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by the employer. However, if a state has an approved unemployment compensation
gystem (and'all.ﬁ.O do), tI.'xen up to 5.4 percent of the state raF;eoi}e,; a full credpit against
the federal llablh}iy, leaving a net federal rate of 0.8 percent. States may have a tax-
able wage base higher than the federal limit (41 do). States also can levy rates on em-
ployers that c.hffer from the 5.4 percent standard based on the unemployment
experience rating C;g the firm: those with fewer layoffs pay lower tax than do those
with more layoffs.”* The idea is to encourage employers to stabilize their labor force
while financing the unemployment compensation system.

Finally, the fesleral and state payroll taxes are all earmarked. That is, their revenues
are dedicated to finance only particular social insurance benefits. Because these bene-
fits tend to be more valuable to lower-income individuals, the public generally accepts
the unusual features of these taxes that make their burdens regressive. Nevertheless,
they do contribute to labor market incentive effects by adding to the wedge between
what employers pay and what employees retain. Any surpluses in these funds are in-
vested in U.S. government bonds, thus helping support those markets.

Conclusion

The income tax has been the heart of the federal revenue system from the early years
of the twentieth century, providing sizable revenue for global responsibilities and do-
mestic programs. For more than 60 years, the individual income tax has been the dom-
inant source, although the payroll taxes for social insurance have become almost as
significant in overall finance. Corporate income taxes now play only a small role in
finances. Individual income taxes also make a major contribution to the finances of state
governments. While achieving progressivity, the income taxes do have problems of eco-
nomic inefficiency, horizontal inequity, expensive collection, and failure of trans-
parency. Corporate and payroll taxes raise considerable revenue, but they offer difficult
challenges of equity and efficiency. There are enough preferences inserted in the income
tax system to raise the belief that lawmakers have lost sight of the fact that the funda-
mental purpose of the system is to raise money to support government operations.

QUESTIONS AND EXERCISES

1. Identify the important elements of the income tax in your state. What govern-
ments levy the tax, does the tax apply to individuals and corporations, how is the
tax linked to federal income taxes, are the rates graduated, and is the tax indexed?

2. A midwestern state aids its institutions of higher education by giving a credit
against its income tax equal to 50 percent of any gift to such institutions (subject

*2Rates can range from zero (16 states) up to 10 percent (three states). Three states also tax the employee.
A number of state unemployment compensation funds ran out of money during t.hc recession that started
in December 2007 and were forced to borrow from the federal government to maintain benefit payments.
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3. Mr. Brown is in the 10-percent federal income tax bracket and wants to invest
$8,000 in interest-earning assets. Mr. Black is in the 35-percent bracket and wants
to invest $15,000. The current rate on a typical high-quality tax-exempt municipal
bond is 5 percent and on a similar quality corporate bond is 6.5 percent. You are
the financial adviser to both. Which investment would you recommend to each
individual¢

4. The Millers, a.family of three filing joint returns, have the following information
to prepare their federal income tax. Use the current federal tax forms (available at
the local IRS office or from the IRS website) to make your computation.

Salaries ' 65,000
Interest income, corporate bonds 1,000
Interest income, municipal bonds (issued in 1984) 1,500
State and local income taxes ,8()0
Real estate taxes
General sales taxes 20
Home mortgage interest 750
Credit card interest 3,850
Cash contributions to charities 200
Interest on education loans 450
Hospital and doctor expenses ‘ =40
Compute the fol[owing; w00

a. Adjusted gross inco,

b. Taxable income
c. Tax

d. Average tax rate

e. Average effective
. -tax rate
£ Marginal tax rate






