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GLOSSARY

Adjusted gross income: Gross income minus
specific adjustments to income. (Gross
income is the total amount earned before
any adjustments are subtracted.)

Earned income: Money you get for the work
you do. There are two ways to get earned
income: You work for someone who pays
you, or you own or run a business or farm.

Income: The payment people receive for pro-
viding resources in the marketplace. When
people work, they provide human resources
(labor) and in exchange they receive income
in the form of wages or salaries. People also
earn income in the form of rent, profit, and
interest.

Income tax: Taxes on income, both earned
(salaries, wages, tips, commissions) and
unearned (interest, dividends). Income
taxes can be levied on both individuals
(personal income taxes) and businesses
(business and corporate income taxes).

Inflation: A general, sustained upward move-
ment of prices for goods and services in
an economy.

Revenue (government): The income received
by government from taxes and other sources.

Taxable income: Adjusted gross income minus
allowable tax exemptions, deductions, and
credits; the amount of income that is sub-
ject to income tax.

Tax credit: An amount directly deducted from
the total tax owed.

Tax deduction: Allowable expenses defined by
tax law that can be subtracted from adjusted
gross income to reduce taxable income.

Taxes: Fees charged on business and individ-
ual income, activities, property, or products
by governments. People are required to
pay taxes.

Tax exemption: An amount allowed by the
IRS that can be deducted from taxable
income to reduce the amount of income
tax owed.
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“In this world nothing can be said to be certain, except death and taxes.”
—Ben Franklin

Introduction

Taxes are certain. One primary tax is the individual income tax. Congress
initiated the first federal income tax in 1862 to collect revenue for the
expenses of the Civil War. The tax was eliminated in 1872. It made a short-
lived comeback in 1894 but was ruled unconstitutional the very next year.
Then, in 1913, the federal income tax resurfaced when the 16th Amend-
ment to the Constitution gave Congress legal authority to tax income.
And today, the federal income tax is well established and certain.

16th Amendment to the U.S. Constitution (1913)

The Congress shall have the power to lay and collect taxes on incomes, from whatever
source derived, without apportionment among the several States, and without regard
to any census or enumeration.

SOURCE: http://www.ourdocuments.gov/doc.php?flash=true&doc=57.

However, the details of income taxation are uncertain and subject to
change. The 16th Amendment does not identify specific details. It does
not define what portion of income should be taxed. It also does not define
key elements of income tax such as tax deductions, tax exemptions,
and expenses or how taxable income is determined. These omissions in
the 16th Amendment allow federal income tax laws to change as lawmakers
make decisions on raising revenue for government spending, making fairer
tax laws, or stimulating the economy. And taxation laws have changed
many times. The most recent change in tax laws came on December 22,
2017: President Trump signed the 2017 Tax Cuts and Jobs Act, which went
into effect on January 1, 2018. But it's important to understand some basics
of individual income taxation before these changes are addressed.
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PART 1: The Basics
The Internal Revenue Service

Regardless of changes in taxation laws, taxes must be
collected. In 1862, collection was the responsibility of a
Commissioner of Internal Revenue. In 1894, this was
changed to the Bureau of Internal Revenue and renamed
in the 1950s as the Internal Revenue Service (IRS).! The
IRS is the branch of the Treasury Department responsible
for implementing tax legislation, interpreting tax law,
ensuring taxpayers’ compliance with the law, and col-
lecting income tax.

Additionally, for each new tax year there are hundreds of
forms and publications the IRS updates and adjusts for
the cost of living. Adjustments for inflation are beneficial
to taxpayers and prevent credits or deductions from hav-
ing a reduced value. These adjustments also prevent tax-
payers from possibly paying a higher tax rate when there
is no actual increase in real income. For example, if your
income increases by 3 percent in a year when the inflation
rate is also 3 percent, your real income hasn't changed.
However, unless income tax brackets are adjusted each
year for inflation, you might find yourself in a higher tax
bracket (and thus paying a higher tax rate) even though
in inflation-adjusted terms, your income hasn't changed.
It's certain—the IRS is an important agency.

Collecting Income Tax

The Current Tax Payment Act was signed into law in 1943
and has made collecting income tax easier. This law
requires employers to withhold federal income tax from
an employee’s paycheck each pay period and to send the
payment directly to the IRS on behalf of the employee.?
In this way, income tax is collected on a pay-as-you-earn
basis. The amount withheld is determined by information
the employee provides on an IRS W-4 form. The informa-
tion is used to calculate a reasonable estimate of the
amount of income tax to be withheld from each paycheck.

By January 31 of each year, employers must furnish
employees a W-2 Wage and Tax Statement. Employees
use this form to complete individual tax returns. Among
other things, it includes the total amount of income
earned and the amount of federal tax withheld over the
given year. Generally, if too much federal income tax has
been withheld, a taxpayer will receive a refund. If not
enough has been withheld, the taxpayer must pay the
additional tax owed.
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Figure 1
Federal Tax Revenue, 2017: $3.32 Trillion
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SOURCE: Office of Management and Budget. Historical Tables 2.1 and 2.2.
Accessed September 28, 2018; https://www.whitehouse.gov/omb/budget/Historicals.

The Individual Taxpayer

Individual taxpayers are important for government fund-
ing. Individual income taxes are the leading source of
revenue to support government spending. For example,
in 2017, almost 48 percent of government revenue was
provided by individual income tax (Figure 1).

Taxable Income

All individuals who meet certain income requirements
must file an annual tax return—it’s the law. Taxpayers
must identify all forms of income and calculate the
amount of taxable income to arrive at their tax liability.
Taxable income is calculated based on the taxpayer’s
adjusted gross income for the tax year minus allowable
tax exemptions, deductions, and credits. But changes in
taxation laws change the details and can make filing a
tax return complicated.

Filing Status and Tax Brackets

When filing a return, a taxpayer’s filing status is classified
as married or unmarried. Married taxpayers can choose
to either combine their incomes and file a joint return
or file separately. Unmarried taxpayers are classified as
either single taxpayers or heads of household if they meet
certain guidelines. There is also an additional qualifying
widow(er) status for those who meet special circum-
stances. These taxpayers are allowed to use the joint
return tax rates.
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Table 1
Sample Tax Brackets
Years Number of tax brackets
1918-1921 56
1988-1990 2
1993-2000 5
2013-2018 7

SOURCE: Table created with information from the following source:
Chang, Alvin. “100 Years of Tax Brackets, In One Chart.” Vox, December
2016; https://www.vox.com/2015/10/26/9469793/tax-brackets.

After calculating taxable income and identifying a filing
status, the amount of tax liability can be determined
using percentage rates. Taxable income is divided into
brackets that group income according to amounts.
Income within each bracket is taxed at a specific rate for
that bracket. Income limits in each bracket are different
for each filing status. This process ensures the federal
individual income tax is a progressive tax based on the
ability-to-pay principle. This progressive tax applies higher
tax rates to higher income brackets than those applied
to lower brackets. While that might seem complicated,
the structure ensures that taxpayers with lower incomes
pay a smaller overall tax rate than those with higher
incomes.

The tax bracket system uses marginal tax rates when
income falls into different brackets. Here, the word
“marginal” means additional. The first dollars earned fall
into the first bracket, which is taxed at the lowest rate.
When income “fills” that bracket, additional dollar amounts
get bumped into the next bracket and taxed at a higher
rate. This process continues until all of a taxpayer’s tax-
able income is accounted for and included in a bracket.
So, individual tax payers might pay taxes in several differ-
ent brackets depending on their income because the
money that falls in each tax bracket is taxed at a different
rate. (Once the amount of tax owed is calculated, it can
be divided back into total income to determine the aver-
age tax rate for an individual taxpayer.)

Notice that there are two important factors here: the tax
bracket and the tax percentage rate. A greater number
of tax brackets with increasingly higher tax rates guaran-
tees a more progressive tax structure. Fewer brackets
result in a wider range of incomes being taxed at the
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Figure 2
Top Income Bracket Tax Percentage Rate
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SOURCE: Graph created with information from the following source: Chang, Alvin.
“100 Years of Tax Brackets, In One Chart." Vox, December 2016;
https://www.vox.com/2015/10/26/9469793/tax-brackets.

same percentage rate and a less progressive structure.
The number of tax brackets has varied greatly from year
to year according to changes in taxation laws.3 (See exam-
plesin Table 1.)

Tax Rates

Throughout the years, the tax percentage rates have
varied greatly within tax brackets to support legislative
actions and government expenditures (Figure 2). For
example, the extreme increase in percentage rates for
top income earners changed in 1917 to support World
War I. A large percentage increase was also seen in 1944
because of World War II. Will Rogers lived during this time
period, and his words reflect his humorous outlook on
tax changes: “The difference between death and taxes is
death doesn’t get worse every time Congress meets.”*

The taxable income limits in each tax bracket change as
well as the tax percentage rate for each bracket. For
example, in 1913, the top tax bracket had a 7 percent
rate on all taxable income over $500,000.5 In 2018, the
top tax bracket has a 37 percent rate on all taxable income
over $600,000. These income limits may be changed for
a specific purpose or adjusted for cost-of-living expenses
to minimize the effect of inflation.

Equally important to the tax brackets and tax rates are

refundable credits such as the Earned Income Tax Credit
(EITC) and the Additional Child Tax Credit. These two tax
credits, designed to provide tax relief for low- to middle-
income earners, are based on a taxpayer’s taxable income
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2018 Income Tax Brackets

Rate Single Married filing separately N:J:I?f(;ifri\l;nv?/ijc'loci)r\:\fgr())r Head of household
10% $0to $9,525 $0to $9,525 $0 to $19,050 $0 to $13,600

12% $9,526 to $38,700 $9,526 to $38,700 $19,051 to $77,400 $13,601 to $51,800
22% $38,701 to $82,500 $38,701 to $82,500 $77,401 to $165,000 $51,801 to $82,500
24% $82,501 to $157,500 $82,501 to $157,500 $165,001 to $315,000 $82,501 to $157,500
32% $157,501 to $200,000 $157,501 to $200,000 $315,001 to $400,000 $157,501 to $200,000
35% $200,001 to $500,000 $200,001 to $300,000 $400,001 to $600,000 $200,001 to $500,000
37% $500,001 or more $300,001 or more $600,001 or more $500,001 or more

SOURCE: https://www.irs.com/articles/2018-federal-tax-rates-personal-exemptions-and-standard-deductions.

Table 2

Marginal Income Tax Percentage Rates
2017 2018
10% 10%
15% 12%
25% 22%
28% 24%
33% 32%
35% 35%
39.6% 37%

SOURCE: https://www.irs.com/articles/2018-federal-tax-rates-person-
al-exemptions-and-standard-deductions.

and number of children. Refundable tax credits are dif-
ferent from regular tax credits. They not only reduce the
amount of taxes owed or completely eliminate any taxes
owed but can result in a refund as well. When refund-
able tax credits reduce the tax liability to below zero, a
refund is given for the difference. In 2017, more than
15.5 million tax refunds included a refundable child tax
credit, and more than 23.3 million included a refundable
earned income tax credit.6

PART 2: New Changes
The 2017 Tax Cuts and Jobs Act

The most recent change in taxation laws, the 2017 Tax
Cuts and Jobs Act, includes many changes effective for
2018. The combined impact affects each taxpayer differ-
ently. Some basic changes are addressed as follows:

1. There are new tax rates within brackets. The number
of tax brackets has not changed from 2017 and remains
at seven tax brackets. However, in 2018, the rates have
decreased overall (Table 2).

In any tax year, moving into a higher tax bracket does
not mean that all of your taxable income will be taxed
at a higher rate. Instead, only the income that you earn
within a particular bracket is subject to that particular
tax rate.

Example: For 2018, the income tax of a single taxpayer
with a taxable income of $40,000 is calculated based
on the first three brackets (see “2018 Income Tax
Brackets”).

Bracket 1: The first $9,525 of taxable income is taxed
at 10 percent. [10% x $9,525.00 = $952.50 tax on this
portion of taxable income]

Bracket 2: Taxable income from $9,526 to $38,700 is
taxed at 12 percent ($38,700 - $9,525 = $29,175).
[12% x $29,175.00 = $3,501.00 tax on this portion of
taxable income]

Bracket 3: Taxable income from $38,701 to $40,000 is
taxed at 22 percent ($40,000 - $38,700 = $1,300).
[22% % $1,300.00 = $286.00 tax on this portion of tax-
able income]

Total tax liability:
$952.50 + $3,501.00 + $286.00 = $4,739.50

2. The standard deduction has increased. The standard
deduction is subtracted from adjusted gross income
and reduces taxable income. Taxpayers can choose to
take the higher of either the standard deduction or
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their itemized deductions—whichever results in the
lowest tax. This increased standard deduction means
more taxpayers will benefit by taking the standard
deduction beginning in 2018 (Table 3).

3. In 2017, the Child Tax Credit was a nonrefundable
credit of up to $1,000 per qualifying child for taxpayers
with earned income of at least $3,000. This means it
did not reduce tax liability below zero dollars. When
this credit was more than the amount of tax owed, a
taxpayer might have been eligible to claim the unused
amount of the credit by filing for the Additional Child
Tax Credit—a refundable credit.” The beginning phase-
out income limit for married taxpayers filing jointly
was $110,000 in 2017.8

Under the 2077 Tax Cuts and Jobs Act, the Child Tax
Credit and the Additional Child Tax Credit have been
combined with the following new guidelines and
changes effective for 20189:

« The Child Tax Credit has increased to $2,000 for
each qualifying child.

« There is a refundable portion of the credit, limited
to $1,400.

« The earned income threshold for the refundable
credit is lowered to $2,500.

+ The phase-out income limits for the child tax credit
increases in 2018 to $200,000 ($400,000 for joint
filers).

4. The limit on charitable contributions of cash has
increased from 50 percent to 60 percent of adjusted
gross income.

5. Some deductions have been reduced or eliminated,
including the following examples'0:

« The deduction of state and local income, sales,
and property taxes is limited to a combined, total
deduction of $10,000 (or less depending on filing
status).

« Some miscellaneous expenses are limited or are no
longer deductible. Examples include deductions for
employee business expenses, tax preparation fees,
job search expenses, and safe deposit box fees.!

+ Moving expenses are no longer deductible.

« Personal exemptions have been eliminated. For
reference, in 2017 the exemption amount was up
to $4,050 per qualifying person.
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Table 3
Standard Deduction Comparison

Filing status 2018 2017

Single $12,000 $6,350

Married filing jointly or

qualifying widow(er) 324,000 >12,700
Married filing separately $12,000 $9,350
Head of household $18,000 $6,350

NOTE: There is an additional standard deduction for elderly and blind tax-
payers, which is $1,300 for tax year 2018. This amount increases to $1,600 if
the taxpayer is also unmarried.

SOURCE: https://www.irs.com/articles/2018-federal-tax-rates-personal-ex-
emptions-and-standard-deductions;
https://www.irs.com/articles/2017-federal-tax-rates-personal-exemp-
tions-and-standard-deductions.

6. The EITC remains in effect in the new tax law with new
guidelines and adjustments for inflation and cost-of-
living allowances. The EITC allows taxpayers to get a
refund, even if they do not owe or have not paid any
tax. To qualify for this credit, certain requirements
must be met that depend on income level, filing status,
and number of qualifying children. Also, a tax return
must be filed to claim the credit. For 2018, the maxi-
mum EITC amount available is $6,431 for taxpayers
filing jointly who have three or more qualifying chil-
dren.12In 2017, almost 27 million taxpayers received
over $65 billion from the EITC.13

7. One very noticeable change from the 2077 Tax Cuts
and Jobs Act is the new Form 1040, which will simplify
filing for many taxpayers. It is about half the size of
the old version and consolidates the older Form 1040,
Form 1040A, and Form 1040EZ all into one form. The
streamlined form can be supplemented with additional
schedules as needed for more complex tax situations.#

Conclusion

Our nation’s first income tax was signed into law by
President Lincoln in 1862. It levied a 3 percent tax on
incomes between $600 and $10,000 and a 5 percent tax
on incomes of more than $10,000.'5 And in 1913, the first
Form 1040 appeared after Congress levied a 1 percent
tax on net personal incomes above $3,000 and a 6 per-
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cent tax on incomes of more than $500,000.1¢ These
historical taxation laws bear little resemblance to the
most recent change in taxation laws, the 2077 Tax Cuts
and Jobs Act passed by Congress and signed into law by
President Trump. Many factors such as inflation, employ-
ment, workforce changes, and adjustments to the federal
budget contribute to tax law changes. And with each
change, taxpayers are affected.

History shows that income tax law is always changing.
Ben Franklin died in 1790—many years before the first
federal income tax was levied. But his words have out-
lived him: “In this world nothing can be said to be certain,
except death and taxes.” What Franklin did not address
was the uncertainty of change in taxation laws. Regardless
of the intent, change can bring confusion. Having an
understanding of taxation laws in one time period does
not guarantee understanding of new taxation laws. With
the ever-changing taxation laws, more than 9 out of 10
taxpayers use software or a tax preparer to complete
and file their tax returns'’—because changing tax laws
can be complex. =

econlowdownr
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Name Period

Federal Reserve Bank of St. Louis Page One Economics®:
“Individual Income Tax: The Basics and New Changes”

After reading Part 1: The Basics, select the best answer to each question.

1. In the United States, the authority to levy an income tax lies within the
a. 10th Amendment to the U.S. Constitution.
b. office of the U.S. president.
¢. Constitution of the United States.
d

Internal Revenue Service.

2. Taxable income, tax deductions, exemptions, and expenses are defined by the
a. income tax laws passed in 1913.
b. 16th Amendment to the U.S. Constitution.
c. taxlaws that are passed by the Internal Revenue Service.
d. taxlaws as passed by Congress and signed into law by the U.S. president.

3. The responsibility for implementing tax legislation, interpreting tax law, ensuring taxpayers’ compliance with the
law, and collecting the income tax is given to

the U.S. president.

o

b. the Internal Revenue Service.
c. Congress as the primary agency for protecting taxpayers.
d. the Commissioner of the Treasury.

4. The federal income tax is designed to ensure that taxpayers with

b

higher taxable incomes pay a smaller percentage rate than do taxpayers with lower taxable incomes.
b. higher taxable incomes pay a larger percentage rate than do taxpayers with lower taxable incomes.
c. lower taxable incomes pay a larger percentage rate than do taxpayers with higher taxable incomes.
d. higher taxable incomes pay equal percentage rates as taxpayers with lower taxable incomes.

5. The tax percentage rates within tax brackets often change

b

when the IRS has new leadership.

b. to support legislative actions and government expenditures.
c. toincrease the taxable income of taxpayers.

d. asameans to decrease a taxpayer’s standard deduction.

6. In 2017, the amount of revenue generated from the individual income tax was of the total amount
of federal revenue and is the

a. almost one-third; second largest source of revenue generated.

b. a small percentage; main reason for the 2017 Tax Cuts and Jobs Act.

c. almost 48 percent; second largest source of revenue to support taxpayers.

d. almost 48 percent; leading source of revenue to support government spending.
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7. The highest tax percentage rate for the top income bracket
a. has always been under the 50 percent tax rate.
b. occurred during WWII.
¢. occurred during WWI and again in the early 1930s.
d. is set by the Constitution.

8. Ifincome tax laws were simplified by reducing the number of brackets while keeping the rates the same,
a. theresult would be a less progressive tax structure.
b. the result would be a more progressive tax structure.
¢. it would be more difficult to file a return.

d. the ability-to-pay principle would be reinforced.

After reading Part 2: New Changes, select the best answer to each question.

1. The 2017 Tax Cuts and Jobs Act
increases the number of tax brackets and the tax percentage rate in each bracket.

a
b. decreases the standard deduction and increases the amount for personal exemptions.

Q)

increases the amount of the standard deduction for each filing status.

o

makes no change in the number of tax brackets and increases the tax percentage rate in each bracket.

2. The standard deduction amount for 2018 after the 2077 Tax Cuts and Jobs Act is
a. more than the standard deduction for 2017.
b. less than the standard deduction for 2017.
c. the same as for the past seven years.

d. designed to increase individual income tax liability.

3. The 2017 Tax Cuts and Jobs Act increases the and eliminates the
a. deduction for moving expenses; standard deduction.
b. personal exemption amount; tax brackets.
c. standard deduction; personal exemption.
d. standard deduction; child tax credit.

4. The 2017 Tax Cuts and Jobs Act
a. eliminates the child tax credit.
b. increases the deduction for moving expenses.

¢. changes the number of income tax brackets.

o

includes a number of changes.
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5.

8.

The 2017 Tax Cuts and Jobs Act made changes to the Child Tax Credit by the amount of earned
income a taxpayer must have to qualify and the amount of credit for each qualifying child.

increasing; increasing

a
b. decreasing; increasing

0

decreasing; decreasing

d. increasing; decreasing

For 2018, a single taxpayer with a taxable income of $13,530 will calculate income tax liability
a. by multiplying the total taxable income by the 10 percent rate.
b. by multiplying the total taxable income by the 12 percent rate.
¢. by using percentage tax rates from three different tax brackets.

d. by using percentage tax rates from the lower two tax brackets.

For 2018, the Earned Income Tax Credit

a. is arefundable tax credit based on income level, filing status, and number of qualifying children.
b. has been increased to $6,431 for all taxpayers regardless of the amount of taxable income.

c. is designed as a benefit for all taxpayers regardless of taxable income levels.

d. remains the same without any new guidelines or adjustments for inflation.

The 2017 Tax Cuts and Jobs Act has changed the filing form, and the new form
will simplify income tax filing for all taxpayers.

a
b. is basically the same as the old Form 1040 with unnoticeable changes.

0

is much smaller in size and is designed to simplify filing for many taxpayers.

o

consolidates the older Form 1040, Form 1040A, and Form 1040EZ into one longer form.
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