
Consumer Reactions to Income Changes

The United States economy has experienced a sus
tained expansion since early 1961. For the most 
part, this period of prosperity has been accompanied 
by only moderate price increases. From  1960 to
1965, for example, the consumer price index in
creased by an average of around 1.4% per year. But 
as the economy came nearer to a full employment 
level in years subsequent to 1965, the price level 
began to increase more rapidly. The consumer price 
index increased 2 .9%  in 1966, 2 .8%  in 1967, and 
4.6 %  in 1968. The income tax surcharge of 1968 
was passed with the expectation that a cooling of 
the economy would follow since the tax increase 
would reduce the rate of growth of consumer dis
posable incomes and, therefore, the pace of con 
sumers’ expenditures on goods and services. W hen

the surcharge was passed, many economists and 
businessmen expected the effects to be immediate 
and considerable. The term “ overkill”  was often 
used to describe what some thought to be the po
tential effect of the surtax.

Since the passage of the income tax surcharge, the 
financial press has devoted many columns to dis
cussions of the impact, or lack thereof, of the new 
levy on consumer incomes. Indeed, the consumer 
reacted to the tax increase in a different way than 
that predicted by those who expected a slower 
economy during the second half of 1968. Instead of 
immediately moderating his expenditures as expected, 
the consumer maintained them for at least one 
quarter at the expense of his saving rate.

This article reviews briefly the reactions o f con-
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sumers to tax changes in the 1960's. For purposes 
of reference, the m ajor Federal taxation changes in 
this period are summarized below.
1. Investm ent tax credit passed October 1962.
2. R evenue A ct of February 1964 reduced personal 
and corporate income taxes; personal withholding 
rates cut from 18%  to 14%  March 1964.
3. E xcise taxes reduced June 1965.
4. Social Security taxable base raised effective 
January 1, 1966.
5. Rescinded or postponed som e excise tax reduc
tions, introduced graduated withholding rates, and 
accelerated corporate payments March 1966.
6. Investm ent tax credit and accelerated deprecia
tion suspended O ctober 1966.
7. Investm ent credit reinstated June 1967.
8. Social Security taxable base raised effective 
January 1, 1968.
9. A  10%  surcharge placed on personal income 
taxes (retroactive to A pril) and corporate income 
taxes (retroactive to January) June 1968.

Aggregate Consumption, Saving, and Taxes, 
1962-1968 Charts I and II show  the changes 
over time in personal consumption expenditures, per

sonal saving, and consumer instalment debt as per
centages of personal and disposable personal income 
from 1955 to 1968. Chart II also shows personal 
taxes as a per cent of personal income. The shaded 
areas indicate the time spans in which the immediate 
impact of the m ajor tax revisions became evident. 
The first area indicates the tax easing of 1962-1964; 
the second represents the recent attempt at fiscal 
restraint through the 10% surtax.

In response to the tax reductions of 1962-1964, 
consumers initially increased the percentage of dis
posable personal income used for personal saving 
( S ) ,  and decreased the percentage going to personal 
consumption expenditures ( C ) .  In the first half of 
1965 the consumption ratio increased again, but only 
briefly. A fter this short-lived recovery it declined 
to a 12-year low during the fourth quarter of 1967.

During roughly the same time span— from  the 
third quarter o f 1965 to the fourth quarter o f 1967—  
the tax ratio ( T ) ,  defined throughout this article as 
personal taxes as a percentage of personal income, 
began a rapid increase after a brief initial fall. By 
the second quarter of 1967, in fact, this tax ratio 
had recovered from  the tax reduction and was as 
high as it had been at the previous 1962 peak level.
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The increases in the tax ratio are partially at
tributable to the rescinding of the investment tax 
credit, increases in Social Security taxes, graduated 
withholding rates, and to higher state and local gov
ernment tax collections relative to personal income. 
But the higher tax ratio was also probably due to the 
growth of income during 1965-1967, since personal 
incomes were rising rapidly and unemployment was 
declining throughout the period. The fact remains, 
however, that by the third quarter of 1967, the tax 
ratio was as large as it had been before the tax re
duction, and it has continued its upward trend to 
date. W ith the enactment of the 1968 income tax 
surcharge, the upward trend became particularly 
pronounced.

During the second quarter of 1965, as the tax 
ratio began its penultimate dip, the percentage of 
disposable personal income going into personal sav
ing (S )  began to increase. By the last quarter of
1967 this saving ratio had reached the highest level 
in recent history.

In summary, the consumer responded to the 1964 
tax cuts by initially increasing his saving ratio, and 
as consumer incomes began to reach new heights in 
the later 1960’s, consumers were able to further ex 
pand the percentage of their income saved. On the 
other hand, when the tax increase of 1968 began to 
take effect, they made the opposite response of main
taining consumption by allowing the saving ratio to 
fall. The extent of this last reaction is apparently 
what those who expected an immediate cooling of 
the 1968 economy did not foresee.

Interpretation of Aggregate Consumption Re
sponses to Taxes In 1949, J. S. D uesenberry, 
Professor of Econom ics at Harvard University, 
formulated a “ relative income”  hypothesis concern
ing the behavior of aggregate consumption spending. 
A ccording to this hypothesis, consumers experienc
ing a decline in income strive to maintain their ac
customed living standard by reducing the percentage 
of income they allocate to saving. Further, if the 
decline in income proves temporary and is followed 
by quick recovery to previous levels, consumers 
would use much of the recovered income to restore 
the earlier level of saving. Therefore, consumers 
will initially respond to reductions in income by in
creasing their consumption ratio and allowing the 
saving ratio to fall.

M ore recently, George Katona and Eva Mueller 
in a study published in 1968 by the Brookings In
stitution ( Consumer Response to Incom e Increases) 
attempted to determine how consumers generally re

spond to income increases and in particular to the 
tax cut during 1964 and 1965. They took a random 
sample of 1,000 consumer units and periodically 
asked its members to report their consumption ex 
penditures and actual realized saving.

Perhaps the most interesting finding of the 
Katona-Mueller study is related to the adjustment 
of consumer outlays to income increases over time. 
They found that if a consumer has a sustainable in
come increase of less than 20% , his initial response 
is to increase his liquid savings. H e will increase 
both discretionary and everyday expenditures, but 
usually only after a lapse of one or two quarters. 
The sample results indicate that people who have sus
tainable gains of over 20%  of their income increase 
their discretionary expenditures with less delay.

A  simple statistical test indicates that their find
ing of a delayed response to a small income change 
is consistent with the aggregate data, for the data 
seem to show that changes in the consumption ratio 
lag rather consistently behind changes in the tax 
ratio. A  test was performed to see whether changes 
in the consumption ratio seemed to lag behind 
changes in the tax ratio, and it was found that over 
the past 14 years the consumption ratio has probably 
been associated with the tax ratio of two to six 
quarters earlier. M oreover, it was found that the 
consumption and tax ratios seem to be inversely re
lated after the appropriate time lag.1

The findings of Katona and Mueller, the relative 
income hypothesis, and the aggregate data do indeed 
seem to be consistent with one another— at least with 
respect to income increases. It is too early to de
termine how consumers will eventually react to the 
tax surcharge, but their initial response was to de
crease their rate of saving. This action could have 
been predicted by either the relative income hy
pothesis, the use of the findings o f the Katona- 
Mueller study, or an analysis of past aggregate con
sumption behavior, for all of these point to a time 
lag involved in a consumer’s response to an income 
change. T o  be sure, most economists did expect some 
initial reduction in the saving rate out o f deference 
to the “ relative income” and similar hypotheses as 
well as to the empirical studies of these hypotheses, 
but they underestimated the extent o f the reduction.

William E. Cullison

1 The statistical test used involved com puting simple correlation co
efficients for C paired with T after lags o f  from  0 to 7 quarters. 
The resulting values were —0.15, —0.19, —0.29, —0.33, —0.34, 
—0.31, —0.29, and —0.26.

10Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

April 1969


