
Tax Cuts: 
Who Shoulders 

the Burden? 

The Reagan tax cuts have been criticized as a "welfare for the rich" approach. 
Yet analysis of the tax cuts of the 1920s, the 1964 tax cut, and the 1932 tax 
increase suggests that the Reagan program will shift the tax burden toward 
the rich. 

Economists have long recognized that taxes on 
economic activity distort prices and reduce 
the size of the gains derived by 
both buyers and sellers.1 When 
taxes are levied on economic 
activity, the quantity of the 
activity wil l decline. As a 
result, taxes impose a 
cost on society over and 
above the revenue col-
lected. 

The effects of tax cuts 
are not so well recognized. 
Under a system of progressive 
taxation, where tax rates in-
crease as incomes increase, a pro-
portional reduction in tax rates (an equal 

'See Robert Keleher, "Supply-Side Effects of Fiscal Policy: 
Some Preliminary Hypotheses" (June 1979) and "Supply-Side 
Tax Policy: Reviewing the Evidence" (April 1981) Economic 
Review, Federal Reserve Bank of Atlanta 

percentage reduction in all brackets) will provide a 
greater incentive for persons in upper in-

come brackets to expand their taxable 
income than those wi th lesser 

incomes. As the result, after a 
proportional rate reduction, 
the tax base wil l grow more 
rapidly in the upper income 
brackets than the lower brack-
ets. The effect wil l be to shift 
the tax burden toward higher 
income groups. 

Thus, contrary to the current 
wisdom, we believe that a roughly 
proportional tax reduction—such 

as the program recently enacted by Con-
gress—will shift the tax burden toward high-
income taxpayers. In this article, we outline 
the theoretical case for this surprising prop-
osition, and then investigate the historical rec-
ord. Our analysis focuses on the 1964 tax 
cut, the tax cuts of the 1920s, and the 1932 
tax increase. 
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Table 1: The Impact of a 20 percent Proportional Tax Rate Reduction on the After-Tax Income of Taxpayers for Selected Marginal 
Tax Rates. 
Initial Marginal 

Tax Rate for 
Income Bracket 

Marginal Tax 
Rate After a 

20% Rate 
Reduction 

Percent of Each 
Additional Dollar 
Earned that the 

taxpayer is 
permitted to keep: 

Percent Increase 
in the taxpayer's 
Return from an 

Additional Dollar of Income 

(1) (2) 

Prior 
to 

Reduction 
(3) 

Subsequent 
to 

Reduction 
(4) (5) 

10 8 90 92 2.2 
20 16 80 84 5.0 
40 32 60 68 13.3 
50 40 50 60 20.0 
60 48 40 52 30.0 
80 64 20 36 80.0 
90 72 10 28 180.0 

Tax Rates 
and Taxable Income 

Changes in marginal tax rates influence both 
the supply of labor and capital and the efficiency 
with which these resources are transformed into 
desired goods. When tax rates change, individuals 
have an incentive to make several adjustments 
that will alter their taxable incomes. For example, 
rising marginal tax rates encourage persons to 
substitute (a) leisure for work,2 (b) tax deductible 
expenditures for taxable expenditures, (c) tax 
shelter investments for investments that generate 
taxable income, (d) unreported income derived 
from the underground economy for taxable 
reported income, and (e) current consumption 
for savings (taxable future income). Each of these 
substitutions wil l reduce the individual's tax base 
and thereby reduce his or her tax liability. In 
short, higher tax rates reduce the personal reward 
derived from productive activities, while making 
tax avoidance more attractive. 

Of course, tax avoidance is costly. Many tax 
avoidance projects are profitable to taxpayers 
only when they face exceedingly high marginal 
tax rates. Such projects typically have low returns 

'Individuals may also substitute "leisure intensive" jobs for less enjoyable 
but more remunerative "work intensive" jobs. Since the desirable non-
monetary elements of a job are not taxable, high marginal tax rates reduce 
the incentive of workers to undertake various sacrifices (e.g., inflexible work 
schedule, out-of-town travel, job pressure, and hectic work environment) in 
order to earn additional taxable income. 

to society but are "subsidized" for the individual 
by a reduced tax liability. Lower marginal tax 
rates will reduce people's incentive to engage in 
tax avoidance, by permitt ing them to capture a 
larger proportion of the income derived from 
work, investment, saving and other activities that 
generate goods and services in exchange for 
taxable income. Therefore, if supply-side incentive 
effects are important, taxable income will expand in 
response to reduced tax rates. 

The Incentive Effects of a 
Proportional Tax Rate Reduction 

A proportional tax reduction is one for which 
the percentage reduction in tax rates is equal. 
Table 1 illustrates the pattern of a 20 percent 
proportional rate reduction, where the 10 percent 
marginal rate is reduced to 8 percent. Similarly, 
the 50 percent marginal tax rate is reduced to 40 
percent, down 20 percent from the initial rate. 

From an incentive standpoint, the after-tax 
income (or take-home pay) that taxpayers are 
permitted to keep if they expand their earnings is 
critical. The larger the share of additional earnings 
that the taxpayer can capture, the greater the 
incentive to work, save, and invest to generate 
additional taxable income. The impact of a 
proportional tax reduction on the after-tax "mar-
ginal income" of taxpayers will vary substantially 
across income groupings. 

For example, after a 20 percent rate reduction, 
a low income taxpayer who had a 10 percent 
marginal tax rate finds himself permitted to keep 
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92 cents of each dollar earned compared to 90 
cents prior to the tax cut. The tax cut increases 
the after-tax income per additional dollar earned 
by 2.2 percent for this taxpayer. In contrast, tax-
payers in the 50 percent marginal rate bracket 
wil l experience a 20 percent increase in after-tax 
earnings (from 50 cents to 60 cents per additional 
dollar earned) as the result of the proportional 
tax cut. 

The increase in a taxpayer's after-tax income 
per dollar of marginal earnings is directly related 
to his initial marginal tax rate. For a progressive 
tax system, this means that high-income taxpayers 
wil l experience the largest increase in after-tax 
earnings (per dollar of additional income) for a 
proportional rate reduction. Therefore, the incen-
tive effects of the rate reduction will exert a 
greater impact upon the taxable income of high-
income recipients than on low-income taxpayers.3 

An interesting corollary follows from this pattern 
of incentive effects. Because the incentive effects 
are greatest for wealthier taxpayers, they wil l be 
more likely than those with lower incomes to 
shift resources from various forms of tax avoidance 
into the generation of taxable income. Predictably, 
taxable income wil l grow most rapidly in higher 
income brackets. The rapid growth of taxable 
income in high-income brackets implies that the 
tax revenue derived from high-income taxpayers 
will decline by a smaller amount (or rise by a 
larger amount) than for taxpayers in lower income 
brackets.4 Therefore, a proportional reduction in 
tax rates will shift the tax burden (as measured by 
the share of tax revenue derived from each 
group) toward high-income taxpayers. 

The analysis is perfectly symmetrical. A propor-
tional increase in tax rates wil l reduce the after-
tax earnings per dollar of additional income for 
those with high incomes (and high initial marginal 

3 Some economists have argued that since a tax cut also increases the level 
of income for the taxpayer, the "income effect" may encourage individuals 
to reduce their work effort, at least partially offsetting the impact of the 
substitution effect While this is true for the individual, it is highly questionable 
when applied to the aggregate labor market. When considering the income 
effect for the economy as a whole, we must also look at how the change in 
tax rates (and revenues) affects the availability of goods supplied through 
the public sector. For a detailed analysis of this issue, see J. Gwartney and 
R. Stroup, "Labor Supply and Taxation: A Correction of the Record," 
unpublished paper available from the Center for Political Economy and 
National Resources, Montana State University. 

"Tax revenues are equal to (a) the applicable tax rate(s) multiplied by (b) the 
size of the tax base. When the rates are reduced proportionally, tax 
revenues will vary directly with changes in the "taxable income base." Since 
the positive incentive effects of a proportional tax reduction are greatest in 
the upper income brackets, the rate reduction will cause both taxable 
income and the revenues collected in the upper brackets to expand relative 
to the lower brackets. 

tax rates) by the largest amount. Thus, as tax rates 
rise proportionally, high-income taxpayers wil l 
have stronger incentive to shift to tax avoidance 
than those with lesser incomes. Since the tax 
increase wil l exert a larger negative impact on the 
size of the tax base in higher income brackets, as 
tax rates rise, the share of tax revenue collected 
from high income taxpayers wil l decline. 

That is what standard economic theory tells us 
should happen when tax rates are increased or 
reduced proportionally. Now let's examine the 
historical record of such tax changes and see 
what actually did happen. 

The Distributional Impact 
of the 1964 Tax Cut 

The 1964 tax cut has often been referred to as 
an "across the board" proportional tax cut. While 
the rate reductions were accompanied by an 
expansion in the number of income brackets, the 
tax cut was approximately proportional. For the 
lowest income bracket, the 20 percent rate of 
1963 was reduced an average of 22.5 percent.At 
the top of the income scale, the maximum 
marginal rate was reduced 23 percent In between, 
marginal rates for most income brackets were 
reduced by 17 percent, to 21 percent. 

Given the pattern of these incentive effects, our 
theory indicates that the most rapid income 
gains should be registered by upper-income 
taxpayers. 

The historical data support this theory. Mea-
sured in constant 1963 dollars, the total income 
derived from tax returns wi th an adjusted gross 
income (AGI) of less than $10,000 rose only 1 
percent. In contrast, taxpayers with adjusted 
gross incomes between $10,000 and $50,000 
registered approximately a 33 percent increase 
in aggregate income. Moving up to still higher 
income brackets, where our analysis indicates 
the most significant incentive effects of the rate 
reductions, still larger gains in AGI are found. 
Adjusted gross income derived from returns with 
an AGI of $50,000 to $100,000 rose by 39.1 
percent. For income brackets above $100,000, 
constant dollar gains in AGI registered between 
52.1 percent and 71.6 percent over the two-year 
period. 
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Table 2: The Growth Rate of Adjusted Gross Income and Tax Revenues for Tax Returns Reporting Income of $50,000 or more 
Prior to and Subsequent to the 1964 Tax Cut (Data Are Measured in Constant 1963 Dollars) 

Adjusted Gross Income 
(Billions of Constant 

1963 Dollars) 

Tax Revenue Collected 
(Billions of Constant 

1963 Dollars) 

Average Tax 
Rate 

Year 
Returns with AGI 

Greater than $50,000 
Returns with AGI 

Greater than $50,000 

1960 
1961 
1962 
1963 
1964 
1965 
1966 

$11.99 
13.75 
13.62 
14.60 
17.67 
21.33 
23.65 

$4.54 
5.21 
5.04 
5.38 
6.08 
7.20 
7.97 

37.9 
37.9 
37.0 
36.8 
34.4 
33.8 
33.7 

Averaqe 
Growth Rate 

(percent): 
1961-63 
1964-66 

7.0 
17.5 

6.1 
14.1 — 

Source: Internal Revenue Service, Statistics of Income: Individual Income Tax Returns (Annual). 

-4 

Chart 1 sheds additional light on the impact of 
the 1964 reductions on returns reporting an 
adjusted gross income of $50,000 or more during 
the 1959-66 period. Between 1959 and 1963, 
the number of these high-income returns ranged 
from 125,000 to 162,000. Only a slight upward 
trend was observable. After the rate reduction, 
the number of high-income returns grew rapidly, 
reaching 272,000 by 1966. Clearly, the tax cut 
was accompanied by an acceleration in the 
number of returns with an AGI of $50,000 or 
more. 

The Growth of Tax Returns Reporting 
Income of $50,000 or More, 1959-66 

After Tax Cuts 

Before Tax Cuts — . 

•59 '60 '61 '62 '63 '64 '65 '66 
Source: Internal Revenue Service, Statistics of Income: Individual 
Income Tax Returns (Annual) 

Table 2 presents data on the growth of adjusted 
gross income and tax revenues collected from 
returns with an AG I of $50,000 or more for the 
1960-66 period. The adjusted gross income 
derived from these high-income taxpayers grew 
at a 7 percent annual rate during the three years 
immediately prior to the tax cut. The picture was 
quite different for 1964-66. During the three 
years subsequent to the rate reductions, the AG I 
(measured in constant 1963 dollars) derived 
from returns reporting incomes of $50,000 or 
more, rose at an annual rate of 17.5 percent! 

The growth rate of tax revenues derived from 
these taxpayers fol lowed a similar pattern. For 
the 1961-63 period, the real tax revenue collected 
from returns with an income of $50,000 or more 
rose at an annual rate of 6.1 percent. In the three 
years after the tax cut, tax revenues collected 
from these taxpayers grew at an annual rate of 
14.1 percent. Even though the average (and 
more importantly the marginal) tax rate of tax-
payers with incomes of $50,000 or more declined, 
the constant dollar growth rate of revenues 
collected in this category rose substantially. 

Are Other Factors at Work? 

With the passage of t ime, many factors other 
than the incentive effects of lower marginal tax 
rates may contribute to income growth. As real 
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Table 3: The Share of Tax Revenue Collected from Various Percentile Groupings Ranked According to Adjusted Gross Income 
Prior to and Subsequent to the 1964 Reduction in Tax Rates 

Percentile of All Returns 
(Ranked from Lowest to 

Highest Income) 

Tax Revenues Collected from Group 
(in billions of 1963 dollars)" 

1963 1965 
Percent 
Change 

Percent of Personal Income 
Taxes Collected from Group* 

1963 1965 

Bottom 50 percent 
50 to 75 percentile 
75 to 95 percentile 
Top 5 percent 
Total 

$ 5.01 
10.02 
16.00 
17.17 

$48.20 

$ 4.55 
9.61 

15.41 
18.49 

$48.06 

9.2 
4.1 
3.7 
7.7 
0.3 

10.4 
2 0 . 8 
33.2 
35.6 

100.0 

9.5 
2 0 . 0 
32.1 
38.5 

100.0 

aThese estimates were derived via interpolation. 

Source: Internal Revenue Service, Statistics of Income: Individual Income Tax Returns (1963 and 1965). 

income grows, individuals wil l move to higher 
income brackets. Even for a period as short as 
two years, the shifting of individuals across income 
brackets for reasons unrelated to the tax cut 
could reduce the reliability of data based on 
income brackets. For example, if such growth 
reduced the total number of taxpayers in lower 
income brackets and shifted them into higher 
ones, that alone could explain the expansion of 
higher income groups' gross income. 

To correct for such shifts across income classes, 
we analyzed the change in net income by percen-
tile groupings. For the bottom 50 percent of 
returns, measured in constant dollars, the adjusted 
gross income rose from $70.75 bill ion in 1963 to 
$77.66 billion in 1965, an increase of 9.8 percent 
Other groupings registered even more rapid 
gains. Returns with incomes in the 50 to 75 
percentile and 75 to 95 percentile range experi-
enced growth rates in adjusted gross income of 
13.1 percent and 12.4 percent respectively. Just 
as our analysis would expect, the largest income 
gains were registered by the top 5 percent 
grouping—the category where the decline in 
marginal tax rates increased after-tax earnings by 
the largest amount. The adjusted gross income 
(measured in constant 1963 dollars) in this top 5 
percent category, representing returns with an 
income of more than $13,667 in 1963 and 
$15,000 in 1965, rose from $76.24 billion in 
1963 to $88.86 billion in 1965, an increase of 

16.6 percent. Thus, the growth rate of adjusted 
gross income in the top 5 percent group was 
nearly 70 percent greater (16.6 percent compared 
to 9.8 percent) than the growth for the lowest 50 
percentile, where incentive effects of the tax cut 
would have been weakest. 

Given this pattern of income, Table 3 illustrates 
the change in tax collections according to percen-
tile groupings. For the bottom 50 percentile, tax 
revenues (measured in 1963 dollars) declined 
from $5.01 billion in 1963 to $4.55 billion in 
1965, a reduction of 9.2 percent. Clearly, the 
evidence does not support the backward bend-
ing Laffer Curve for this grouping.5 

Revenue collections from returns in the 50 to 
75 percentile and 75 to 95 percentile also 
declined, although by a smaller percent than for 
the lowest income grouping. In all three of these 
income categories, the negative impact of the rate 
reductions on tax revenues overshadowed the 
positive impact of income growth on tax revenues. 
Therefore, tax revenues collected in these income 
categories in 1965 were lower than in 1963. 

5The backward bending portion of a Laffer Curve results when lower tax 
rates cause income to rise by an amount sufficient to induce an increase in 
tax revenues While this was not true for the bottom 95 percent of taxpayers, 
the data do indicate that it may have been present for the top five percent. 
Marginal tax rates for this group of high income recipients declined from the 
30-91 percent range in 1963 to the 25-70 percent range in 1965. 
Nonetheless, as Table 3 shows, the tax revenue collected from them was 
7.7 percent greater in 1965 than for 1963. 

FEDERAL RESERVE BANK OF ATLANTA 23 

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

March 1982



The picture for the top 5 percentile of returns 
was quite different. In this category, measured in 
constant 1963 dollars, federal tax revenue collec-
tions from personal income rose from $17.17 
bill ion in 1963 to $18.49 billion in 1965, an 
increase of 7.7 percent. While tax collections 
declined between 1963 and 1965 for all other 
groupings, the top 5 percent of returns registered 
a healthy 7.7 percent expansion. Tax revenue 
grew because the rapid expansion in taxable 
income more than offset the loss of tax revenue 
from the rate reductions. 

Just as our theory predicts, the roughly propor-
tional tax rate reduction of 1964 shifted the tax 
burden to high income groupings. Since the 
growth of income was more rapid for high than 
low income taxpayers, the proportional reduction 
in rates increased the share of tax revenue 
collected from more prosperous recipients. As 
Table 3 illustrates, in 1965 the 5 percent of 
returns with the highest incomes paid 38.5 
percent of the income taxes, compared to only 
35.6 percent in 1963, prior to the rate reduction. 
Simultaneously, the proportion of income tax 
revenue derived from the bottom 50 percent fell 
from 10.9 percent in 1963 to 9.5 percent in 
1965. 

The Tax Cuts of the 1920s 

In addition to the 1964 tax cut, there have 
been two other instances in this century of major 
peacetime tax rate changes in the United States. 
During the 1920s a series of tax reductions 
substantially altered the tax structure. In 1932, 
the largest peacetime tax rate increase in U. S. 
history was imposed. We wil l briefly analyze the 
nature of these two changes and investigate their 
impact on the growth of income (and tax revenue) 
across income brackets. 

Three major tax reductions—engineered by 
Secretary of the Treasury Andrew Mellon—were 
enacted during the 1920s—in 1922, 1924 and 
1926. Like the supply-siders of today, Mellon 
argued that the high marginal tax rates imposed 
during World War I retarded economic growth, 
while encouraging the flight of income into areas 
exempt from taxation.6 Opponents of the tax 
reductions argued that high tax rates were neces-
sary to generate revenue that would permit a 
reduction in the huge debt incurred during 
World War I. Believing there was a roughly 
proportional relationship between tax rates and 

" . . . the tax base 
proved highly responsive 

to changes in the 
incentive structure 
during the 1920s." 

tax revenues, many congressmen concerned 
about the size of the debt were reluctant to 
reduce the high marginal surtax rates that had 
been imposed during the war. 

There was also widespread disagreement about 
the distributional impact of the tax reduction. 
Predictably, Mellon argued that lower rates would 
reduce the incidence of tax avoidance and lead 
to an expansion in the tax base. He believed that 
lower rates would increase the tax revenue 
collected from the rich. Critics of the tax cuts 
argued that they were a boon to the rich. In his 
summary of the Revenue Act of 1926 published 
by the prestigious American Economic Review, 
Professor Roy Blakey of the University of Minne-
sota concludes, " In a word, taxes on the rich, 
especially on the very rich, have been greatly 
reduced. In order to secure political support for 
this big reduction (in marginal tax rates) on large 
incomes and estates, smaller tax cuts were handed 
out all down the line."7 

Despite the opposition, tax cut advocates 
carried the day. When considered as a package, 
two characteristics of the tax reductions during 
the 1920s stand out. First, the marginal tax rates 
in the upper income brackets were slashed. 

"In his book Taxation: The People's Business published in 1924, 
Secretary Mellon wrote: 

"The existing system of taxation was formed to meet wartime con-
ditions.... The vital defect in our present system is that the burden is 
borne by wealth in the making, not by capital already in existence. We 
place a tax on energy and initiative; and at the same time provide a 
refuge in the form of tax-exempt securities, into which wealth that has 
been accumulated or inherited can retire and defy the tax collector." 

'Roy Blakey, "The Revenue Act of 1926," American Economic Review 
(September 1926), p. 401. 
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Table 4: The Tax Revenue Collected According to Income Groupings Prior to and Subsequent to the Series of Reductions in Tax 
Rates Instituted During the 1920s. 

Tax Revenue Collected from Income Grouping Percent of Tax Revenue 
(In millions of constant 1929 dollars) Collected from Grouping 

Percent 
Net Income Grouping 1921 1926 Change 1921 1926 

Less than $10,000 $155.1 $ 32.5 -79.3 22.5 4.6 
$10,000 to $25,000 121.8 70.3 -43.2 17.6 9.9 
$25,000 to $50,000 108.3 109.4 + 1.0 15.7 15.4 
$50,000 to $100,000 111.1 136.6 + 23.0 16.1 19.2 
Over $100,000 194.0 361.5 + 86.3 28.1 50.9 
Total $690.2 $710.2 + 2.9 100.0 100.0 

Source: Internal Revenue Service, Statistics of Income (Annual). 

While the marginal rates ran to 73 percent in 
1921, the top rate was cut to 2 5 percent by 1926. 
Clearly, the progressivity of the personal income 
tax was substantially reduced during the five-
year period. Second, the personal income tax 
liability was eliminated or virtually eliminated for 
low-income recipients during this same period. 
As the personal exemption allowance and the 
minimum income for filing were increased, millions 
of taxpayers were removed from the tax rolls. 
The number of returns filed declined from 6.66 
million in 1921 to 4.14 million in 1926.8 

The economy's performance duringthe 1921-
26 period was quite impressive. Price stability 
accompanied a rapid growth in real output. The 
tax cuts granted the largest increases in after-tax 
take home pay to those in the highest income 
brackets.9 At the bottom of the income scale, the 
take-home pay of a married couple earning 
between $5,000 and $10,000 rose from the 89-
91 percent range in 1921 to the 95-97 percent 
range in 1926. In contrast, the take-home pay on 
marginal earnings for a married couple wi th a net 
income of $100,000 or more rose from the 27 to 
40 percent range in 1921 to 75 percent in 1926. 
Clearly, the tax rate reductions during the 1920s 
indicate that the incentive to earn additional 

"The number of taxable returns declined from 3.59 million in 1921 to 2.47 
million in 1926. 

9Remember, after-tax take-home pay per marginal dollar of earnings is the 
major determinant of one's incentive to earn additional taxable income. Of 
course, the percent of one's take-home pay per marginal dollar of earnings 
is equal to 100 percent minus one's marginal tax rate. 

FEDERAL RESERVE BANK OF ATLANTA 

taxable income was enhanced most for people in 
the upper income brackets. 

How was the growth of income across income 
groupings affected by the tax cut? Measured in 
dollars of constant purchasing power, the net 
income of taxpayers in the $5,000-$ 10,000 brack-
et rose 63.1 percent between 1921 and 1926, a 
healthy increase of more than 10 percent annual-
ly.10 However, those in higher income brackets 
registered even more rapid gains. For the $10,000-
$25,000 grouping, net income reported for tax 
purposes rose by 82.9 percent during the five-
year interval. Persons with incomes between 
$25,000 and $100,000 registered gains of more 
than 100 percent during the period. At the top of 
the scale, where marginal tax rates were reduced 
dramatically from 73 percent to 25 percent, the 
reported net income of returns with incomes of 
$100,000 or more rose 421.9 percent (a compound 
annual rate of 39 percent) in just five years! Just 
as Secretary Mel lon had predicted, high income 
individuals apparently adjusted their affairs, sub-
stituting away from the various forms of tax 
shelters and leisure toward the earning of taxable 
income as their marginal rates were reduced 
substantially. 

Table 4 presents evidence on the impact of the 
1920s rate reductions and other tax changes on 
distribution of the tax burden. In aggregate, real 

,0Since the filing status and exemption allowances were also changed, it is 
not possible to make income comparisons between 1921 and 1926 for 
brackets below $5000. 

25 
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tax revenues were 2.9 percent higher in 1926 
than in 1921. However, tax revenue collected 
from income groupings of less than $25,000 
actually declined. The tax revenue derived from 
incomes of $10,000 or less fell from $155.1 
million in 1921 to $32.5 million in 1926, a 
decline of 79 percent. In contrast, collections 
from taxpayers reporting a net income of $50,000 
or more rose from $305.1 million in 1921 to 
$498.1, an increase of 63.2 percent. 

Clearly, even though the progressivity of the 
personal income tax was reduced substantially, 
the tax changes of the 1920s shifted the burden 
toward high-income recipients. As the last two 
columns of Table 4 show, only 4.6 percent of the 
personal income tax revenues collected in 1926 
came from returns with a net income of $10,000 
or less, compared to 22.5 percent in 1921. In 
contrast, in 1926, fully 50.9 percent of the total 
income tax revenue came from returns with an 
income of $100,000 or more, compared to only 
28.1 percent collected from this same grouping 
in 1921. 

These findings illustrate that the tax base 
proved highly responsive to changes in the 
incentive structure during the 1920s. Like our 
analysis of the 1964 rate reductions, as a result of 
the strong response of high-income taxpayers, 
the tax cuts of the 1920s actually shifted the tax 
burden to the higher income brackets even 
though the rate reductions were greatest in this 
area. 

The Tax Increase of 1932 

The view that government should at least 
balance its budget was an accepted orthodoxy in 
the 1930s. Throughout the 1920s the budget 
had run a surplus. Substantial progress was made 
toward retiring the World War I debt. Even 
during the recession year of 1930, the federal 
budget ran a small surplus. As the recession 
worsened during 1931, however, a budget deficit 
was incurred. As the budget situation continued 
to deteriorate in 1932, President Herbert Hoover, 
assisted by the newly elected Democratic majority 
in the House of Representatives, moved to 
reinstitute the high marginal tax rates of the early 
1920s. For taxpayers with less than $10,000 net 
income, rates were increased from the 1.5 to 5 
percent range in 1931 to 4 to 9 percent in 1932. 

The progressivity of the system was increased 
sharply. A person with $50,000 of taxable income 
confronted a 30 percent marginal rate in 1932, 
compared to 18 percent in 1931. For $100,000 of 
taxable income, the rate jumped from 25 percent 
to 56 percent. While the 25 percent rate consti-
tuted a ceiling in 1931, the effective marginal 
rates ran up to 63 percent in 1932. 

What impact did these rate increases have on 
taxable income? In aggregate, the net income 
reported to the IRS fell by 4.7 percent dur ingthe 
first year the tax rate increases were imposed. 
The percentage decline across income groups 
was highly uneven. The largest decline in reported 
income was registered at the very top of the 
income pyramid. Measured in constant 1931 
dollars, the reported net income from returns 
with incomes in excess of $300,000 fell a whop-
ping 49.1 percent in a single year. Several other 
income classes above $10,000 registered double-
digit reductions in reported net income. 

In contrast, the net income derived from 
returns with less than $10,000 of income (less 
than $8,985 in 1932 in order to adjust for the 
deflation), actually increased slightly, by 2.8 
percent. Just as the 1920s data indicates that a 
reduction in marginal tax rates rapidly increased 
the reported net income from high income 
returns, the 1932 data suggest a rapid decline in 
the reported net income in upper brackets as the 
marginal rates increased sharply. 

Table 5 illustrates the impact of the 1932 tax 
increase upon tax revenues according to income 
classes. Overall, measured in constant dollars, 
tax revenues rose by 49.2 percent. However, the 
increase in tax revenue was far greater in the 
lower income groupings—particularly the under 
$10,000 category. Tax revenues collected from 
returns wi th a net income of $25,000 or less rose 
from $51.6 million in 1931 to $134.0 million in 
1932, an increase of 160 percent in a single year. 
While the marginal rates on incomes above 
$25,000 rose sharply in 1932, the revenue increases 
derived from the high rates were much more 
modest. Measured in constant dollar terms, the 
total tax revenue collected from returns reporting 
more than $25,000 of net income rose from 
$194.6 million in 1931 to $233.4 million in 1932, 
a growth of 19.9 percent. 

The big increases in marginal tax rates levied 
against large incomes did increase revenue col-
lections from these classes. However, the growth 
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Table 5: The Tax Revenues Collected According to Income Groupings (Measured in Constant 1931 Dollars) Prior to and 
Subsequent to the Tax Rate Increase of 1932 

Tax Revenues Collected from Grouping Share of Tax 
Net Income Grouping (in millions of constant 1931 dollars)13 Revenues Contributed 

(constant 1931 dollars)« 1931 1932 Change I M I 1932 

Less than $25,000 $ 51.6 $134.0 + 159.7 % 21.0 % 36.5 
$25,000 to $50,000 40.1 48.1 + 20.0 16.3 13.0 
$50,000 to $100,000 44.8 51.7 + 15.7 18.2 14.1 
$100,000 to $300,000 51.9 66.2 + 27.6 21.1 18.0 
Over $300,000 57.8 67.4 + 16.6 23.5 18.4 
Total $246.1 $367.3 + 49.2 100.0 100.0 

"The parallel constant dollar brackets for 1932 are: (a) less than $8,985, (b) $8,985 to $22,462, (c) $22,462 to $44,923, (d) $44,923 to $89,846 and (e) over $89,846. 
bThe 1932 tax revenue data were inflated to adjust for the decline in prices during the period. 
Source: Internal Revenue Service, Statistics of Income (Annual) 

of tax revenues was much more modest than for 
the lower income categories. In the $50,000-
$100,000 brackets, where the marginal tax rates 
approximately doubled, tax revenues expanded 
by only 15.7 percent. Similar revenue growth 
was derived from incomes above $100,000, 
where marginal tax rates more than doubled. 
Thus, for high incomes, the large increases in tax 
rates did not increase tax revenues by very much. 

Implications of the Analysis 

Our analysis indicates that the tax base responds 
to changes in marginal tax rates. Economic theory 
indicates that a reduction in marginal tax rates 
wil l increase people's incentive to earn more 
taxable income. Further, this incentive wil l be 
higher for higher income groups. 

Like the 1964 rate reductions, the 1981 tax cut 
is roughly an across-the-board proportional reduc-
tion in tax rates. By the t ime it is fully effective in 
1984, the tax rates on money income will be 
between 20 and 25 percent lower than the 
parallel marginal rates of 1980.11 Nonetheless, it 
has often been criticized as a "welfare for the 

rich" approach. Even highly placed administration 
officials have implied that the tax cut's major 
objective was to reduce the taxes of high-income 
recipients. Therefore, it is widely perceived that 
the Reagan tax cut will shift the tax burden away 
from high income taxpayers and toward those 
with lesser income. 

The historical evidence indicates that this 
criticism is misplaced. Previous changes in tax 
rates suggest that the tax base will increase most 
in those income brackets where the rate change 
induces the largest increase in take-home pay 
per dollar of marginal income. For the Reagan 
plan, as for proportional rate reductions in general, 
this means that the positive incentive effects wil l 
be greatest in the upper income brackets. Predict-
ably, a more rapid expansion of the tax base in 
the upper income brackets will lead to an increase 
in the share of income tax revenue collected 
from high-income groups. 

Therefore, the 1981-84 rate reductions seem 
likely to increase the share of tax revenue derived 
from high-income recipients compared with those 
derived from taxpayers with lesser income. Far 
from shifting the tax burden toward the poor, the 
Reagan program will shift the tax burden toward 
the rich. 

"Of course, these data refer to income measured in money terms. Since the 
indexing of the rate structure is not scheduled to begin until 1985, inflation 
will continue to push persons with a constant real income into high marginal 
tax brackets. Our work indicates than on average, once account is taken for 
inflation, the marginal tax rates of a person with a 1980 income of less than 
$50,000 will be virtually unchanged if earnings and the annual inflation rate 
during 1981-84 averages between 10 percent and 12 percent. Therefore, it 
is not obvious that significant supply-side incentive effects will result from 
the Reagan tax cut. 

—James Gwartney 
and Richard Stroup 
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