
(611 words)
Tax the rich;  Hurt the poor

Donald N. Anderson, PhD

12 May 2010

Our President has proposed an increased tax on those earning more than $250 thousand per year. But, let’s look carefully at the actual effects of such a tax increase. It is not always what has been advertised.

What’s the difference between incidence and impact

Let’s start with a simple example. We recently saw the passage of a law that mandates employers provide medical insurance or pay an additional tax. The incidence of this tax is on the employer who is required to come up with the additional payment. Well, he can do this in a number of ways. He can raise prices and so ask his customers to pay, he can reduce wages to his employees, essentially requiring them to pay, or he can try to operate with fewer employees. In all these cases the real impact is on the customer, the employees, or the fired employee. Ask the ex-employee who was impacted!

Who makes the payment? Who is affected?

The incidence is on the person who actually pays the money to the government. We tend to call that person the taxpayer. However, the ultimate source of the money is the person who bears the impact. These are not always the same people, particularly when we look at the federal income tax.

Let’s look at the case of the proposed tax rate increase on those reporting over $250 thousand in annual income. These folks are the “taxpayers” on whom the incidence of the new tax will fall. The folks that will bear its major impact are a far different group.

Behavior determines the impact
Increases (and decreases) in tax rates change behavior. Let’s look at the consequences of the proposed increased rate on the high-income taxpayer. Even before the tax goes into effect the targeted person is estimating the impact on his lifestyle. Each person’s adjustments will be different, but because all will have their income impacted to some degree by the higher rate, they all will make adjustments. 

One will demand (and get) an income enough higher to compensate for the new rate. In that case the pain may well be distributed across his company’s customers. Another will just retire a bit earlier, depriving the economy of some useful services. In yet another he may just fire his gardener, depriving that person of income. In another he will decide the new effective higher rate he is paying for each restaurant meal (because he has to work longer for each after tax dollar) is just not worth it. He will eat at home a bit more often or deprive an upscale restaurant of his patronage. He may even cut his own lawn or clean his own pool rather than employ outside help.

This is just a small sample of the thousands of adjustments individuals make when confronted by higher tax rates. 

But carefully note the impact of all these changes. The changes only mildly impact the incident taxpayer. It may even inspire him toward some beneficial exercise!

The real impact is elsewhere.

Impacting the lowest incomes

The most severely impacted are those in the poorest position to adjust – those near the bottom of the economic chain. Yes, the supposed tax on the high-income taxpayer translates into major pain at the very lowest levels of the economy. People laugh at trickle-down explanations for wealth effects, but pain trickles down all too effectively. The real losers when a new tax is imposed on folks over $250 thousand are those along the bottom edge of our working economy who might lose their jobs or not be able to find a job.

While attempting to tax the “rich” we have indeed screwed the poor.
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