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Taxes

Early History of the U.S. Tax System

The federal, state, and local tax systems in the United States have changed significantly over the years. During the colonial days taxes varied from colony to colony, but were largely limited to taxes on imports and exports, poll taxes, and excise taxes. The same types of taxes continued after the American Revolution which was in part inspired by the English Parliament’s imposition of Stamp and tea taxes on the colonies.

During the Civil War Congress passed new excise taxes on such items as playing cards, gunpowder, feathers, telegrams, iron, leather, pianos, yachts, billiard tables, drugs, patent medicines, and whiskey. Many legal documents were also taxed and license fees were collected for almost all professions and trades. Congress also passed the first federal income tax, which was levied at 3 percent on all incomes over $800 per year.

The Federal government’s demand for revenue declined sharply after the Civil War and many taxes were repealed. By 1868, the main source of Federal revenue was derived from liquor and tobacco taxes. The income tax was abolished in 1872 and from 1868 to 1913 almost 90 percent of all revenue was collected from the remaining excises.

The Income Tax 
Under the Constitution, Congress could impose direct taxes only if they were levied in proportion to each State's population. Thus, when a flat rate Federal income tax was enacted in 1894, it was quickly challenged and in 1895 the U.S. Supreme Court ruled it unconstitutional because it was a direct tax not apportioned according to the population of each state.

By 1913, 36 States had ratified the 16th Amendment to the Constitution. In October, Congress passed a new income tax law with rates beginning at 1 percent and rising to 7 percent for taxpayers with income in excess of $500,000. Less than 1 percent of the population paid income taxes at this time. Form 1040 was introduced as the standard tax reporting form and, though it has changed and grown much more complicated over the years, it remains in use today.

Prior to the enactment of the income tax, most citizens were able to pursue their private economic affairs without the direct knowledge of the government. Individuals earned their wages, businesses earned their profits, and wealth was accumulated and spent with little or no interaction with the government. The income tax fundamentally changed this relationship, giving the government the ability to know about all manner of an individual and business' economic life.  Presidents Franklin Delano Roosevelt and Richard Nixon, among others, have used the IRS to harass their political enemies.

Tax Protestors 
Many people in the United States known as Tax Protestors, refuse to pay taxes under the belief that income taxes are unconstitutional or were illegally passed.  Tax Protestors use arguments such as forcing people to engage in “voluntary compliance” is unconstitutional under the Fifth Amendment prohibition against forcing citizens to testify against themselves.  Tax Protestors have had some, but limited success in the U.S. court system.
World War I and the 1920's

 The entry of the United States into World War I greatly increased the government’s demand for revenue and Congress responded by passing the 1916 Revenue Act. The 1916 Act raised the lowest tax rate from 1 percent to 2 percent and raised the top rate to 15 percent on taxpayers with incomes in excess of $1.5 million. Through out the war, taxes continued to increase. By 1918, the bottom rate was 6 percent and the top rate was 77 percent.  Even in 1918, however, only 5 percent of the population paid income taxes. 

During the 1920s taxes were cut somewhat, but this trend reversed after Franklin Delano Roosevelt entered office. By 1936 the lowest tax rate had reached 4 percent and the top rate was up to 79 percent. In 1939, Congress systematically codified the tax laws so that all subsequent tax legislation until 1954 amended this basic code. The combination of a shrunken economy and the repeated tax increases raised the Federal government's tax burden to 6.8 percent of GDP by 1940.

Social Security and Medicare Taxes  
In 1935, the Social Security Act was passed. This law provided payments to workers who lost their jobs and gave public aid to the aged, the needy, the handicapped, and to certain minors. These programs were initially financed by a 2 percent tax, one half of which was subtracted directly from an employee's paycheck and one half collected from employers on the employee's behalf. The tax was levied on the first $3,000 of the employee's salary or wage. In 1965, Congress enacted the Medicare program, providing for the medical needs of persons aged 65 or older, regardless of income. The 1965 Social Security Amendments also created the Medicaid programs, which provides medical assistance for persons with low incomes and resources.

Of course, the expansions of Social Security and the creation of Medicare and Medicaid required additional tax revenues, and thus the basic payroll tax was repeatedly increased over the years. Between 1949 and 1962 the payroll tax rate climbed steadily from its initial rate of 2 percent to 6 percent. The expansions in 1965 led to further rate increases, with the combined payroll tax rate climbing to 12.3 percent in 1980.  In 1983 Congress passed legislation to increase the payroll tax rate to 15.3 on an increasing maximum salary which is now around $100,000. 

These payroll tax increases were recommended by a commission appointed by President Ronald Reagan and chaired by Alan Greenspan. Senators Robert Dole and Daniel Patrick Moynihan were also members.

Even with all these tax increases the federal government’s entitlement programs have unfunded liabilities well in excess of $10 trillion. 

World War II

During World War II the federal government continued to increase taxes. Reductions in exemption levels meant that taxpayers with taxable incomes of only $500 faced a bottom tax rate of 23 percent, while taxpayers with incomes over $1 million faced a top rate of 94 percent. Federal taxes as a share of GDP grew from 7.6 percent in 1941 to 20.4 percent in 1945. Beyond the rates and revenues, however, another aspect about the income tax that changed was the increase in the number of income taxpayers from 4 million in 1939 to 43 million in 1945. Another important feature of the income tax that changed was the return to income tax withholding as had been done during the Civil War. This greatly eased the collection of the tax for the Bureau of Internal Revenue. It also greatly reduced the taxpayer's awareness of the amount of tax being collected, i.e. it reduced the transparency of the tax, which made it easier to raise taxes in the future. Withholding was supposed to be a temporary measure during the war years, but was never repealed.

Developments after World War II 
Tax cuts following the war reduced the Federal tax burden as a share of GDP from its wartime high of 20.9 percent in 1944 to 14.4 percent in 1950. However, to pay for the Korean War and the extension of Social Security coverage to self-employed persons, the government demanded more money. By 1952 the tax burden had returned to 19.0 percent of GDP.

Kennedy and Reagan Tax Cuts 
John F. Kennedy pushed for tax cuts during his administration, which were passed after his death. Among other changes, the top marginal tax rate was cut from 91 to 70 percent. During the 1980s a series of tax cuts, were passed by Congress and signed by President Ronald Reagan. Tax reforms passed during this era lowered the top personal marginal income tax rate from 70 percent down to 28 percent, reduced the number of tax brackets from 16 to 2, and indexed individual tax brackets to inflation.  Innovations such as the Individual Retirement Account (IRA) were also developed.  The top marginal corporate tax rate was reduced from 50 percent down to 35 percent, and the Accelerated Cost Recovery System which greatly reduced the disincentive facing business investment was created. One of the primary arguments used to justify these tax cuts was the Laffer Curve.  If people are taxed at very high rates, they do not bother to work, and therefore produce no taxes.  Therefore, in many circumstances, cutting marginal tax rates will increase government revenues.  

Between 1986 and 1990 the Federal tax burden rose as a share of GDP from 17.5 to 18 percent. Despite this increase in the overall tax burden, persistent budget deficits existed due to even higher levels of government spending. In 1990 the Congress enacted a significant tax increase featuring an increase in the top tax rate form 28 to 31 percent. This act was signed by President George Bush breaking his famous “Read My Lips, No New Taxes” pledge. George Bush did not believe in the economics behind the Laffer Curve having referred to it as Voodoo Economics.  The Recession of 1990-91 soon followed. 

Shortly after his election, President Clinton insisted on and the Congress enacted a second major tax increase in 1993 in which the top tax rate was raised to 36 percent and a 10 percent surcharge was added, leaving the effective top tax rate at 39.6 percent. Despite the higher tax rates, other economic fundamentals such as low inflation and low interest rates, an improved international picture with the collapse of the Soviet Union, and the advent of a qualitatively and quantitatively new information technologies led to a strong economic performance throughout the 1990s. 

The Bush Tax Cut and Recent Developments  
In 2001 the Economic Growth and Tax Relief and Reconciliation Act was passed. This act lowers the top marginal federal income tax rate from 39.6 percent to 33 percent, expands a variety of savings incentives, and puts the estate, gift, and generation-skipping taxes on course for eventual temporary repeal. Unlike previous tax cuts, many provisions of the tax cut itself are temporary. For example, while the inheritance tax is repealed by 2010, it automatically returns at a very high tax rate in 2011. Currently popular alternatives to the federal income tax system include the flat tax and the fair tax.  The flat tax would be a drastic simplification of the federal income tax, whereas the fair tax would be a national sales tax as an alternative to the federal income tax.

-- Kirby R. Cundiff, Ph.D.,CFA Northeastern State University

SEE ALSO

Conservatism; Economy; Government Spending; Libertarian Party; Liberal Republican Party; Limited Government; National Debt; Socialist Party; Social Security.

BIBLIOGRAPHY.  Boortz, Neal & Linder, John, The FairTax book : Saying Goodbye to the Income Tax and the IRS (2005); Forbes, Steve. Flat Tax Revolution: Using a Postcard to Abolish the IRS (2005); Folsom, Burton. “The Progressive Income Tax in U.S. History”, The Freeman (2003); Greenspan Commission, Social Security Online (1983); “History of the U.S. Tax System”, Fact Sheets: Taxes (2007); “Individual Income Tax Brackets, 1945-2007”, Tax Policy Center (2007); Laffer, Arthur B. Laffer Curve: Past, Present, and Future (2004); “Nixon’s Enemies List”, Wikipedia (2007); Schiff, Irwin, How Anyone Can Stop Paying Income Taxes (1982); “Social Security Insolvency Accelerating”, Budget and Tax News (2005).

