. 

Tax Burdens i n  t he  Long Run 

A number of au tho r s  (Pechman, 1985; Davies, S t . -Hi la i re ,  and Whalley, 

1984) have argued t h a t  tax-incidence computations would l ead  to  less 

r e g r e s s i v e  p a t t e r n s  i f  income were measured over  a longer  account ing 

per iod  than one year .  This  is  p a r t i c u l a r l y  t rue  f o r  t axes  whose inc i -  

dence is  determined p r imar i l y  by the  uses of income, a s  w e  assume to  be 

t h e  ca se  f o r  the  s a l e s  tax  and t h e  r e s i d e n t i a l  p roper ty  tax. Analysts  

t y p i c a l l y  a s c r i b e  t he  high annual  t ax  burdens f o r  the lowest  income 

c l a s s e s  t o  the  l a r g e  t r a n s i t o r y  component of  measured income f o r  these  

groups,  and f r equen t ly  exclude t h i s  group from the  ana lys i s .  Since con- 

sump t i o n  is  more nea r ly  p ropor t i ona l  t o  permanent income than to  annual 

income, t he  average tax burden f o r  consumption taxes  borne by low-income 

f a m i l i e s  w i l l  be lower a s  t he  account ing per iod is lengthened. 

To compute longer-run average tax burdens f o r  f a m i l i e s  who a r e  poor 

i n  any one yea r ,  one must know the  var iance  o f  t r a n s i t o r y  income around 

permanent income a t  d i f f e r e n t  l e v e l s  of permanent income. Using panel 



d a t a  from the  Nat iona l  Longitudinal  Survey f o r  i n t a c t  f ami l i e s  with earn- 

i n g s ,  Gottschalk (1982) f i n d s  that of those f ami l i e s  t h a t  a r e  earnings- 

poor i n  a given year ,  53 percent  were earnings poor i n  more than ha l f  the  

survey years  from 1967 t o  1975. El iminat ing t r a n s i t o r y  f l u c t u a t i o n s ,  

over  78 percent  of t he  sample a r e  poor i n  more than ha l f  the  survey 

y e a r s ,  while  almost  ha l f  have nont rans i  to ry  earnings below the  poverty 

l i n e  i n  a l l  of the  survey years.  He a l s o  f inds  t h a t  the t r a n s i t o r y  

v a r i a t i o n  i n  earn ings  is g r e a t e s t  i n  the lowest  and h ighes t  d e c i l e s ,  but  

s m a l l e s t  i n  the second d e c i l e  of t he  earnings d i s t r i b u t i o n .  Levy (1977) 

found even l e s s  mobi l i ty  than Gottschalk,  using a sample that included 

female-headed f ami l i e s .  These s t u d i e s  sugges t  t h a t  f ami l i e s  w i th  incomes 

below the  poverty l i n e  i n  any given year  a r e  highly l i k e l y  t o  have rela-  

t i v e l y  low incomes over a more extended period. 

Given the c ross -sec t iona l  na ture  of our  da ta ,  we cannot address  ade- 

qua t e l y  t he  l i f e  time versus  c u r r e n t  income quest ion.  However, the evi- 

dence presented above on the  dura t ion  of low incomes suggests  t h a t  a 

rough approximation of longer-run tax  burdens could be obtained by ex- 

amining average tax burdens f o r  a l a r g e r  s l i c e  of t h e  low end of t he  

income d i s t r i b u t i o n ,  on the  grounds t h a t  even f o r  those who a r e  tem- 

p o r a r i l y  below t h e  poverty l i n e ,  most w i l l  n o t  r i s e  very high up i n  the  

income d i s t r i b u t i o n  over  a longer  time period. We chose, a r b i t r a r i l y ,  

t h e  bottom three  d e c i l e s ,  and computed an  average tax burden f o r  t h i s  

group. 

I n  Massachusetts , the  average tax  burden f o r  f ami l i e s  and unre la ted  

ind iv idua l s  i n  t he  lowest  t h ree  income d e c i l e s  is 11.4 percent ,  a s  com- 

pared t o  a tax burden of 10.1 pe rcen t  f o r  a l l  f a m i l i e s  and ind iv idua l s  



below the poverty l ine .  In  New York, the average tax burden f o r  the bo t- 

tom three dec i l e s  is  14.7 percent,  exact ly equal to  our estimated tax 

burden f o r  those below the poverty l i n e .  I t  should be reca l led  t h a t  our 

es t imates  of tax burdens on the poor a r e  reduced because we a r b i t r a r i l y  

impute add i t iona l  income to  fami l ies  with very low reported incomes (see  

above). Therefore, the approximate equal i ty  of tax burdens on the poor 

and on the lowest three  dec i l e s  i s  somewhat misleading. I f  we r e s t r i c t  

our  ana lys i s  t o  the th i rd  dec i l e ,  to avoid t h i s  problem, w e  f ind an 

average tax burden of 15.4 percent  i n  New York and 13.5 percent  in  

Massachusetts. 

These r e s u l t s  suggest t h a t  longer-run tax burdens f o r  many poor fami- 

l i e s  a r e  not  appreciably lower than the annual est imates presented in  our 

analys is .  Since taxes a r e  paid ou t  of current  income, high annual b u r  

dens a r e  a r e l evan t  public  policy concern. Our analys is  suggests t h a t  

such a concern would only be reinforced by using a longer time period. 

THE IMPACT OF FEDERAL TAX REFORM ON THE TAX BURDENS OF THE POOR 

A major ob jec t ive  of both the Reagan administrat ion '  s tax reform pro- 

posals  and the House- and Senate-passed Tax Reform Acts of 1985 and 1986 

i s  t o  e l iminate  any fede ra l  income tax burden on famil ies  with incomes 

below the  poverty l i n e .  Although the majori ty of fami l ies  below the 

poverty l i n e  do no t  pay any federa l  income taxes under cu r ren t  law, a 

s i g n i f i c a n t  minority do face  fede ra l  income tax burdens. The reason why 

some poor people must pay fede ra l  income taxes is easy t o  understand. 

Federal adjusted gross income averages only 21 percent  of the money 

income of fami l ies  below the poverty l ine .  However, f o r  those fami l ies  



whose major sources of income a r e  s u b j e c t  to taxa t ion  (pr imar i ly  

ea rn ings ) ,  the income l e v e l  a t  which they begin to  f ace  a  tax l i a b i l i t y  

( the  tax threshold)  i s  f requent ly  below the poverty l i n e .  Calcula t ions  

by the J o i n t  Committee on Taxation (1984) i n d i c a t e  t h a t  the income tax 

threshold  has been below the poverty l i n e  s i n c e  1981. The committee 

s ta f  f  est imated t h a t  the tax threshold was 17.2 percent  below the poverty 

l i n e  i n  1984, and w i l l  f a l l  t o  21.5 percent  below the poverty l i n e  i n  

1986. I n  1986 a family of fou r  with earnings a t  the poverty l i n e  w i l l  

f a c e  a  f e d e r a l  income tax l i a b i l i t y  of $380. 

The income tax  threshold has f a l l e n  below the poverty l e v e l  because, 

a l though the poverty l i n e  is  indexed t o  the r a t e  of i n f l a t i o n ,  the  p e r  

sonal  exemption amount and the zero bracket  amount ( t h e  s tandard deduc- 

t i o n )  were n o t  changed between 1978 and 1985. Beginning wi th  the 1985 

t ax  year  both the personal  exemption and the  zero bracket  amount (ZBA) 

a r e  indexed to  the  i n f l a t i o n  r a t e .  Although the Tax Reform Act of 1984 

increased  the c r e d i t  percentage, maximum c r e d i t ,  and income l i m i t  f o r  the 

earned income tax c r e d i t ,  these amounts have n o t  been indexed. This  

f a i l u r e  t o  index the Earned Income Tax Cred i t  implies  t h a t  up through 

1986 the  income tax threshold w i l l  cont inue to  f a l l  f u r t h e r  and f u r t h e r  

below the poverty l i n e .  For 1987 and beyond, the 1986 t ax  reform b i l l  

a l l e v i a t e s  t h i s  problem by indexing the Earned Income Tax Credi t .  

Both the Reagan and the  House and Senate tax reform plans and the  

f i n a l  b i l l  signed by the p res iden t  w i l l  r a i s e  the  income tax threshold by 

inc reas ing  the amounts of the personal exemption, the ZBA ( o r  s tandard 

deduct ion) ,  and the Earned Income Tax Credi t .  The da ta  i n  Table 4 allow 

us  t o  compare the average poverty l i n e  wi th  the  income tax threshold 



under c u r r e n t  law, the Reagan plan,  and the  House b i l l  f o r  a v a r i e t y  of 

d i f f e r e n t  family types. The c a l c u l a t i o n s  i n  Table 4 a r e  based on the 

assumption t h a t  a l l  income is  s u b j e c t  to  t axa t ion  and t h a t ,  f o r  f ami l i e s  

e l i g i b l e  f o r  the  Earned Income Tax Cred i t ,  a l l  income is  i n  the form of 

earn ings .  

The da t a  i n  Table 4 i n d i c a t e  t h a t  wi th  the  except ion of married 

couples  where both spouses a r e  over the  age of 65, the f e d e r a l  income tax 

threshold  is  lower than the poverty l i n e .  Both the  Reagan and the  House 

t a x  reform proposals i nc rease  the income tax  threshold f o r  every type of 

family.  I n  a l l  c a s e s ,  the tax thresholds a r e  h igher  under the House tax  

reform b i l l  than under the  Reagan tax plan. Under the Reagan plan,  the  

t a x  threshold is r a i s e d  above the  poverty l i n e  f o r  a l l  types of f ami l i e s  

excep t  f o r  s i n g l e  ind iv idua ls .  The House plan r a i s e s  the t ax  threshold 

above the  poverty l i n e  f o r  a l l  taxpayers except  f o r  nonelderly s i n g l e  

i nd iv idua l s .  Under the  Senate  plan,  t ax  thresholds a r e  s l i g h t l y  higher  

than  under the House p lan ,  wi th  the  maximum d i f f e r e n c e  equal  t o  $200 f o r  

couples  and heads of households. 

I n  r e l a t i o n  to  the poverty l i n e ,  the  tax threshold under the  House 

b i l l  would be h ighes t  f o r  e l d e r l y  couples ,  a f u l l  47 percent  above t h e i r  

poverty l eve l .  E lder ly  couples  a r e  the only group whose tax  threshold i s  

c u r r e n t l y  above the  poverty l e v e l ,  and though the  double exemption f o r  

t h e  e l d e r l y  would be e l imina ted  under both the  Senate  and House b i l l s ,  

t h e i r  favored p o s i t i o n  would be continued by the  a d d i t i o n  of $600 t o  the 

ZBA f o r  each e l d e r l y  o r  d i sab led  person. 

S i n g l e  pa ren t s  a l s o  r ece ive  r e l a t i v e l y  l a r g e  increases  i n  t h e i r  t ax  

thresholds  under both tax reform proposals.  The House Ways and Means 

Committee (u.s. House of Representa t ives ,  1985) provides two explana t ions  



Table  4 

Pover ty  Levels  and Federa l  Income Tax Thresholds  

Weighted 
Average 
Poverty Curren t  Reagan House 

Type of Family Levels  Law Proposal  B i l l  

S ing l e ,  nonelder ly  
Z BAa 
Exemption 

$ 5,785 
S i n g l e ,  e l d e r l y  

Z BA 
Exempt ions  

5,387 
Couple, nonelder ly  , 
No c h i l d r e n  

Z BA 
Exempt i ons  

7,522 
Couple, e l d e r l y  , b  
No c h i l d r e n  

Z BA 
Exemptions 

6,822 
S i n g l e  pa ren t ,  
Two c h i l d r e n  

Z BA 
Exemptions 

Without EITCC 8,775 
With EITC 

Couple, 
Two c h i l d r e n  

Z BA 
Exemptions 

Without EITC 11,347 
With EITC 

a Zero bracke t  amount. 

b ~ o  t h  spouses e l d e r l y .  

CEarned Income Tax Credi t .  



f o r  n o t  r a i s i n g  the  tax  threshold of s i n g l e  i nd iv idua l s  above the  poverty 

l i n e .  F i r s t ,  the  committee a rgues  t h a t  a d d i t i o n a l  i nc reases  i n  the stan- 

dard deduction f o r  s i n g l e  i nd iv idua l s  w i l l  r e s u l t  i n  a  s i g n i f i c a n t  

marr iage penal ty  f o r  two s i n g l e  i nd iv idua l s  who marry. Second, the  com- 

m i t t e e  a rgues  t h a t  because over  two t h i r d s  of a l l  s i n g l e  i nd iv idua l s  with 

incomes under $10,000 a r e  under the  age of 25, many of them probably 

r e c e i v e  s i g n i f i c a n t  economic support  from o the r  family members. I n  addi- 

t i o n ,  many s i n g l e  i nd iv idua l s  over the  age of 25 l i v e  with o t h e r  ind iv i -  

d u a l s ,  and presumably share  household cos ts .  The committee thus argues 

t h a t  comparing the  income of s i n g l e  ind iv idua ls  t o  the poverty l i n e  f o r  

s i n g l e  i nd iv idua l s  does n o t  provide an  accu ra t e  p i c t u r e  of t h e i r  economic 

well-being. I t  can a l s o  be argued t h a t  increas ing  the personal  exemption 

o r  the  ZBA f o r  the  poor is no t  a  very e f f i c i e n t  mechanism f o r  reducing 

t h e i r  tax burdens, a s  most of the  b e n e f i t  of such inc reases  goes t o  indi-  

v i d u a l s  with modera t e  and high incomes. 

The da t a  from Massachusetts and New York merely confirm the  conclu- 

s i o n s  t h a t  were drawn from Table 4. I n  both s t a t e s ,  under the Reagan 

p lan ,  t h e  number of f a m i l i e s  o r  i nd iv idua l s  fac ing  p o s i t i v e  f e d e r a l  

income tax l i a b i l i t i e s  i n  1986 would f a l l  by about  40 percent .  The 

average p o s i t i v e  tax l i a b i l i t y  would dec l ine  by $92 i n  Massachusetts and 

$42 i n  New York. A s  expected, most of those fac ing  p o s i t i v e  tax l i a b i l i -  

t ies under the  Reagan p lan  a r e  nonelderly s i n g l e  ind iv idua ls .  The 

r e s u l t s  f o r  t he  House b i l l  a r e  very s i m i l a r  to  those under t he  Reagan 

plan.  

Table 5 i l l u s t r a t e s  t he  impact the proposed changes i n  the  Earned 

Income Tax C r e d i t  w i l l  have on poor and near ly  poor f ami l i e s  i n  

Massachusetts and New York. A s  expected, both the  number of f ami l i e s  



Table 5 

Impact of Federal  Tax Reform on Families Receiving 
a Refund under the Earned Income Tax Cred i t  (REITC) 

Current  Law Reagan Plan House B i l l  

MASSACHUSETTS 

Income below 
poverty l e v e l  

Famil ies  
rece iv ing  REITC 22,700 23,300 

Average REITC $245 $336 

REITC a s  a % 
o f  income 3.6% 4.8% 

Income between 
100% and 150% of 
poverty l e v e l  

Famil ies  
rece iv ing  REITC 17,700 21,200 

Average REITC $253 $389 

REITC a s  a % 
o f  income 3.0% 4.1% 

NEW YORK 

Income below 
poverty l e v e l  

Famil ies  
rece iv ing  REITC 92,200 102,000 100,900 

Average REITC $280 $367 $369 

REITC a s  a % 
o f income 3.3% 4.3% 4.3% 

Income be tween 
100% and 150% of 
pove r ty  l e v e l  

Famil ies  
rece iv ing  REITC 56,800 78,400 77,600 

Average REITC $295 $323 $325 

REITC a s  a % 
o f income 2.2% 2.5% 2.5% 

Source: Massachusetts and New York tax s imulat ion models. 
See t e x t  f o r  desc r ip t ion  of data.  



e l i g i b l e  f o r  a refundable Earned Income Tax C r e d i t  and the  amount of t he  

average  refundable c r e d i t  a r e  increased under both tax  reform plans.  

Under c u r r e n t  law, the  Earned Income Tax Cred i t  is equal  t o  11 pe rcen t  of 

t h e  f i r s t  $5,000 o f  earned income, minus 12 219 percent  of the excess of 

earned income over $6,500. I f  t h i s  c r e d i t  exceeds the  taxpayer 's  posi- 

t i v e  tax l i a b i l i t y ,  t h e  excess  is refunded to  the  taxpayer. To be eli- 

g i b l e  f o r  the c r e d i t ,  the  taxpayer must f i l e  j o i n t l y  o r  a s  a head of 

household, and must have a c h i l d  l i v i n g  i n  t he  household. For those 

below the  poverty l i n e ,  the  refund c r e d i t  under both reform plans would 

i n c r e a s e  t o  near ly  5 pe rcen t  of money income. For about  11 percent  of 

poor  taxpayers who r ece ive  refundable c r e d i t s ,  t h e i r  refund is  l a r g e r  

than  the  sum of FICA taxes  and a l l  s t a t e  and l o c a l  taxes,  thereby 

e l imina t ing  t h e i r  o v e r a l l  t ax  burden. Under t he  Reagan and the  House tax  

reform plans,  t he  propor t ion  of poor r e c i p i e n t s  of the  refundable c r e d i t  

whose o v e r a l l  tax l i a b i l i t i e s  a r e  reduced to  zero  increases  t o  13  and 15 

pe rcen t  r e spec t ive ly  . 
Recent evidence suggests  t h a t  a t  l e a s t  80 percent  of those e l i g i b l e  

f o r  t he  earned income t a x  c r e d i t  take advantage of the c red i t .14  

Therefore  our  s imula t ion  r e s u l t s ,  which a r e  based on the  assumption t h a t  

a l l  e l i g i b l e  taxpayers a c t u a l l y  take the c r e d i t ,  a r e  r ep re sen ta t ive  of 

t h e  f u l l  impact of the changes i n  t he  c r e d i t .  

THE DISTRIBUTIONAL IMPACT OF RECENT FEDERAL INCOME TAX CHANGES 

The e l imina t ion  of most poor f a m i l i e s  from the  f e d e r a l  t ax  r o l l s  

under the  proposed t ax  reforms has met wi th  near  un ive r sa l  p ra i se .  

However, some h i s t o r i c a l  perspec t ive  on the  r e l a t i v e  b e n e f i t s  going t o  



f a m i l i e s  a t  the  low end of the income d i s t r i b u t i o n  may be gained by com- 

pa r ing  the  d i s t r i b u t i o n  of the  proposed tax c u t  to  previous reduct ions  i n  

t h e  personal  income tax. There were f i v e  major ind iv idua l  tax  c u t s  be- 

tween 1964 and 1985. A s  pointed o u t  by Okner and Bawden (1983), t he  c u t s  

enacted u n t i l  1975 were progress ive ,  most of t h e i r  b e n e f i t s  going t o  low- 

and middle-income taxpayers.  The 1978 c u t  reversed t h i s  p a t t e r n  by pro- 

v i d i n g  roughly equal  percentage c u t s  f o r  a l l  taxpayers. Under a 

p rog res s ive  t ax  system, such a c u t  provides l a r g e r  increases  i n  a f t e r t a x  

income t o  those a t  t h e  upper end of t he  income d i s t r i b u t i o n .  The 1981 

Economic Recovery Tax Act (ERTA) continued i n  t h i s  d i r e c t i o n  by providing 

equa l  percentage reduct ions i n  taxes a t  a l l  income l e v e l s ,  except  f o r  

those  wi th  taxable  incomes exceeding $60,000. This  group benef i ted  from 

a n  a d d i t i o n a l  reduct ion  i n  the  top marginal r a t e  on income from c a p i t a l  

from 70 t o  50 percent .  ERTA a l s o  provided f o r  the  f u l l  indexing of the  

personal  income tax s t r u c t u r e  s t a r t i n g  i n  1985. 

While there  a r e  a number of ways to  compare the  p rog res s iv i ty  of 

a l t e r n a t i v e  tax  s t r u c t u r e s ,  some of which g ive  con t r ad ic to ry  r e s u l t s ,  a 

f r equen t ly  used approach is  t o  compute the  change i n  e f f e c t i v e  tax  r a t e s  

a c r o s s  income c l a s ses .  This  is  equiva len t  to  comparing the change i n  

a f t e r - t a x  income, a s  a percentage of income, ac ros s  income c l a s ses .  I f  

t h e  c u t  i n  e f f e c t i v e  r a t e s  is g r e a t e r  a t  t he  bottom end of the  income 

d i s t r i b u t i o n ,  t h e  t ax  c u t  is  progressive.  We compare the  tax s t r u c t u r e  

i n  1980, t he  l a s t  pre-Reagan tax  year ,  to  1986 c u r r e n t  law and to  the  

Senate-passed tax reform proposal.  To hold cons t an t  the  underlying 

income d i s t r i b u t i o n ,  we s imula te  each tax regime using our  1986 aged da t a  

base  f o r  New York and Massachusetts. 



The f i r s t  column of  Table  6 shows the  change i n  e f f e c t i v e  tax r a t e s  

by income d e c i l e  between 1980 and 1986, whi le  the  second shows the change 

i n  r a t e s  from c u r r e n t  law t o  r a t e s  which would r e s u l t  i f  t he  Sena te  tax  

reform plan is  adopted. The t h i r d  column combines these  two changes, t o  

show the  o v e r a l l  impact e f f e c t i v e  tax  r a t e s  of a c t u a l  and proposed 

changes i n  the s t r u c t u r e  o f  the  personal  income tax during the Reagan 

Adminis t ra t ion.  The f i r s t  column shows the  r eg re s s ive  e f f e c t  of the  1981 

t a x  a c t ,  w i th  the  change i n  e f f e c t i v e  tax  r a t e s  nea r ly  s i x  times a s  g r e a t  

f o r  the  top two d e c i l e s  a s  t he  bottom two. The second column r epea t s  

t h i s  p a t t e r n ,  though more moderately, wi th  e f f e c t i v e  tax r a t e s  under t he  

Sena t e  p lan  dec l in ing  more f o r  h igher  income groups than f o r  t he  poor. 

The t h i r d  column shows t h a t ,  under the  Senate proposal ,  t he  cumulative 

impact on t he  p r o g r e s s i v i t y  of  the  f e d e r a l  t ax  s t r u c t u r e  from 1980 t o  

1986 would be q u i t e  s u b s t a n t i a l .  The d e c l i n e  i n  e f f e c t i v e  r a t e s ,  i f  t he  

Sena t e  b i l l  were to  become law, would be nea r ly  e i g h t  times a s  i n  h igh  i n  

t h e  top q u i n t i l e  a s  the  bottom q u i n t i l e  of the  income d i s t r i b u t i o n .  

Because our  s imula t ion  model does no t  include the  impact of reduc- 

t i o n s  i n  tax s h e l t e r s  and t h e  expansion of t he  a l t e r n a t i v e  minimum tax  

under  the  Sena te  proposal ,  t he  second and t h i r d  columns of Table  6 

o v e r s t a t e  somewhat t he  d e c l i n e  i n  e f f e c t i v e  tax  r a t e s  f o r  high-income 

taxpayers  under t he  Sena te  plan. Nonetheless,  the  Sena te  and the  House 

B i l l s ,  which have been cha rac t e r i zed  a s  d i s t r i b u t i o n a l l y  n e u t r a l ,  do 

no th ing  to  o f f s e t  t he  d e c l i n e  i n  p rog re s s iv i t y  of the  tax system t h a t  

occurred during the  f i r s t  ha l f  of the  1980s. Thus the  most r ecen t  

e f f o r t s  t o  reform t h e  tax system, by r a i s i n g  the  tax threshold f o r  poor 

f a m i l i e s  and providing "d i s  t r i b u t i o n a l l y  neu t r a l "  tax c u t s  f o r  a l l  o t h e r  

income c l a s s e s ,  s t i l l  l eave  low-income f a m i l i e s  worse o f f  r e l a t i v e  t o  



Table 6 

Change i n  E f f e c t i v e  Federal  Income Tax Rates  under 
t h e  1980 and 1986 Tax Laws and the  Senate  1986 Tax 

Reform Proposal ,  by Income Deci le  (1986 income l e v e l )  

Change i n  E f f e c t i v e  Tax Rate 
Income Deci le  1980-1986 1986: Senate 1980: Senate 

Lowest 
Second 
Thi rd  
Four th  
F i f t h  
S i x  t h  
Seventh 
Eighth  
Ninth 
H ighes  t 
A l l  d e c i l e s  

Lowest 
Second 
Thi rd  
Fourth 
F i f t h  
S i x  t h  
Seventh 
Eighth 
Ninth 
Highes t  
A l l  d e c i l e s  

MASSACHUSETTS 

-0.23 -0.30 
-0.89 -0.55 
-1.85 -0.61 
-3.05 -1.18 
-3.81 -1.09 
-3.84 -1.26 
-4.54 -1.66 
-5.03 -2.15 
-5.75 -2.16 
-6.20 -3.39 
-3.52 -1.43 

NEW YORK 

-0.16 -0.19 
-0.50 -0.30 
-1.60 -0.90 
-2.60 -1.20 
-3.40 -1.20 
-3.80 -1.30 
-4.40 -1.70 
-4.70 -1.90 
-5.20 -1.80 
-3.20 -1.30 
-3.20 -1.30 

Source: Massachusetts and New York tax  s imulat ion models. 
See t e x t  f o r  d e s c r i p t i o n  of data.  



high-income taxpayers  than i n  the  1970s. This  po in t  is  s t rengthened by 

t h e  f a c t  t h a t  our  base of comparison, 1980 tax  law, i t s e l f  r e f l e c t s  tax 

c u t s  i n  1978 which provided l a r g e r  tax reduct ions  f o r  higher-income tax- 

payers.  

CONCLUSIONS 

Despi te  a broad consensus among policymakers t h a t  people w i th  incomes 

below the  poverty l i n e  should pay l i t t l e  o r  no thing i n  taxes ,  most poor 

people do i n  f a c t  f a c e  s i g n i f i c a n t  tax l i a b i l i t i e s .  From our  a n a l y s i s  of 

f i v e  major taxes-- the  f e d e r a l  income and pay ro l l  t axes ,  s t a t e  and l o c a l  

income and gene ra l  s a l e s  taxes,  and the  l o c a l  property tax--in two 

s ta t e s  , we conclude t h a t  most poor f ami l i e s  and unre la ted  ind iv idua l s  pay 

s u b s t a n t i a l  amounts i n  taxes.  We have ca l cu la t ed  t h a t  t he  average tax 

burden faced by the poor is over 10 pe rcen t  i n  Massachusetts and c l o s e  t o  

1 5  pe rcen t  i n  N e w  York S ta t e .  I n  Massachusetts 4 o u t  of 10 poor f ami l i e s  

f a c e  t o t a l  tax burdens i n  excess  of 10 percent  of t h e i r  money incomes, 

and 12 pe rcen t  f a c e  burdens of more than 20 pe rcen t  of income. I n  New 

York 60 pe rcen t  of poor f ami l i e s  f a c e  burdens of over 10 percent ,  and 

n e a r l y  25 pe rcen t  f a c e  t ax  burdens over  20 percent  of income. 

The s i n g l e  most important  source of the high tax burden on the  poor 

i s  the  l o c a l  property tax. Although some poor people escape paying pro- 

p e r t y  taxes because they l i v e  i n  a household with a nonpoor household 

head o r  l i v e  i n  publ ic  housing, over 70 percent  of poor f a m i l i e s  f ace  an 

average  property tax burden of over 10 percent .  This  conclusion i s  based 

o n  w h a t  we be l i eve  to  be the  reasonable assumption t h a t  poor owner occu- 

pan t s  bear  the  f u l l  burden of the  tax ,  and t h a t  landlords  a r e  a b l e  t o  

s h i f t  three-quarters  of t h e i r  property tax l i a b i l i t y  to  tenants .  



One of the  o b j e c t i v e s  of f e d e r a l  t ax  reform is to e l imina te  the 

f e d e r a l  income tax burden on the  poor. Both the pres ident '  s tax  reform 

proposa ls  and the  House and Senate  t ax  reform b i l l s  of 1985 and 1986 

would s u b s t a n t i a l l y  reduce the  number of poor f a m i l i e s  fac ing  p o s i t i v e  

income tax  l i a b i l i t i e s ,  and would increase  the  number of poor who 

a c t u a l l y  r ece ive  an Earned Income Tax Cred i t  l a r g e r  than t h e i r  income tax 

l i a b i l i t y .  Under these proposals ,  most of the poor people who would con- 

t i n u e  t o  f a c e  p o s i t i v e  income tax  l i a b i l i t i e s  w i l l  be nonelderly tax- 

payers  f i l i n g  s i n g l e  r e tu rns .  Despi te  the  favorable  t reatment  of many 

poor f ami l i e s ,  a broader d i s t r i b u t i o n a l  perspec t ive  shows t h a t  a l l  of the  

p l ans  would leave  low-income fami l i e s  worse o f f  r e l a t i v e  t o  high-income 

f a m i l i e s  than i n  1980. 

Taxation, p a r t i c u l a r l y  a t  the  s t a t e  and l o c a l  l e v e l ,  p laces  a heavy 

burden on most people below the poverty l i n e .  Even i f  f e d e r a l  t ax  reform 

completely el iminated both the  f e d e r a l  income tax  and the  FICA tax b u r  

dens on a l l  f a m i l i e s  below the poverty l i n e ,  a l a r g e  number of the  poor 

would s t i l l  f a c e  t ax  burdens i n  excess  of 10 percent  of t h e i r  money 

incomes, pr imar i ly  from s a l e s ,  exc ise ,  and property taxat ion.  

A 1  though many s t a t e  governments, including those of Massachusetts and 

New York, have taken s t e p s  to  reduce both property and income tax  burdens 

on  t h e i r  poor r e s i d e n t s ,  high t ax  burdens remain. For example, s i n c e  

1980 Massachusetts has allowed r e n t e r s  a s t a t e  income tax deduction of 

one-half of a l l  r e n t a l  payments (up t o  $2,500). Although t h i s  deduction 

i s  intended t o  reduce the  property tax  burden on tenants ,  i t  has no 

impact on the  poor because under c u r r e n t  law they a r e  exempted from 

income t axa t ion  because of t h e i r  low-income l e v e l s .  S imi l a r ly ,  New York 



has  r ecen t ly  implemented a major income tax reform which includes a 

s u b s t a n t i a l  increase  i n  the  low-income c r e d i t .  New York a l s o  has a 

l i m i t e d  income tax  c r e d i t  f o r  r e n t e r  households. However, n e i t h e r  of 

t hese  c r e d i t s  is refundable, and thus they provide l i t t l e  tax r e l i e f  f o r  

many low income ren te r s .  

The major reason f o r  high property tax burdens among the  poor is  the 

h igh  proport ion of t o t a l  income t h a t  many poor people must pay i n  order  

t o  f i n d  housing. For example, a survey i n  November 1985 indica ted  t h a t  

nea r ly  three-quarters  of Massachusetts AFDC r e c i p i e n t s  no t  l i v i n g  i n  

pub l i c  housing had t o  pay r e n t s  t h a t  were i n  excess of 50 percent  of 

t h e i r  income, and near ly  one-quarter of AFDC r e c i p i e n t s  faced r e n t  b u r  

dens of over 80  percent  of income. These da ta  suggest  t h a t  probably the  

only e f f e c t i v e  way of reducing property tax burdens i s  to  i n i t i a t e  poli-  

c i e s  aimed a t  reducing the  ex t r ao rd ina r i ly  high r e n t  burdens faced by 

many poor fami l ies .  

One e f f e c t i v e  f e d e r a l  pol icy to reduce the o v e r a l l  t ax  burden on the 

poor may be a refundable income tax c r e d i t  t h a t  i s  a v a i l a b l e  t o  a l l  poor 

f ami l i e s ,  including those who have no earnings. Approximately two-thirds 

of a l l  poor f ami l i e s  and unre la ted  indiv iduals  a r e  n o t  e l i g i b l e  f o r  the 

c u r r e n t  Earned Income Tax Credi t .  Unless f e d e r a l  pol icy begins to t a r g e t  

those poor people without  earn ings ,  the tax burdens faced by most of the 

poor w i l l  remain high. 



Notes 

l ~ e e  a r e p o r t  prepared by the s t a f f  of the J o i n t  Committee on 

Taxat ion (U.S. Congress, J o i n t  Committee on Taxation, 1984), and a r e p o r t  

prepared by the s t a f f  of the House Ways and Means Committee (u.s. House, 

of Representa t ives ,  Commit t e e  on Ways and Means, 1984 1. 

2~ b r i e f  review of the evidence on labor  supply and saving behavior 

i s  provided by Pechman (1985). 

3 ~ i t h  l i n e a r  demand and supply curves,  the r a t i o  of the change i n  

r e n t  to  a change i n  the property tax is given by 4 S/($S + + d ) ,  where 4, 

and 4 a r e  the p r i ce  e l a s t i c i t i e s  of supply and demand. With a supply 

e l a s t i c i t y  f o r  low-income housing of 2.2 (Grieson, 1973) and a demand 

e l a s t i c i t y  of -0.22 ( ~ r i e d m a n  and Weinberg, 1981), over 90 percent  of the 

t a x  would be s h i f t e d  forward to tenants.  

4 ~ h e  l i t e r a t u r e  on the incidence of the corpora te  income tax is 

extensive.  For two examples of analyses  t h a t  suggest  t h a t  the tax  is 

s h i f t e d  e i t h e r  forward o r  backward, see Krzyzaniak and Musgrave (1963) 

and Felds t e i n  (1974). 

5 ~ h e  data  were aged to 1982 using the fol lowing demographic and eco- 

nomic aging procedures. Demographic aging was accomplished by changing 

the  populat ion weights to correspond with the changes i n  populat ion s i z e  

i n  each of 10 age c lasses .  Income was aged by applying d i f f e r e n t  percen- 

tage  changes f o r  income from each of s i x  sources--wages and s a l a r i e s ,  

self-employment income, dividends, i n t e r e s t  and r en t s ,  s o c i a l  s e c u r i t y  , 

supplemental s e c u r i t y  income (SSI),  and Aid f o r  Families wi th  Dependent 

Children. The percentages were determined such t h a t  the product of the 

populat ion percentage increase  mul t ip l ied  by the income percentage 



i nc rease  was equal  t o  the o v e r a l l  percentage increase  i n  income from t h a t  

source. Economic aging between 1982 and 1986 was accomplished by separ- 

a t e l y  i n f l a t i n g  each source of income. The i n f l a t i o n  f a c t o r s  a r e  based 

on  s ta te -spec i f  i c  da t a  on per  c a p i t a  personal  income by source. The da ta  

f o r  1986 a r e  from the December 1985 c o n t r o l  f o r e c a s t  of Data Resources 

Incorporated . 
6 ~ h e  Massachusetts sample of the  SIE c o n s i s t s  of 3,867 f a m i l i e s  and 

10,529 persons, and the  New York sample cons i s t s  of 4,213 f a m i l i e s  and 

12,438 persons. 

7 ~ a t a  on the proport ion rece iv ing  long-term c a p i t a l  ga ins  o r  l o s s e s ,  

and the average amount of ga ins  o r  l o s s e s ,  by income c l a s s  and age group, 

were taken from the 1981 IRS S t a t i s t i c s  of Income. Indiv idual  f i l i n g  

u n i t s  were assigned ga ins  o r  l o s s e s  on a random bas i s  so a s  to  r e p l i c a t e  

these  proportions. Among those assigned c a p i t a l  ga ins  o r  l o s s e s ,  a 

d i s t r i b u t i o n  wi th in  a given age and income c l a s s  was imputed to  the 

sample by mul t ip ly ing  the s tandard devia t ion  of ga ins  wi th in  each c e l l  by 

a random v a r i a b l e  wi th  s tandardized normal d i s t r i b u t i o n ,  and adding the 

r e s u l t i n g  product to  the mean ga in  o r  l o s s  i n  each c e l l .  The s tandard 

dev ia t ion  by c e l l  came from Table J ,  1981 IRS S t a t i s t i c s  of Income. 

8 ~ h e  two-earner c r e d i t  and the e l d e r l y  c r e d i t  a r e  ca lcula ted  i n  a 

s t r a i g h t f o w a r d  fash ion  from d a t a  a v a i l a b l e  i n  the  SIE. The c a l c u l a t i o n  

of  the  c r e d i t  f o r  work-related c h i l d  c a r e  expenditures is  based on a 

three-stage es t imat ing  procedure t h a t  f i r s t  determines whether a f i l i n g  

u n i t  is e l i g i b l e  f o r  the  c r e d i t ,  then es t imates ,  using a l o g i t  

regress ion ,  the p r o b a b i l i t y  of t h a t  f i l i n g  u n i t  (charac ter ized  by i t s  

income and demographic composition) having e l i g i b l e  c h i l d  c a r e  expen- 

d i t u r e s ,  and f i n a l l y ,  es t imates  the  amount of the al lowable deduction. 



The econometric es t imates  of work-related c h i l d  c a r e  expenditures  a r e  

based on da ta  from the  Michigan Panel Study of Income Dynamics. 

9 ~ o r  a d e t a i l e d  desc r ip t ion  of t he  property tax model, s ee  Chernick 

and Reschovsky (1982) and Reschovsky (1986). 

lowe a r e  cu r ren t ly  i n  the process of rees t imat ing  the s a l e s  tax using 

microdata from the 1980-81 Consumer Expenditure Survey. 

l lgy  using t h i s  mu1 t i -s  tep approach and es t imat ing  expenditure share 

equat ions ,  w e  guarantee t h a t  the adding-up r e s t r i c t i o n  i s  s a t i s f i e d .  See 

Deaton and Muellbauer (1980) f o r  f u r t h e r  informa t ion.  

1 2 ~ o r  a desc r ip t ion  of the  Census Bureau model see U.S. Bureau of the 

Census (1984) ; f o r  a desc r ip t ion  of the Urban I n s t i t u t e  model, s ee  

S u l v e t t a  (1976). 

1 3 ~ h e  source of information on r e n t  burdens of low-income fami l i e s  

was a r ecen t  survey (November 1985) of Massachusetts AFDC rec ip i en t s .  

Th i s  survey indica ted  t h a t  near ly  three-quarters of r e c i p i e n t s  n o t  l i v i n g  

i n  publ ic  housing paid r e n t s  t h a t  were i n  excess of 50 percent  of t h e i r  

income, and near ly  one-quarter of AFDC r e c i p i e n t s  faced r e n t  burdens of 

over  80  percent  of income. 

1 4 ~ h i s  es t imate  was obtained i n  conversat ion with Richard Kasten of 

t h e  Congressional Budget Off ice ,  who compared the I R S  reported number of 

Earned Income Tax Cred i t  r e c i p i e n t s  to  the  simulated number of r e c i p i e n t s  

using a microsimulation model and a household survey. 
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Table  A . l  

Tax L i a b i l i t i e s  and Tax Burdens of Famil ies  and Unrelated 
Ind iv idua l s  wi th  Income Between 100% and 150% of  t he  Poverty Level,  1986 

Number of % o f  Average 
Poor Familiesa A l l  Poor Tax Tax 

Paying Taxes Familiesa L i a b i l i t y  ~ u r d e n b  

A l l  taxes 

1. Federa l  income tax  

a. With p o s i t i v e  tax  
1 i a b i l i t y  

b . W i  t h  nega t ive  tax 
l i a b i l i t y  

2 .  F.I.C.A. 
3 .  S t a t e  income tax  
4 .  S t a t e  s a l e s  tax  
5 .  Local proper ty  tax 

MASSACHUSETTS 

NEW YORK 

A l l  t axes  

1.  Federal  income t ax  

a .  With p o s i t i v e  tax  
1 i a b i l i  ty  203,500 26.2 686 4.6 

b. With negat ive  tax  
l i a b i l i t y  56,800 7.4 -295 -2.2 

2 .  F.I.C.A. 279,700 36.6 546 4.0 
3 .  S t a t e  income taxc 201,000 26.3 184 1.2 
4 .  S t a t e  s a l e s  taxc 764,500 100.0 366 3.6 
5 .  Local property tax  584,600 76.5 741  7.5 

Source: Massachusetts and New York tax s imula t ion  models. 

aUnrelated ind iv idua l s  a r e  considered to  be one-person f ami l i e s .  

b ~ e f i n e d  as tax  l i a b i l i t y  as a percentage of money income. 

CIncludes l o c a l  income and s a l e s  taxes.  



Table A.2 

Tax L i a b i l i t i e s  and Tax Burdens of Indiv iduals  With Income 
Between 100% and 150% of  the Poverty Level 

by Family Type and Age, 1986 

Number of Average Tax Tax 
Almost Poora L i a b i l i t y  ~ u r d e n b  

MASSACHUSETTS 

Nonelderly 

S i n g l e  
Head of household 
Married couples 

E lde r ly  

S ing le  
Married couples  

To tal 184,400 

Nonelderly 

S ing le  
Head of household 
Married couples  

E lde r ly  

S ing le  
Married couples  

T o t a l  

NEW YORK 

Source: Massachusetts and New York tax s imulat ion models. 

aThe almost poor a r e  those with income between 100% and 150% of  the 
poverty l eve l .  

b ~ e f i n e d  a s  a percentage of money income. 


