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Tax incidence in a nutshell

2



Overview
• What is tax incidence?

• People (households) pay taxes not businesses

• Tax incidence analysis attempts to show who 
ultimately bears the burden of taxes  

• The Minnesota approach 
§ Step 1: Determine the initial imposition of the tax
§ Step 2: Determine the effects of tax shifting
§ Step 3: Determine the incidence on state households
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Household database construction
• The household database should combine micro-data obtained 

from the state, the IRS (IMF/IRTF) as well as from other sources.

• Taxes are borne by households, so the tax return data must be 
configured into households (tuno and ntuf)

• A statistical match of US Census Bureau’s American Community 
Survey (ACS) with the tax data provides additional economic and 
demographic information. 

• Consumer expenditures from the US Bureau of Labor Statistics 
Consumer Expenditure Survey may then be imputed to 
households
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Step 1: Determine the initial 
imposition of each tax
• Individual income tax (microsimulation)

• Sales, use and excise taxes

• Corporate income and franchise taxes 
(microsimulation)

• Property taxes (both residential and commercial)
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Individual income tax
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Sales, use and excise taxes –
intermediate business purchases
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Sales, use and excise taxes –
business investment purchases
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Other taxes

• Corporate income and franchise taxes

• Property taxes on both households and businesses
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Step 2: Determine effects of tax 
shifting -- households
Incidence of taxes on households:

• The individual income tax is paid by individual 
taxpayers

• Taxes on purchases by consumers are borne by 
consumers of taxed items

• Property tax on homeowners is borne by the 
homeowner
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Step 2: Determine the effects of 
tax shifting -- businesses
Allocating business taxes: 

• Most taxes on business property, business 
purchases, and corporate income are partially 
shifted to consumers and workers

• The amount of tax shifting varies by tax and by 
business sector

• To shift a tax, the business legally liable to pay the 
tax must alter its economic behavior
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Step 2: Determine the effects of tax 
shifting – businesses (continued)
Allocating business taxes (other than business 
intermediate purchases):

• The average sales tax rate on all capital goods 
across all 50 states and DC (national average) is 
determined, borne by capital in the form of lower 
profits.  

• If the national average rates by industry sector 
exceeds the national average rate on all capital 
goods, borne by consumers in the form of higher 
prices (national sector differential).  
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Step 2: Determine the effects of tax 
shifting – businesses (continued)
Allocating business taxes (other than business 
intermediate purchases):

• The extent to which the average “state” sales tax exceeds 
the national average tax rate for a particular sector is 
termed the “state sector differential.”  

• If this “state sector differential” is associated with firms 
competing in “local markets” then that differential will 
result in higher prices for consumers (price-makers).  

• If it is associated with firms competing in “national 
markets” it is borne by labor because the firms are price-
takers.   
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Step 2: Determine the effects of tax 
shifting – businesses (continued)
Allocating business taxes (other than business 
intermediate purchases) to nonresidents:

• Exported burden on capital  -- most moderate sized 
states 90 percent 

• Exported burden on consumers -- borne by visitors 
in form of higher prices

• Exported burden on labor -- assumed zero percent 
shifted to nonresidents
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Step 3: Determine the incidence 
on specific state households
• Burden on consumers -- taxes shifted forward to 

consumers in the form of higher prices based upon 
their share of total consumer expenditures

• Burden on corporate capital -- allocated to 
households in proportion to taxable dividends and 
capital gains

• Burden on labor -- allocated based upon each 
household’s share of earned income
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Step 3:  Final household incidence 
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Thank you and please feel free to contact 
us:

Eric Cook – ecook@chainbridge.com
703-359-8211

James Copenhaver – jcopenha@chainbridge.com
304-777-2155
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