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CHAPTER ONE
TAX FAIRNESS FUNDAMENTALS

“The subjects of every state ought to contribute toward the support of the government,
as nearly as possible, in proportion to their respective abilities; that is, in proportion to
the revenue which they respectively enjoy under the protection of the state.. . .. [As Henry
Home (Lord Kames) has written, a goal of taxation should be to] ‘remedy inequality of
riches as much as possible, by relieving the poor and burdening the rich.” ”

Adam Smith
AN INQUIRY INTO THE NATURE AND CAUSES
OF THE WEALTH OF NATIONS (1776)'

ability to pay. This is a venerable idea, as old as the biblical notion that a few pennies from
a poor woman’s purse cost her more than many pieces of gold from a rich man’s hoard. In

discussing tax fairness, we use the terms regressive, proportional and progressive. As the charts
below illustrate:

g fair tax system asks citizens to contribute to the cost of government services based on their

B Aregressive tax makes middle- and low-income families pay alarger share of their incomes
in taxes than the rich.

B Aproportional tax takes the same percentage of income from everyone, regardless of how
much or how little they earn.

B Aprogressive tax is one in which upper-income families pay a larger share of their incomes
in tax than do those with lower incomes.

Regressive Taxes Proportional Taxes Progressive Taxes

(Taxes as a Percent of Income) (Taxes as a Percent of Income) (Taxes as a Percent of Income)

—— Income —» —— Income ——»

'Book V, Chapter II, part Il, pp.777,779 (1937 ed.)

INSTITUTE ON TAXATION & ECONOMIC PoLICY, FEBRUARY 2005 1



Few people would consider a tax system to be fair
if the poorer you are, the more of your income you
pay in taxes. But that’s exactly what regressive taxes
do. They reduce the standard of living of middle- and
low-income families substantially, and have a much
smaller impact on the wealthy. The sales tax is a
regressive tax, as can be seen in the chart of Florida’s
sales tax. Excise taxes on cigarettes, gasoline and
alcohol are also quite regressive, and property taxes
are generally somewhat regressive.

Some believe that a proportional, or “flat,” tax
structure is fair. They argue that if everyone pays the
same share of income in taxes, then everyone is
treated equitably. But this view ignores the fact that
taking the same share of income from a middle- or
low-income family as from a rich family has vastly
different consequences for each. Low-income families
must spend most (or all) of their income just to
achieve the most basic level of comfort. Even middle-
income families spend most of what they earn to
sustain only a modest standard of living. A tax on
these families can cut directly into their quality of life.
In contrast, the same tax will hardly affect the life style
ofthe wealthiest families at all. An almost-flat personal
income tax (like Alabama’s, shown in the chart at right)
is an example of a tax that can be proportional.

Progressive taxes are the fairest taxes. Personal
income taxes are the only major tax that can easily be
designed to be progressive. Low-income families can
be exempted entirely and tax rates can be graduated,
with higher tax rates applying to higher income levels,
so that middle-income and rich families pay taxes fairly
related to what they can afford. An example of a typi-
cally progressive income tax is Georgia’s tax, shown in
the chart at right: the poorest taxpayers pay the small-
est amount as a share of income, and taxes increase
with each income level.

Almost every state relies on some combination of
regressive, proportional and progressive taxes. When
you add these taxes together, the overall progressivity
or regressivity of a tax system is determined by (1) the
degree of progressivity or regressivity of each tax
within the system and (2) how heavily a state relies on

Tax Burden —»

A Regressive Tax
Florida’s General Sales Tax

Income —»

Tax Burden —»

An Almost Proportional Tax
Alabama’s State Income Tax

Tax Burden —»

A Progressive Tax

Georgia’s State Income Tax

Alabama’s income tax has a graduated rate structure, but more than 75 percent of taxpayers pay at the top rate.
So it operates as an effectively flat income tax for most Alabamians.

2
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Vermont State & Local Taxes
As Shares of Family Income

lllinois State & Local Taxes
As Shares of Family Income

Tax Burden ——»
Tax Burden ——»

Income —» — Income ——»

each tax. Thus, a state that relies on regressive sales, excise and property taxes more heavily than
its mildly progressive income tax will end up with a very regressive tax system overall. An example
of a state like this is lllinois. At the other end of the spectrum, even the most progressive income
taxes are only sufficient to make a state’s tax system roughly proportional overall. An example of
a state that achieves this result by relying more on its progressive income tax than on regressive
sales, excise and property taxes is Vermont.

Why Tax Fairness Matters The Rich Get Richer:

ax fairness is an important goal for state Real Income Growth, 1979-2000
Tpolicymakers, for several reasons. For one 200%

thing, a regressive tax system tries to raise money
from the people who have the least of it. This is
illogical at best. The wealthiest one percent of
Americans have more income than the poorest 40
percent put together. And the best-off 20 percent
of Americans make more than the remaining 80 140%
percent combined. Soaking the poor just doesn’t

yield much revenue compared to modest taxes on 120%
the rich. Fair taxes are essential to adequate fund-

ing of public services because they tax those who 100%
have the most to give.

This flaw in using a “soak the poor,” regres- 80%
sive tax system for raising revenue has been
compounded in recent years. The wealthiest 60%
Americans have gotten much richer, while just
about everyone else has gotten squeezed. The 40%
richest one percent of families in the United

180%

160%

States saw their average pre-tax income rise by  2q9, " +13%

184 percent in the twenty-one years from 1979 to 7%

2000—that’s in “constant dollars” (meaning it's  _

adjusted for inflation)! Meanwhile, middle-income Poorest 20% Middle 20%  Top 1%
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earnings grew by 13 percent over this period, and the poorest twenty percent saw their real
pretax incomes grow by less than 7 percent.’

It’s no wonder that so many states with regressive tax structures are falling short in revenue.
They're continually imposing higher taxes on people without much money—the very people who
have experienced the most meager growth in income over the past twenty years. These states are
largely bypassing—that is, by taxing at very low rates—the people whose incomes have grown
the fastest: the rich. In the long run, progressive taxes like the income tax are a more dependable
source of revenue for state and local governments precisely because they tax the wealthy state
residents who have enjoyed the largest income gains in recent decades.

Fair taxes also help government in its
relations with its citizens. The public accepts

taxes because it values the services that
government provides. When a tax system is
unfair, however, there is a limit to the tax
tolerance the public will show. It’s one thing

Are Your State’s Taxes Unfair?
A January 2003 ITEP report, Who Pays?,
measures the fairness of state and local taxes
in each of the 50 states and the District of

Columbia. The report finds that almost every
state requires its poorest citizens to pay more
of their income in tax than any other income
group—and allows the wealthiest taxpayers to
pay the least. Who Pays? is available on ITEP’s
website at www.itepnet.org/whopays.htm.

to ask people to pay taxes. It is another to ask
them to pay more because others aren’t
paying their fair share. As Jean Baptiste Col-
bert, Louis XIV’s controller general of finances
reputedly said, “[t]he art of taxation consists
in so plucking the goose as to get the most
feathers with the least hissing.” Fair taxes
cause a lot less hissing.

Finally, a fair tax system is important as a very real moral imperative. Taxes can amount to real
money for any family. But for poorer families, it’s money that could otherwise be used for food,
clothing, a trip to the doctor or some other necessity. When a state decides to tax the poor at a
high rate, it is forcing these families to make choices that no family should have to make—choices
that are far harder than those faced by upper-income families.

Federal Taxes Matter, Too

hen we evaluate the fairness of a tax system, we should also consider overlapping tax
Wsystems that affect the same taxpayers. It is important, in particular, to consider state and
local tax policy in the context of federal tax policy.

While the rich have seen their incomes go up substantially faster than others, federal taxes on
the wealthy have gone way down—resulting in an overall tax system that is much less progressive.
In 2004, the wealthiest 1 percent of Americans paid 32.8 percent of their income in combined
federal, state and local taxes, down sharply from 37.1 percent before the George W. Bush
administration. By comparison, the other 99 percent of Americans paid, on average, 29.4 percent
of their income in total taxes—almost as much as the wealthiest taxpayers.

So as states determine which taxes to raise and on whom, they should consider that federal
taxes have been getting significantly less progressive. A state that raises taxes on the rich will
almost certainly still leave them better off than they were before their huge tax cuts on the federal
level. Raising taxes on middle- and low-income taxpayers, however, will compound the injustice
of the federal tax shift that has taken place in the past five years.

3*Congressional Budget Office, Effective Federal Tax Rates, 1997 to 2000. August 2003.
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CHAPTER TWO
BASIC PRINCIPLES AND TERMS

This chapter introduces some basic principles for evaluating your state’s tax system—and

walks you through some of the “nuts and bolts” necessary for a basic understanding of tax

policy issues. This chapter does not attempt to turn anyone into a tax attorney. Rather, our
goal—here and throughout this guide—is to make the reader sufficiently knowledgeable about
tax policy to be an effective advocate for progressive tax reform.

Tax Policy Principles: An Introduction

ax fairness is a primary consideration in evaluating state and local tax systems. But there are
Tother important criteria that must also be considered. This section explains five of the most
commonly cited tax policy principles: equity, adequacy, simplicity, exportability, and neutrality.

Equity: Two Kinds of Tax Fairness

When people discuss tax “fairness,” they're
talking about equity. Tax equity can be looked
at in two important ways: vertical equity and
horizontal equity. Vertical equity addresses
how a tax affects different families from the

Important Tax Policy Principles

5> Equity: Does your tax system treat people at
different income levels, and people at the same
income level, fairly?

bottom of the income spectrum to the top—
from poor to rich. When we discussed regres-
sive and progressive taxes in Chapter One, we
were looking at vertical equity issues.
Horizontal equity is a measure of whether
taxpayers in similar circumstances pay similar
amounts of tax. For example, if one family
pays higher taxes than a similar-income family
next door, that violates “horizontal” fairness.
This sort of unjustified disparity undermines
public support for the tax system and dimin-
ishes people’s willingness to file honest tax re-
turns. It would be hard to defend a tax system
that intentionally taxed left-handed people at
higher rates than right-handed people. Like-

=" Adequacy: Does the tax system raise enough
money, in the short run and the long run, to
finance public services?

5> Simplicity: Does the tax system allow
confusing tax loopholes? Is it easy to
understand how your state’s taxes work?

5> Exportability: Individuals and companies
based in other states benefit from your state’s
public services. Do they pay their fair share?

5> Neutrality: Does the tax system interfere with
the investment and spending decisions of
businesses and workers?

wise, a tax that hits a wage-earner harder than an investor (as the federal income tax currently
does), even if their total incomes are the same, fails the test of horizontal equity.

Adequacy

An adequate tax system raises enough funds, both in the short run and the long run, to sustain
the level of public services demanded by citizens and policy makers. At the end of the day,
adequacy is what separates successful tax systems from unsuccessful tax systems.

Two factors that contribute to the adequacy of a tax are its stability and its elasticity. A stable
tax is one that grows at a predictable pace. Predictable growth makes it easier for lawmakers to
put together budgets that match anticipated revenues to anticipated spending. But stability by
itself is not enough to achieve adequacy in the long run. For example, property taxes grow pre-
dictably—but tend to grow more slowly than the cost of the services that state and local govern-
ments provide. Elasticity is a measure of whether the growth in a specific tax keeps up with the
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economy—an important consideration because the cost of providing public services usually grows
at least as fast as the economy. An elastic tax is one for which tax revenue grows faster than the

economy over the long run.

There is some inherent tension between
the goals of elasticity and stability. Elastic
taxes, like the personal income tax, are more
likely to ensure adequate revenues in the long
run, but may also require frequent tax in-
creases and reductions to ensure that state
revenues match the desired level of govern-
ment services. (The use of “rainy day funds”
can make these legislative changes unneces-
sary—see Chapter Ten.) Stable taxes, like the
property tax, will grow predictably, but the
slower growth rate of these taxes may mean
that in the long run tax hikes will probably be
necessary to fund services at the same level.
Simplicity
Simplicity is often touted as a goal for tax
reform—and it’s an important one. Compli-
cated tax rules make the tax system difficult
for citizens to understand. Complexity also
makes it harder for governments to monitor

The “Benefits Principle” of Taxation

Not all taxes are based on ability to pay. Governments
sometimes levy taxes and user fees designed to make
people pay in accordance with the benefit they receive
from certain public services. This idea is known as the
benefits principle of taxation. For example, states raise
money for highway maintenance by imposing a gasoline
tax. Since the amount of gasoline a driver purchases is
a reasonable proxy for the benefit that driver receives
from publicly maintained roads, the gas tax follows the
benefits principle of taxation.

But there are limits to the usefulness of the benefits
principle. First, taxing according to the benefits principle
can lead to a regressive result: gasoline taxes take a
larger share of income from low-income taxpayers than
from the wealthy. Second, for many of the most
important functions performed by governments, such as
education, health care and anti-poverty programs, and
police and homeland security, it can be hard to quantify
the benefits of these services for individual taxpayers.
Third, many of the services provided by state govern-
ments are explicitly designed to redistribute resources

to low-income taxpayers. Social welfare programs exist
partially because low-income taxpayers cannot afford to
pay for these programs themselves, so requiring these
taxpayers to pay for the programs according to the
benefit principle would defeat their purpose.

and enforce tax collections, and makes it easi-
er for lawmakers to enact (and conceal) target-
ed tax breaks benefitting particular groups. A
tax system full of loopholes gives those who
can afford clever accountants an advantage
over those who must wade through the tax
code on their own.

But beware. Tax reform proposals described as “simplification” measures are often nothing
of the kind. For example, anti-tax advocates frequently seek to “simplify” the income tax by
eliminating the graduated rate structure and instituting a flat-rate tax. This is a red herring: a
graduated tax system is no more complicated than a flat-rate tax. The right way to make income
taxes simple is to eliminate tax loopholes, not to flatten the rates.

Exportability
The public services provided by state tax revenues are enjoyed by individuals and businesses from
other states—including businesses that hire a state’s high school and college graduates and
tourists who use a state’s transportation infrastructure. This is why state tax systems are often
designed to make multi-state businesses and residents of other states pay their fair share of the
state tax burden. An exportable tax is one that is at least partially paid by these non-residents.
There are broadly three ways in which taxes can be exported: by having non-residents pay the
tax directly (sales taxes on items purchased by tourists, for example); by levying taxes on
businesses which are then passed on to non-residents; and through interaction with the federal
income tax. (See “The Interaction of State and Local Taxes with Federal Income Taxes” on page
10.) All taxes are at least partially paid by non-residents—and policy makers have the power to
effectively adjust the percentage of taxes “exported” to residents of other states. Strategies for
achieving this are outlined in later chapters of this guide.
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Neutrality
The principle of neutrality (sometimes called “efficiency”) tells us that a tax system should stay out
of the way of economic decisions. If individuals or businesses make their investment or spending
decisions based on the tax code rather than basing them on their own preferences, that’s a
violation of the neutrality principle, and can lead to negative economic consequences in the long
run. For example, the big tax breaks that the Reagan administration provided for commercial real
estate in the early 1980s led to far too much office construction and the phenomenon of “see-
through office buildings” that nobody wanted to rent. These wasteful investments came, of
course, at the expense of more productive investments—and were paid for by all other taxpayers.
The tax principles outlined here are not the only criteria used by policymakers in evaluating
tax changes—and these principles sometimes come into conflict. But almost everyone would
agree that advocates of tax reform should keep each of these goals in mind as they seek to
improve their state’s tax system.

Nuts and Bolts: Basic Tax Policy Terms
he tax principles described so far are essential to a broad understanding of why one type of
tax is preferable to another. But there is also a basic set of terms you’'ll need to understand in
order to understand how each of these taxes work. This section explores the “nuts and bolts” of
state and local tax policy.

Tax Incidence

When we look at tax burdens on families at different income levels, we're engaging in what’s
called incidence analysis. Tax incidence analysis is designed to answer basic questions about how
the current tax system and various proposed alternatives affect families at different income levels.
On this page is an example of an incidence table. It shows the total amount of state and local
taxes paid nationwide, as a percentage of each group’s income. For example, the table shows that
the poorest twenty percent of Americans paid, on average, 7.8 percent of their income in sales
and excise taxes, while the wealthiest taxpayers paid 1.1 percent of their income in these taxes.

The first step in incidence analysis is to divide a population into income groups. ITEP’s
analyses usually divide the population into five groups based on income—ranging from the
poorest 20 percent to the richest 20 percent. Each of these groups is called an “income quintile.”
(“Quintile” simply means one fifth, or 20 percent, of the population.)

ITEP’s analyses also split the richest 20 percent into three subgroups: the lowest-income 15
percent of the quintile, the next 4 percent and the richest one percent. This is done because
families in the top 20 percent have more than half of all personal income nationally. Within this
quintile, there are substantial differences in income levels and tax burdens between the “poorest”

Total State & Local Taxes in 2002

As Shares of Income for Non-Elderly Taxpayers

Income | Lowest | Second Middle Fourth Top 20%
Group| 20% 20% 20% 20% Next15% | Next4% | TOP 1%
Average Income in Group | $9,900 | $22,000 | $36,100 | $57,900 | $98,100 | $204,100 [ $950,000
Sales & Excise Taxes 7.8% 6.4% 5.1% 4.1% 3.1% 2.0% 1.1%
Property Taxes 3.1% 2.3% 2.5% 2.6% 2.6% 2.3% 1.4%
Income Taxes 0.6% 1.6% 2.3% 2.7% 3.2% 3.8% 4.8%
TOTAL TAXES 11.4% 10.4% 9.9% 9.4% 8.9% 8.1% 7.3%
Federal Deduction Offset -0.0% -0.1% -0.3% -0.6% -1.2% -1.6% -2.0%
TOTAL AFTER OFFSET 11.4% 10.3% 9.6% 8.8% 7.7% 6.5% 5.2%

Source: ITEP, Who Pays? A Distributional Analysis of the Tax Systems in All 50 States (2003)
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members and the richest members. Incomes in this group range from what might be called upper-
middle class, to the richest families in the country. From a tax policy standpoint, relatively lower-
income families in this group should not be treated the same as the richest families because they
have very different abilities to pay. This is why our incidence tables show them separately.

The Tax Base

The tax base is all the items or activities subject to a tax. The tax base of a sales tax, for instance,
is the amount paid for all the items that are subject to the tax. So, if the total amount a state’s
consumers paid in a year for taxable items is $2 billion, then the state’s sales tax base is $2 billion.

Tax bases are usually measured as a dollar amount to which a tax rate is applied—for example,
the total dollar amount of taxable income, in the case of the personal income tax, or the total
dollar value of real estate, in the case of the real property tax. Taxes that are measured this way
are called ad valorem, or value-based, taxes. But not all taxes are calculated this way: excise taxes
on cigarettes, gasoline and beer are often calculated on a per-unit basis. The amount of tax
collected depends not on the value of the tax base, but on the number of items in the tax base.
Cigarette taxes, for instance, typically are applied on a per-pack basis (the tax owed is a certain
number of cents per pack of cigarettes sold). Thus, for a cigarette tax, the tax base is usually the
number of packs sold. Taxes that are sold on a per-unit basis have one critical flaw—tax revenues
only increase when the number of units sold goes up. By contrast, ad valorem taxes tend to grow
with personal income even when the number of units sold is unchanged.

Taxes are often described as having a broad base or a narrow base. A broad-based tax is one
that taxes most of the potential tax base. For example, a broad-based sales tax is one that applies
to almost all purchases of goods and services. A narrow-based tax applies to fewer items. A typical
narrow-based sales tax applies only to goods, not services, and has exemptions for things like
food, housing and medicine.

In general, broader tax bases are a gOOd idea. How Base Broadening Can Lower Tax Rates:

At any given tax rate, a broad-based tax will raise The lllinois Income Tax

more revenue than a narrow-based tax—because
more is taxed. The chart at right illustrates this:
lllinois taxes personal income at a flat 3 percent
rate. If lawmakers repealed a special tax break for
retirement income, the tax rate could be lowered
to 2.83 percent and still bring in the same amount
of revenue. If lawmakers also repealed the state’s
property tax credit, a 2.69 percent rate would raise ’ CurrentLaw  Add retirement Cut property tax
the same amount of money as the current tax. This income credit
example illustrates an important tradeoff: the

broader the tax base, the lower the tax rates can be. And the narrower the tax base, the higher
the tax rate must be in order to fund public services.

A broader base also makes it more likely that the tax system will treat all economic activities
the same, which helps ensure that the tax system will not discriminate in favor of some taxpayers
and against others. So a broad tax base helps achieve the goal of neutrality described above.

But sometimes there are good reasons for having a narrower base. Excluding food from the
sales tax, for example, makes that tax less regressive. Some people argue that the benefit of
making the tax less unfair outweighs the revenue loss from narrowing the sales tax base.

Tax Rate

The Tax Rate (or Rates)

Multiplying the tax rate times the tax base gives the amount of tax collected. Usually, the tax rate
is a percentage. For instance, if a state’s sales tax rate is 4 percent on each taxable purchase and
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taxable purchases (the tax base) total $1 billion, then the total amount of tax collected will be $40
million (4 percent of $1 billion).

Income taxes typically have multiple rates—with different rates applying at different levels of
income. This is called a “graduated” rate structure, using “marginal” rates. Chapter Five describes
how such a rate system works.

Not all tax rates are percentages. A typical gasoline tax rate, for example, is expressed in per-
gallon terms. So if a state has a gasoline tax rate of 10 cents per gallon and 100 million gallons
of gasoline are sold, then the tax collected will be $10 million (10 cents multiplied by 100 million).

Property tax rates are traditionally measured not in percentages but in mills. A mill represents
a tenth of a percent. Mills tell us the tax for each thousand dollars in property value. Thus, a 20
mil rate applied to a house with a taxable value of $100,000 yields a tax of $2,000.

Effective Rates Versus Nominal Rates
So far, we have been describing nominal tax rates—the actual legal rate that is multiplied by the
tax base to yield the amount of tax liability.

Though the nominal rate is used in the actual calculation of taxes, it’s not the best measure
for comparing taxes between states because it doesn’t account for differences between tax bases.
For example, suppose that two states, each with the same population and the same total amount
of income, have sales taxes. The sales taxes have the same tax rate, 4 percent, but state A’s sales
tax applies to a narrow tax base, exempting groceries and many services, while state B’s sales tax
applies to a broader tax base. State B’s sales tax (the total amount of statewide sales subject to
the tax) applies to $1.5 billion of retail sales, while state A’s sales tax applies to just $1 billion in
sales. State B’s sales tax is obviously much
higher than State A’s tax—even though the
legal rates are identical. To compare these two

sales taxes solely on the basis of the legal rates State A State B
. . Sales Tax Rate 4% 4%
would be misleading. Tax Base $1bilion | $1.5 billion
A better, more accurate measure for [gaes Tax Collected $40 milion | $60 million
comparing these taxes is the effective tax rate. [Statewide Personal Income $2billion | $2 billion
The idea of an effective rate is that instead of |Effective Sales Tax Rate 2.0% 3.0%

just saying “both state A and state B have four
percent sales taxes,” we say that “state A’s sales tax takes 2.0 percent of the income of its resi-
dents while state B’s takes 3.0 percent of personal income.” This approach is better because it
measures tax liability in a way that takes account of differences in the tax base. In this example,
by comparing these effective rates we are able to see that, even though state A and state B have
the same nominal rates, the tax is really higher in state B because state B has a broader base.
When we divide tax payments by personal income, as in the example above, we're calculating
the effective tax rate on income, and this is the way taxes are usually measured in ITEP’s inci-
dence analyses. Effective tax rates can be calculated in other ways, too. For example, the property
tax on a home can be expressed as a percentage of its market value. But what if we want to
measure the tax compared to what the homeowner can afford? The owner of this home could be
out of work—or could have just gotten a huge raise. Because we care about tax fairness, we need
to measure the tax paid relative to ability to pay. Tax incidence tables—like the one presented
in this chapter—are based on effective tax rates on income for families at different income levels
because these tables are designed to determine the fairness of taxes. A fair tax takes more from
those with a greater ability to pay, so the effective rate on income is higher on those with greater
income. A regressive tax has lower effective rates on income for the rich than for middle- and low-
income families.
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The Interaction of State and Local Taxes With Federal Income Taxes

State taxes often have a direct impact on your federal tax bill. People who itemize deductions on
their federal tax returns can deduct the state and local personal income taxes and property taxes
they pay in computing their federal taxable income. Sales and excise taxes, by contrast, are
generally not deductible on federal tax forms, although federal legislation passed in 2004 allows
a temporary, optional sales tax deduction for taxpayers (mostly living in states without an income
tax) who pay more sales tax than income tax. This optional deduction is only available in 2004 and
2005.) Thus, for every dollar in income or property taxes paid to a state or local government,
taxpayers who itemize get a federal tax cut of as much as 35 cents (depending on what federal tax
bracket they are in). The chart on this page shows this effect graphically. Suppose an itemizing
taxpayer in the 28 percent federal tax bracket is subject to a $1,000 state income tax hike. The
value of her federal itemized deductions will increase by $1,000. This means that $1,000 less of
this taxpayer’s income will be subject to federal tax after the state tax increase. Since this last
increment of income was originally taxed at 28 percent, this person’s federal tax liability decreases
by $280 (28 percent of $1,000). So the net tax hike
for this taxpayer is actually $720, not $1,000. An
analysis that looked only at the state impact of the
proposal would show a tax hike of $1,000, while an

How Increases in Federally Deductible
Taxes Reduce Federal Tax Burdens

1,000 -
analysis that includes the offsetting federal change Federal
would show a tax hike of $720. Tax Cut:
This “federal offset” has clear implications for 4, | $280

proposals to increase (or cut) state income and pro-
perty taxes. When state income taxes go up, part of
that tax hike will not come out of state residents’  ggq -
wallets at all, but instead will be paid by the federal
government in the form of federal tax cuts for item-
izers. Similarly, when state income taxes go down, 250 -
federal income taxes paid by state residents will go
up. And because the federal offset is most useful
for wealthy taxpayers who are more likely to 0-
itemize and tend to pay at higher federal income
tax rates, the best way to maximize the amount of a state income tax hike that will be offset by
federal tax cuts is to target these tax hikes to the wealthiest state residents.

This benefit is not limited to income taxes paid by individuals. Corporations can export up to
35 percent of their state corporate income tax to the federal government. This means that when
states enact corporate tax breaks for in-state businesses, up to 35 percent of these cuts may
ultimately go not to the corporations for whom the tax breaks are intended, but to the federal
government in the form of higher federal taxes.

The general inapplicability of the federal offset to sales and excise tax changes means that
these regressive tax hikes are an especially bad deal for state residents, since virtually every dollar
of a sales tax hike that is paid initially by state residents will ultimately come out of their pockets.

Net Tax

Change:
$720

Conclusion

ow you've seen the basic conceptual building blocks of tax policy analysis. The next four
N chapters will take the concepts and terms you've learned here and apply them to each of the
major types of taxes that state and local governments rely on. We’ll look at how each tax matches
up against the principles of taxation described in this chapter, and will look at reforms that could
help each tax remain a viable revenue source for the 21* century. We'll also look at some broader
reforms that can help ensure accountability and fairness in all types of taxes.
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CHAPTER THREE
SALES AND EXCISE TAXES

S ales and excise taxes, or consumption taxes, are an important revenue source, Comprising

close to half of all state tax revenues in 2004. But these taxes are regressive, falling far more

heavily on low- and middle income taxpayers than on the wealthy. Consumption taxes also
face structural problems that threaten their future viability. This chapter looks at how these taxes
work, and outlines options for making consumption taxes less unfair and more sustainable.

How Sales Taxes Work

ales taxes apply to items we purchase every day, including goods (such as furniture and
S automobiles) and services (such as haircuts and car repairs). To compute the sales tax on a
taxable item, the cost of the item is multiplied by the tax rate. For example, in Michigan, where
the sales tax rate is six percent, the sales tax on a $10 book is sixty cents. The cost of the book
to the consumer, after tax, is $10.60. The sales tax base is the total amount paid for all the goods
and services subject to the tax. The sales tax is an example of an ad valorem tax—that is, a tax
based on the price of the item sold.

In theory, the sales tax applies to all retail transactions—that is, sales to the final consumer.
But every state allows some special exemptions. Almost all states exempt some items that can be
thought of as “essentials”—rent and health care expenses are almost never taxed, for example.
More than half of the states exempt groceries. Some states also exempt residential utilities such
as electricity and natural gas, and a few states exempt sales of clothing. And in most states, the
tax base does not include personal services such as haircuts.

States often have more than one sales tax rate. Some states apply lower tax rates to items such
as groceries or utilities, as a means of providing low-income tax relief. Other states apply a higher
tax rate to goods and services consumed primarily by tourists, such as hotels or rental cars. This
is done to ensure that non-resident visitors pay their fair share of the sales tax.

Many states also have local sales taxes. These usually (but not always) apply to the same items
as the state sales tax. Thus, calculating the total state and local sales tax is generally simply a
matter of adding the state rate to the local rate and multiplying it by the cost of taxable items.

Every state with a sales tax also has a use tax, which applies to items that are bought outside
a state for use within a state. The use tax is designed to prevent state residents from avoiding the
sales tax by purchasing goods in other states. However, the use tax is rarely enforced.

Most states have more than one type of sales tax. They have a general sales tax (which is what
most people mean when they talk about their state’s “sales tax”), and selective sales taxes on par-
ticular goods or services. A typical selective sales tax—which may have a different rate than the
general sales tax—is a tax on the purchase of alcohol, tobacco or gasoline, or a tax on utilities,
such as electricity and telephone service. Selective sales taxes, also known as excise taxes, are dis-
cussed later in this chapter.

Sales Taxes Are Regressive

ales taxes are inherently regressive because the lower a family’s income, the more of its
S income the family must spend on things subject to the tax. Typically, low-income families
spend three-quarters of their income on things subject to sales tax, middle-income families spend
about half of their income on items subject to sales tax, and the richest families spend only about
a sixth of their income on sales-taxable items. Thus, about three-quarters of the income of a low-
income family, half of a middle-income family’s income and just one-sixth of the income of a rich
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family is typically subject to sales tax. Put another way, a 6 percent sales tax is the equivalent of
an income tax with a 4.5 percent rate for the poor (that’s three-quarters of the 6 percent sales tax
rate), a 3 percent rate on the middle-class (half of 6 percent) and a one-percent income tax rate
for the rich (one-sixth of 6 percent). Obviously, no one could get away with proposing an income
tax that looked like that. The only reason this pattern is tolerated in consumption taxes is that
their regressive nature is hidden in a harmless looking single rate, and the amount families pay
is hidden in many small purchases throughout the year.

The sales tax violates the basic tax fairness principle of taxing according to one’s ability to pay:
the highest burdens are shouldered by those low-income taxpayers with the least ability to pay
them. Sales taxes also violate this principle in their insensitivity to fluctuations in taxpayer income:
families will always need to spend money on sales taxable items such as food, clothing and
utilities no matter how little they earn in a given year. A middle-income taxpayer who loses his
job will still have to spend much of his income just to get by—and will still pay a substantial
amount of sales tax even though his ability to pay these taxes has fallen dramatically.

The “Equal Tax on Equal Purchases” Fallacy

espite the regressivity of the sales tax, some people claim that sales taxes are fair. After all,
D it is said, no one can completely avoid paying sales taxes since they apply to things that
everyone—rich and poor alike—needs to buy. The sales tax hits everyone “equally,” goes this
argument; the tax is the same on, say, a tube of toothpaste, no matter who buys it.

But this so-called “equality” is precisely why sales taxes fail the test of fairness. The cost of
toothpaste, and therefore the sales tax on it, is the same for a rich person as for a poor person.
But the rich person has many times more income. So the amount that the rich person pays in tax
on that tube of toothpaste is a much smaller share of his or her income than the same tax on a
middle- or low-income family.

Of course, a rich family does consume more and thus pays more sales tax in dollars than does
a less well-off family. But in terms of what those dollars mean to rich families—as a portion of
their income and how it affects their standard of living—the sales tax is much less of a burden on
the rich than it is on middle- and low-income families.

Sales Taxes on Business—Who Pays?
ost state sales taxes are designed to exempt purchases made by businesses, on the theory
that the sales tax is supposed to be a tax on final personal consumption. But the distinction
between business and individual purchases is often difficult to make, and as a result every state
applies its sales tax to some business purchases. These business-input sales taxes add to the cost
of producing goods and services, and therefore they are mostly passed forward to consumers in
the form of higher retail prices. In other words, taxing business inputs through the sales tax is
generally akin to taxing the consumer more than once on the same retail sale. As a result,
expanding the sales tax base to include business services will usually hurt low-income taxpayers.
Some of the sales tax paid by businesses is exported to out-of-state consumers. For example,
Mississippi taxes industrial electrical use at a 1.5 percent rate. A Mississippi-based manufacturer
that sells primarily to consumers in other states will likely be able to pass through most of the tax
it pays on electricity to consumers in Texas, California, Massachusetts, and elsewhere. In this case,
only a little of the tax hits Mississippi’s middle- and low-income families.

A Volatile, Slow-Growth Tax

Sales taxes are a mainstay of state budgets nationwide. But during times of economic
uncertainty, sales tax collections can be volatile. They can fall both when there is an economic
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downturn and when people are afraid a downturn is coming. If a family thinks it may face hard
times soon, it may delay some spending in anticipation of the worst. Purchases of big-ticket items
like new cars are particularly likely to be postponed. As a result, sales tax revenues can fall during
periods of economic uncertainty—even before a recession has set in.

Even in good economic times, the sales tax usually is not a fast-growing tax. The main reason
for this is that sales taxes only reflect the income you spend. (By contrast, income taxes depend
on the total amount of income you earn.) Sales taxes also grow more slowly than the economy for
reasons that have to do with the antiquated tax base in many states: the fastest-growing area of
personal consumption is services, which are currently not taxed by most states. The slow growth
of sales taxes frequently forces lawmakers to increase the sales tax rate just to keep tax revenues
growing with inflation.

No Federal Deductibility

eavy reliance on sales taxes carries one big disadvantage for states: sales taxes are generally
H not deductible by itemizers in computing their federal taxable income. (2004 federal tax
legislation allows residents of states without income taxes to temporarily deduct their sales taxes,
but this tax break is only available in 2004 and 2005—and taxpayers must choose between deduc-
ting sales taxes and deducting income taxes, so this tax break will generally only benefit itemizers
living in non-income tax states.) Because these taxes generally can’t be written off on federal tax
forms, every dollar of sales tax that is paid initially by state residents ultimately comes out of their
pockets—and every dollar of a sales tax cut that goes to state residents remains in their pockets.
In this sense, income and property taxes offer a much greater “bang for the buck” than sales and
excise taxes—an important point as lawmakers decide which taxes to increase or cut.

Sales Tax Reform: Issues and Options
s lawmakers struggle to bring the sales tax into the twenty-first century, they face difficult
decisions ranging from the age-old question of how broad the sales tax base should be, to
newly evolving concerns such as the wisdom of taxing services and of taxing Internet-based
transactions. This section surveys problems facing the future of the sales tax.

Broadening the Sales Tax Base

Every state’s sales tax allows targeted exemptions. These exemptions are usually intended to
make the sales tax less unfair. Sales taxes can be made less regressive by taxing more of the things
the wealthy consume the most and fewer of the things on which middle- and low-income families
spend their money. Of course, every state and

local general sales tax is regressive. But the Sales Tax Burdens in

degree of unfairness ranges substantially—from South Carolina and Vermont
moderately regressive in states like Vermont to As Share of Family Income
extremely regressive in states like South Carolina.
The most important factor affecting regressivity
is whether groceries are taxed. Taxing food is
extremely regressive because such a high portion
of the income of poorer families goes to mere
sustenance.

But there are reasons to be concerned about
the long-term impact of proliferating sales tax
exemptions. Economists generally argue that the Low 20 2nd 20 Mid 20 4th20 Nxt15 Nxt4 Top1
sales tax base should be as broad as possible, for
several reasons:

OVermont
B South Carolina
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B Exemptions are very costly. Exempting groceries can reduce the revenue yield of each penny
of sales tax by up to twenty percent. This puts pressure on lawmakers to increase tax rates.

B Exemptions are poorly targeted. The poorest 40 percent of taxpayers typically receive about
25 percent of the benefit from exempting food. The rest goes to wealthier taxpayers.

B Exemptions tend to make sales tax collections fluctuate more, because changes in particular
economic sectors can affect tax collections. The broader the tax base, the less sensitive tax
revenues will be to sudden swings in retail purchases of particular items.

B Instates that allowlocal sales taxes, lawmakers must decide whether exemptions should apply
to local taxes as well. Doing so can be costly to local governments, but not doing so creates
more complication for retailers and tax administrators.

B While exemptions can make the sales tax less regressive, they also create a new source of
unfairness: different treatment of taxpayers at a given income level. By exempting food while
taxing other retail sales, lawmakers are discriminating against taxpayers who spend more of
their money on things other than food.

B Exemptions are an administrative challenge to policy makers because any exemption requires
a way of distinguishing between taxable and exempt products. For example, New York taxes
marshmallows as snack food, but exempts mini-marshmallows as groceries. Exemptions
require tax administrators to make countless decisions of this sort, and retailers must be
familiar with all of these rules.

Sales Tax Credits

Lawmakers seeking to make the sales tax less unfair without breaking the bank do have an
alternative to broad-based exemptions: targeted sales tax credits. These credits generally give a
flat dollar amount for each member of a family, and are available only to taxpayers with income
below a certain threshold. These credits are usually refundable, meaning that the value of the
credit does not depend on the amount of taxes a claimant pays. This approach offers several
advantages over sales tax exemptions: credits can

be targeted to state residents only, and they can The Kansas Food Sales Tax Refund

be designed to apply to whichever income groups ‘1 3413 ers over 55, taxpayers with children
are deemed worthy of tax relief. The box at right under 18, and disabled taxpayers are eligible.

shows the details of one such program, the

Kansas food sales tax refund. Low-income Kansas Income Level Refund
taxpayers over 55 years old, and non-elderly Kan- 30 to $13,450 $72 per person
sans with children, can claim up to $72 for each $13,451 to $26,900 $36 per person
family member. In 2004, Kansans with incomes up $26,901 or more no refund

to $26,900 were eligible for the credit.

The precise targeting of credits means that they are much less expensive—and much better
targeted—than exemptions. Credits do not affect the sales tax base, so the long-term growth of
sales tax revenues is more stable. And credits are easier for tax administrators to manage.

However, sales tax credits have one important disadvantage: they must be applied for. All of
the states that allow sales tax credits require taxpayers to fill out a form every year. Taxpayers
who do not know about the credit—or who do not have to file income tax forms—may not claim
the credit even if they are eligible. This means that an effective outreach program must be a
central part of any effort to provide sales tax credits. By contrast, exemptions are given auto-
matically at the cash register—so consumers don’t need to apply or even to know about them.

It is also important to recognize that sales tax credits will never be able to eliminate the
regressivity of sales taxes. The Kansas sales tax remains quite regressive, even after the food sales
tax refund. It would take a very large tax credit to eliminate the extra sales tax burden on low-
income taxpayers. And while a state may be able to relieve the sales tax burden on low-income
families through a credit, there is no practical way to make sales taxes on middle-income families
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equal to the light sales taxes borne by the wealthy. Since low- and middle-income families bear
most of the burden of the sales tax, a sales tax and rebate system that ended up taxing the middle
class at the same low rate as the rich wouldn’t be worth the trouble of collecting (and rebating).

To be sure, rebates or credits can be valuable to poor families. But no one should think that
they can entirely solve the problem of sales tax regressivity.

Business Sales Tax “Loopholes?”

The sales tax is well enough understood that special interest loopholes in the tax law tend to get
noticed, especially compared to some of the more complex tax breaks that are sometimes hidden
in the income tax. That doesn’t mean, however, that special interests don’t work hard to get
preferential sales tax treatment. Indeed, when states consider expanding their sales tax bases,
lobbyists for such potential targets as lawyers, accountants, dry cleaners, advertising agencies,
country clubs and others will fight tooth and nail for their exemptions.

On the other hand, one type of supposed “business loophole” in the sales tax—the tax exemp-
tion given for many purchases by businesses—is not simply the result of effective lobbying, but
also is often based on sound economic principles. For example, nobody thinks that retailers
should pay sales tax when they buy goods at wholesale. If they did, the goods would be taxed
twice—once at the wholesale transaction and once at the retail sale—with the ultimate consumer
bearing the burden of this double-taxation.

But the same principle applies when, for example, furniture-making companies buy wood to
make into tables and chairs. If they must pay sales tax on the wood, then the wood will, in effect,
be taxed twice—once when it is bought by the manufacturer, and again when it is bought by the
consumer as part of the furniture. When sales taxes from earlier stages of the production process
pile up on the final consumer, economists call it pyramiding or cascading.

Cascading sales taxes can create serious economic problems. For example, suppose one
furniture manufacturer chops down trees, does all the wood machining, shaping and assembly
itself, and runs its own retail stores. But another furniture manufacturer buys semi-finished wood
from a lumber company, which in turn bought it from a timber company. And suppose that the
second manufacturer sells its furniture at wholesale to unrelated retail stores. Only the final retail
furniture sales of the first, integrated manufacturer will be taxed, since until then, the furniture
and its components never change ownership. But under a “cascading” sales tax system, the
products of the second manufacturer would be taxed four times: first when the wood is purchased
by the lumber company, second when purchased by the furniture manufacturer, third when
bought by retailers, and finally when sold to consumers at retail. Such a strange tax system would
give the products of the integrated company a huge competitive advantage over those of the
second manufacturer—even though the multi-company approach to furniture making and sale
might be just as economically efficient.

An oddity created by taxing business inputs is that the effective sales tax rate on income (that
is, sales taxes as a percentage of income) may actually end up higher than the nominal sales tax
rate. In other words, a state can have a 5 percent sales tax rate but there may be families that have
6 percent of their income going to sales taxes. This is caused by two related phenomena. First,
families pay a higher price for a product because the tax on the purchases by businesses increases
the cost of making, wholesaling and retailing the product. Second, the retail sales tax applies to
this added increment in the price, compounding the problem.

Taxing business inputs can also undermine the methods used to make the sales tax less unfair.
For example, if grocery stores pay sales tax on the smocks they buy for their clerks or the fees
they pay their lawyers, and these taxes are passed on to their customers in the form of higher
retail food prices, the benefit of exempting food from the sales tax is partially undermined. These
examples illustrate that supposed “business loopholes” in the sales tax must be analyzed to see
if they are sensible rules or undeserved tax breaks.
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Sales Tax Holidays—Boon or Boondoggle?
In recent years, lawmakers in more than a dozen states have sought to relieve the burden of sales taxes by enacting
“sales tax holidays.” These are temporary sales tax exemptions for clothing, computers, school supplies, and other
“back to school” expenses. Most sales tax holidays last only a few days.

Virtually any sales tax cut will provide larger benefits, as a share of income, to low-income taxpayers than to the
wealthy. But sales tax holidays are a problematic way of achieving low-income tax relief, for several reasons:

®m  Aone-week sales tax holiday for selected items still forces taxpayers to pay sales tax on these items in the other
fifty-one weeks of the year, leaving a regressive tax system basically unchanged.

®m  Any sales tax exemption creates administrative difficulties for state governments, and for the retailers who must
collect the tax. But a temporary exemption requires retailers and tax administrators to wade through a sheaf of
red tape for an exemption that lasts only a few days.

m  Sales tax holidays are poorly targeted, providing tax breaks to both wealthy taxpayers and nonresidents.

®m  Many low-income taxpayers don’t have the luxury of timing their purchases to coincide with week-long sales tax
holidays. By contrast, wealthier taxpayers are likely to be able to time their purchases appropriately.

m  Retailers know that consumers will shift their spending toward sales tax holidays to take advantage of the
temporary tax exemption. Savvy retailers can take advantage of this shift by hiking prices during the holiday.

m  Perhaps mostimportant for cash-strapped lawmakers, sales tax holidays are costly. Revenue lost through sales
tax holidays will ultimately have to be made up somewhere else.

Sales tax holidays do have advantages, of course. The biggest beneficiaries from a sales tax cut are the low-
and middle-income families for whom these taxes are most burdensome. And the heavily-publicized manner in which
sales tax holidays are typically administered means that taxpayers will be very aware of the tax cut they receive—and
will know that state lawmakers are responsible for it.

But in the long run, sales tax holidays are simply too insignificant to change the regressive nature of a state’s
tax system—and may lull lawmakers into believing that they have resolved the unfairmness of sales taxes.

Should Sales Tax Apply to Services?

Most state sales taxes were enacted early in the twentieth century, at a time when most of the
things people purchased were tangible goods like cars, furniture and books. But in the past fifty
years, American consumer purchases have changed dramatically, shifting toward consumption of
services like haircuts and car repairs. But few states have extended their sales tax to include
services in their tax base. Only Hawaii, South Dakota, and New Mexico have a comprehensive
service tax, and, according to the Federation of Tax Administrators, a majority of states still apply
their sales tax to less than one-third of the 164 service categories that are potentially taxable.
Though it can be politically difficult to accomplish, there are sound tax policy reasons for seeking
to expand the sales tax base to include some—but not all—services.

The basic rule of thumb for which services should be taxed is very similar to the way states
seek to tax goods: services consumed by individuals should be taxed, while services consumed
by businesses in the process of producing goods and services of their own should be exempt.
Taxing business services may seem tempting to lawmakers because of the potentially high revenue
yield—but doing so will actually make sales taxes more unfair in the long run, since business sales
taxes are (usually) passed through to consumers in the form of higher prices. Because these
passed-through taxes are built into the prices of the goods we buy every day, the consumer
doesn’t see these hidden taxes—and the amount of this hidden tax that is included in any
particular retail purchase will vary depending on the number of taxed stages in the production
process for a given retail item. But consumers will, in general, feel the pain from efforts to impose
sales taxes on business services.

Taxing personal services can make the sales tax more fair in two ways. First, taxing services
helps ensure that the amount of sales tax anyone owes will depend primarily on how much they
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Sales Taxation of Services, 1996

# of Services Taxed
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spend—not what they spend it on. There is nothing inherently better (or worse) for society in
spending money on services as opposed to goods. Taxing goods but not services discriminates
in favor of consumers who prefer services, and discriminates against those who prefer goods.
Expanding the sales tax base also makes the tax less regressive, because higher-income
households spend more of their money on services while lower-income families primarily purchase
goods. Of course, the sales tax will still be regressive overall no matter how broad the tax base
is made. But taxing services can be an important step toward reducing sales tax regressivity.
Taxing services will also increase the amount of sales tax revenue collected at any given tax
rate—which makes it less likely that lawmakers will be forced to raise the sales tax rate to balance
budgets. And broadening the tax base makes sales tax revenues more stable in the long run,
because declines in one area of taxable consumption will be offset by gains in another.

Should Internet transactions be taxed?
A growing share of retail purchases are now being made on the Internet—and are not being taxed
by states. According to a recent study, the total state and local revenue loss from “e-commerce”
was $15.5 billion in 2003.* The study projected that this revenue loss will reach $21.5 billion by
2008. Left unchecked, this revenue loss will sap the vitality of state sales taxes.

From a tax fairness perspective, Internet-based transactions should be treated in the same
manner as other retail transactions. That is, retail transactions that are taxable when sold by Main
Street retailers should also be taxable when sold over the Internet, for several reasons:

B Exempting e-commerce transactions is unfair to Main Street retailers. Retailers who
choose to sell their wares primarily in a “bricks and mortar” setting rather than making
sales over the Internet are unfairly disadvantaged by a policy that exempts e-commerce.

B Exempting e-commerce transactions is also unfair to consumers. Consumers who are
unable to access the Internet are unfairly disadvantaged by having to pay sales taxes on
their purchases. Exempting Internet retail sales probably increases the regressivity of sales
taxes as better-off taxpayers are able to avoid these taxes through Internet purchases.

However, states are currently powerless to remedy this source of unfairness. A series of U.S.
Supreme Court decisions, most recently Quill v. North Dakota (1992), have found that states cannot
require retailers to collect sales taxes on items purchased from remote sellers (that is, sellers
based in other states). As a rationale for this decision, the Court cited the complexity of state and
local sales tax systems. The Court argued that with so many states, counties, and municipalities

*Donald Bruce and William Fox, “State and Local Sales Tax Revenue Losses from E-Commerce: Estimates as of July
2004” Center for Business and Economic Research, (Knoxville: Univ. of Tennessee ) July 2004.
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levying different taxes at different rates with different tax bases, forcing retailers to figure out the
appropriate tax to collect on sales to each jurisdiction would impose an unacceptable
administrative burden on these sellers.

However, the Court also indicated that this problem could be resolved, noting that there are
good reasons to try to collect taxes on remote sales: even businesses that engage only in mail-
order or Internet sales in a state still benefit from the public services that make these transactions
possible—and should help to pay the cost of providing these services. The Court also noted that
Congress could pass legislation allowing states to require sales tax collection on remote sales, and
hinted that Congress would be more likely to pass such legislation if state lawmakers took
immediate steps to simplify the current maze of tax bases and tax rates.

In recent years, states have responded to the Supreme Court’s suggestion by cooperating to
simplify their sales tax rules. The Streamlined Sales Tax Project (SSTP) was formed in April of 2000
by representatives of most states to develop a plan to simplify sales tax structures. In 2002, these
representatives agreed on model legislation, called the Streamlined Sales and Use Tax Agreement
(SSUTA), designed to be enacted by each state legislature. This legislation will become legally
binding (in states enacting it) when 10 states representing 20 percent of the U.S. population enact
it. However, even after this happens, the states will still be powerless to require the collection of
sales taxes on remote sales until Congress acts to enable them. Although bills have recently been
introduced in Congress that would allow states to collect sales tax on remote sales, these bills
have so far failed to advance.

How Excise Taxes Work

Xcise taxes are sales taxes that apply to particular products. Compared to sales, income and
E property taxes, excise taxes do not raise very much revenue. This is primarily because excise
taxes lack a broad base, focusing instead on a narrow base of a few products—typically tobacco,
fuel, and alcohol. Unlike general sales taxes, excise taxes usually are applied on a per-unit basis
instead of as a percentage of the price. For instance, cigarette excise taxes are calculated in cents
per pack. And most gasoline excise taxes are imposed in cents per gallon.

Because excise taxes are generally not itemized on consumer receipts, they tend to be
invisible to the taxpayer. In the case of gasoline taxes, some states have one tax when fuel enters
the state and another that is applied at the pump. New York, for example, has what appears to
be one of the lowest state gasoline tax rates at only 8 cents per gallon. But after adding in the
Petroleum Testing Fee, the Petroleum Business Tax, the Supplemental Business Tax and the Oil
Spill Cleanup and Removal Tax, however, the New York tax that shows up in the pump price is
around 32 cents per gallon. Consumers don’t see these taxes in the price—but they're still there.

Excise Taxes Are Regressive

ike sales taxes, excise taxes apply to purchases that take more of the income of middle- and

low-income families than of the rich. But excise taxes are usually even more regressive than
general sales taxes.

With a sales tax, the tax is at least related to the price of the thing purchased. So the sales tax
paid on a wealthy person’s Mercedes is more—in dollars—than the tax on a middle-income
family’s Chevrolet. But because excise taxes are usually calculated on a per-unit basis, it doesn’t
matter that rich people often buy more expensive things. The tax is the same on premium wine
and beer as on less expensive brands. Moreover, there are natural limits on what can be spent on
most items subject to excise taxes. Rich people typically don’t drive more in a year than do
middle-income families, so their gasoline tax bills are almost the same in absolute dollars. As a
result, the share of income spent by the wealthy on excise taxes is particularly low.
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A Slow-growth Tax
xcise tax revenues tend to grow very slowly, which makes them an inadequate source of

E revenue over the long run. The per-unit base of excise taxes means that these taxes inherently

grow more slowly than the economy.

Excise tax revenue grows only when the Effect of Inflation on Excise Taxes: Illinois' Gasoline Excise

volume of the Commodity sold grows, and $0.50 Tax in Nominaland Inflation-Adjusted 2004 Dollars

does not respond to changes in prices. In

an inflationary environment, this means $0.40 _7/\‘”
that states must continually raise the gpap
rates of excise taxes just to keep reve-

nues up with inflation. The chart at right $0.20 ~ Real Rate
shows the legal rate and the inflation- gg4g
adjusted rate of Illinois’ gasoline excise

tax over time. $0.00 o - 12 x - - s ax -
S229338888558888¢8

No Federal Deductibility

E xcise taxes are not deductible in computing federal taxable income. As a result, every dollar
paid by residents of a state in excise taxes is a dollar out of their pockets. There is no
offsetting reduction in federal income taxes for those who itemize deductions.

“Sin” Taxes

sin tax is a tax (almost always an excise tax) levied on a good or service that is deemed to be
Ain some way detrimental to society—typically products such as alcohol, cigarettes, and
gasoline. Proponents of sin taxes argue that these taxes are good because they discourage a
particular behavior—smoking, for example, or driving gas-guzzling cars—by raising the price of
the product. If the tax is imposed for the express purpose of affecting behavior rather than raising
revenue, the tax may be successful. However, many policy makers cloak their desire for a revenue
generator with these arguments, and as a revenue generator, a sin tax is inherently flawed.

Most revenue sources are expected to grow with inflation and an increasing population; most
sin taxes, however, are a naturally decreasing source of funding. As the tax increases, consumption
—and revenues—will decrease. Many states are using these revenues to support programs, such
as education or health programs, that have a naturally increasing need for funding. The result is
that, while sin taxes may bring in enough revenue to support the designated program for a few
years, in the long run a deficit will inevitably appear unless the taxes are raised yet again.

Excise Tax Issues

xcise taxes are inherently regressive. In some cases, however, a slight improvement can be

made by making an excise tax apply to the value of the goods taxed instead of basing it on the
number of units purchased. For instance, having a 4 percent tax on the value of liquor is
somewhat less regressive than a 60 cents per-bottle tax. With the 4 percent tax, the amount due
would be 40 cents on a $10 bottle of liquor and $1.20 on a $30 bottle. Thus, those who can afford
more expensive brands will pay more, in dollar terms. Of course, as a share of income the tax will
still be very regressive—but less so than if the tax is a flat amount per bottle.

Some states have tried to improve upon the gasoline excise tax by enacting a variable tax rate,
indexing the rate for inflation. Wisconsin, for example, adjusts its gas tax rate every April based
on the U.S. Consumer Price Index. Six other states also tax gasoline on a variable basis.
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CHAPTER FOUR
PROPERTY TAXES

beginning of the twentieth century, property taxes represented more than eighty percent

of state and local tax revenue. While this share has diminished over time as states have
introduced sales and income taxes, the property tax remains an important mechanism for funding
education. But property taxes are regressive, and because these taxes are usually collected at the
local level, the unequal distribution of wealth between rich and poor school districts can lead to
inequitable school funding. The challenge facing state lawmakers today is to preserve this impor-
tant revenue source while making the tax less regressive, and reducing the disparities in school
funding between rich and poor districts. This chapter surveys the basic workings of the property
tax, and assesses its weaknesses and strengths.

The property tax is the oldest major revenue source for state and local governments. At the

The Property Tax: How it Works
H istorically, property taxes applied to two kind of property: real property, which includes land

and buildings, and personal property, which includes moveable items such as cars, boats and
the value of stocks and bonds. Most states have moved away from taxing personal property and
now impose tax primarily on real property. In its simplest form, the real property tax is calculated
by multiplying the value of land and buildings by the tax rate. Property tax rates are normally
expressed in mills. A mill is one-tenth of one percent. In the most basic system, an owner of a
property worth $100,000 that is subject to a 25 mill (that is, 2.5 percent) tax rate would pay
$2,500 in property taxes.

In reality, however, property taxes are
often more complicated than this. The first
step in the property tax process is deter-

Effective versus Nominal Rates—An Example

Here’s an example of why it's important to look at effective tax

mining a property’s value for tax purposes.
This means estimating the property’s mar-
ket value, the amount the property would
likely sell for. The second step is deter-
mining the property’s assessed value, its
value for tax purposes. This is done by
multiplying the property’s market value by
an assessment ratio, which is a percentage
ranging from zero to one hundred. Many
states base their taxes upon actual market
value—in other words, these states use a
100 percent assessment ratio.

But many states assess property at only
a fraction of its actual value. New Mexico
assesses homes at 33.3 percent of their
market value, and Arkansas uses a 20
percent assessment ratio. And even when
the law says properties should be assessed
at 100 percent of their value, local asses-

rates instead of nominal rates. Property tax assessments vary
greatly between localities, with some places assessing property
at only a fraction of its real value. So some localities are
applying their tax to a broader base than others.

By only comparing nominal rates, one might conclude from
the example below that Town A has higher property taxes than
Town B. But by looking at effective tax rates we see that the
property tax burdens are, in fact, equal. Effective rates take into
account the different assessment practicesin Town Aand Town
B. (Town A assesses at 50 percent of market value, Town B at
100 percent).

Calculation of Property Tax Town A Town B
1. Nominal Tax Rate 3% 1.5%
2. Real Market Value $100,000 | $100,000
3. Assessed Value $50,000 | $100,000
4. Tax (line 3 times line 1) $1,500 $1,500
5. Effective Rate on Market

Value (ine 4 divided by line 2) | 9% | 1%

sors often systematically under-assess property, reporting assessed values that are substantially
less than the real market value of the property.
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Many states reduce a property’s assessed value further by allowing exemptions. For example,
Florida allows an exemption for the first $25,000 of home value. Subtracting all exemptions yields
the taxable value of a property.

The next step in the process is applying a property tax rate, also known as a millage rate,
to the property’s taxable value. The millage rate is usually the sum of several tax rates applied by
several different jurisdictions: for example, one property might be subject to a municipal tax, a
county tax, and a school district tax. This calculation yields the property tax owed.

The rate most property owners are familiar with is the nominal rate—the actual tax rate used
in calculating your bill. But when comparing property taxes across districts or across states,
analysts will often look at effective property tax rates, which are usually calculated by expressing
the property tax as a share of market value. Expressing property taxes this way gives us a better
sense of how all exemptions and assessment ratios affect the tax paid.

Many states allow property tax credits that either directly reduce the property tax bill, or
that reimburse part of the property tax bill separately when taxpayers apply for them. These
property tax relief mechanisms are described later in this chapter.

A Regressive Tax
Ithough sales and excise taxes are the most regressive taxes, they are rarely as maligned as
the property tax. The “sticker shock” effect of the property tax is partly to blame for this: it’s

a large, very noticeable payment that is made once or twice a year, while sales taxes are spread

throughout the year on hundreds of purchases. So the property tax often seems more oppressive

and more unfair than it actually is, simply because it's more visible.

That said, there is no denying that the property tax is generally regressive. Nationwide, low-
income families paid 3.0 percent of their income in property taxes in 2002, while middle-income
families paid 2.4 percent of their income and the
wealthiest taxpayers paid just 0.8 percent.

The chief reason that property taxes are WhO Bears the Bl’unt

regressive is that they are based on home values

rather than on income levels—and home values do Of Taxes on HomeS?

not always vary directly with income levels. Home Is it_"

values represent a much larger share of income for

middle- and lower-income families than for the Warren Buffett, of Omaha, Nebraska--One of

wealthy. For example, it is common for a middle- the 400 Richest Americans?*

income family to own a home valued at two or Net Worth $36 billion

three times their annual income, but wealthier Taxable Value of Home $690,300

taxpayers are less likely to own homes worth as Home Value as % of Net Worth 0.002%
Tax as % of Net Worth 0.00004%

much relative to their income levels. — .
. *'400 Richestin America," Forbes, 2003; Omaha World
Moreover, property taxes are not responsive to Herald. 8/22/03
variations in taxpayers’ income: someone who
suddenly loses his job will find that his property Or iS lt
tax bill is unchanged, even though his ability to "

pay i.t has drastically fallen. (By contra'st, income Susan Anybody, a Hypothetical
tax bills depend on the level of earned income, so Middle-Income Homeowner?
income taxes are much more sensitive to tax- Net Worth: $80.000
payers’ ability to pay—an important consideration Taxable Value of Home $50,000
in times of economic hardship.) And the property Home Value as % of Net Worth 62.5%
tax can be especially burdensome for elderly Tax as % of Net Worth 1.3%

taxpayers at the end of their working careers who
find themselves “property rich” but “cash poor.”
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When the United States was an agrarian society, the property tax was a fair form of taxation.
The value of a citizen’s land and buildings was an excellent measure of her wealth. But today, rich
families have most of their wealth in other forms of property—stocks, bonds, etc. These forms
of property are usually not taxed. According to one recent study, in 2001 real estate represented
less than twenty percent of the assets of the richest 0.5 percent of wealth-holders.’

Low- and middle-income families, however, still have most of their limited wealth invested in
their homes. Because the wealthy have relatively little of their wealth invested in property subject
to the real property tax, while the most valuable thing a middle-income family owns is its house,
much more of a middle-income family’s wealth is subject to the property tax.

Business Property Taxes
f course, homeowners don’t pay all of the property tax. Businesses pay it as well. Property
taxes on business are mostly borne by business owners. (The special case of residential rental
property is discussed below.) This makes the property tax less regressive since business owners
tend to be wealthier than average. Also, some of the business property tax is exported to property
owners living in other communities and other states. The business property tax is important
because without it, many businesses that use local government services would go largely untaxed.

Residential Rental Property

hile the public’s attention to property taxes is usually focused on the taxes paid by

homeowners, the property tax also affects taxpayers who rent, rather than own, their home.
Who ultimately pays the property taxes on residential rental real properties is disputed. Some
economists believe that it is mostly borne by the landlords who own these rental properties.
Others argue that it is mostly passed through to tenants in the form of higher rents. It is generally
agreed that the answer partially depends on the rental market. When residential rental property
is in short supply, landlords are more likely to pass their property taxes on to renters in the form
of higher rents. But if rental property is abundant, landlords may find this more difficult.

Of course, most rental markets are not purely dominated by either tenants or landlords—so
the answer probably is somewhere in between. And the matter is confused further because many
rental markets cross municipal boundaries so that taxes vary on rental units in different parts of
the market. Landlords in higher tax jurisdictions can’t simply raise rents to pay their property
taxes if they have to compete with apartments in nearby, lower tax jurisdictions.

Two things are certain about property taxes on rental property. First, owners lobby against
property tax hikes as if they think owners pay the tax, but when they try to raise rents they tell
their tenants that tenants have to pay it. Second, because renters as a class are poorer than
homeowners, “property tax relief” (discussed below) paid directly to renters is progressive
regardless of whether the relief really is related to tenants’ actual property tax burdens.

Personal Property Taxes

ersonal property is all property other than real estate. Personal property taxes usually apply

to tangible property such as individually-owned cars and trucks or business equipment. The
tax can also apply to intangible property such as stocks and bonds.

Taxing tangible personal property is relatively straightforward, in theory. In the case of cars
and trucks, the tax is usually a percentage of the “blue book” value of the vehicle. Since people

>Arthur Kennickell, “A Rolling Tide: Changes in the Distribution of Wealth in the US, 1989-2001”, November 2003.
Levy Economics Institute Working Paper No. 393.
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have to register their vehicles, it’s hard to avoid the tax. And business equipment can be assessed
based on income tax return data for depreciation deductions.

The most common type of state personal property tax is on individually-owned cars and
trucks. Although at first glance this tax may appear to be progressive (rich people have more
expensive cars), it is not. Personal property taxes on automobiles are regressive for the same
reason residential property taxes are regressive: the value of a person’s car (or home), as a share
of their income, is higher for low-income people than for the wealthy.

On the other hand, business personal property taxes and, especially, intangible property taxes
on stocks and bonds are progressive because the wealthy own far more business property and
intangible assets than do middle- and low-income people. It’s also easy to exempt low- and
middle-income people from an intangible property tax by providing generous exemptions.

Unfortunately, taxation of intangibles is hard to enforce because of the difficulty in valuing
many taxable stocks and bonds and the ease of hiding many intangible assets. If these problems
can be solved, however, an intangibles tax is extremely progressive, and can be a substantial
revenue raiser, even with very low rates.

Florida raised $717 million in 2001 from its intangibles tax. Enforcement is, however, largely
confined to intangibles for which income is reported on the federal income tax. It is widely
believed that there is a significant compliance problem in Florida—with much of the intangible
wealth of rich Floridians escaping taxation.

Revenue and Stability

roperty taxes are generally more stable over time than the income or sales tax. This is because
Pproperty tax revenue depends on property values, not income. When personal income grows
rapidly, property taxes will generally not grow as fast—and slower personal income growth is not
always reflected in slow property tax growth. If property values are inflated prior to a recession,
they will tend to fall once a recession starts. If an area is particularly hard hit by an economic
downturn—if a town loses its leading industry, for example—property values also probably will
fall. On the other hand, where property values were not inflated and a downturn is not cata-
strophic, it is not uncommon for property values to hold relatively steady during a recession.

Unfortunately, property tax stability also means that people who are hardest hit during a
recession—people who lose their jobs—don’t get any relief. Property taxes are insensitive to
variations in taxpayers’ income: a taxpayer who suddenly becomes unemployed will find that her
property tax bill is unchanged, even though her ability to pay it has fallen. By contrast, income
taxes vary with income, so income taxes are more sensitive to taxpayers’ ability to pay.

Deductible in Computing Federal Income Tax

roperty taxes, like state and local income taxes, are deductible in calculating federal taxable
Pincome (for those who itemize their returns.) This means, in effect, that a portion of a state
resident’s property tax bill is “exported” to the federal government in the form of reduced federal
income tax for itemizers, and never comes out of the pocket of state residents.

Because property taxes are much more regressive than income taxes, the lion’s share of these
taxes are paid by low- and middle-income taxpayers who are less likely to itemize. This means that
property taxes offer a lower “bang for the buck” than income taxes in terms of the federal offset.

Car taxes are deductible, but only when they are calculated as a percentage of the car’s value.
Car taxes that are based on a flat dollar amount cannot be deducted. This is an important consid-
eration because almost all states levy flat-dollar car “registration fees” that cannot be deducted.
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Property Tax Relief Options
s states have moved away from heavy reliance on property taxes, a variety of different
mechanisms have been introduced for providing residential tax relief. This section surveys
various approaches to property tax relief, including general exemptions, targeted low-income tax
credits, “split roll” taxes and income tax-based deductions and credits.

Homestead Exemptions
More than forty states now allow some form of a homestead exemption, which reduces property
taxes for all homeowners by sheltering a certain amount of a home’s value from tax. Homestead
exemptions are a progressive approach to property tax relief, providing the largest tax cuts as a
share of income to lower- and middle-income taxpayers.

There are two broad types of homestead exemptions: flat dollar and percentage exemptions.
Flat dollar exemptions are calculated by exempting a specified dollar amount from the value of
a home before a property tax rate is applied. A flat dollar exemption is especially beneficial to low-
income homeowners, because it represents a larger share of property taxes (and of income) for
low-income taxpayers. Percentage exemptions give the same percentage tax cut to all income
levels. This form of exemption is also pro-
gressive—but is less effective at targeting relief to [REENNEIRTISEREEAICREES ClgidIER
poor taxpayers than are flat exemptions. Who Benefits?

The table at right illustrates this point using [Calculation Assumes 20 Mil (2 percent) Rate]
two examples. If the state allows a flat exemption |_Assessed Home Value | $60,000 | $500,000
for the first $15,000 of home value, a home worth |_Tax Without Exemption $1,200 $10,000

$60,000 will see a 25 percent property tax cut. A | Flat$ Exemption $15,000 $15,000
home worth $500,000, however, will only see a 3 | New Taxable Value $45,000 $485,000
Tax With $ Exemption $900 $9,700

percent property tax cut. By contrast, a percent

exemption will give each taxpayer the same UL - 25?’ 3°f’
percentage cut. Percen?l Ex.emptlon 15% 15%
. . Exemption in $ $9,000 $75,000
Fixed dollar exemptions tend to become less
aluable over time. In Florida, for example, the New Taxable Value 51,000 $425,000
v ’ ’ ’ Tax With % Exemption $1,020 $8,500

average homgvaluejumped from $88,QOO in 1998 Tax Cut 15% 15%
to $140,000 in 2003—a 59 percent increase in
only five years. But during that time, the value of Florida’s homestead exemption remained at
$25,000. So for most Florida homeowners, the exemption is now a much smaller portion of their
home value than it was in 1998. Indexing exemptions (that is, automatically increasing the
exemption every year to take account of the rising cost of living) can avoid this unintentional tax
hike.

While homestead exemptions are a progressive approach to property tax relief, they have two
important flaws: first, they provide no tax relief to renters, even though renters are generally
agreed to pay some property tax indirectly in the form of higher rents. Second, exemptions are
poorly targeted and costly. Because most homestead exemptions are not targeted to low- and
middle-income taxpayers, but are available to even the wealthiest homeowners, they are especially
costly—and provide little “bang for the buck” to low-income taxpayers.

Circuit Breakers

The property tax circuit breaker is a less expensive, more targeted approach to tax relief. Its name

reflects its design. Because it protects low-income residents from a property tax “overload” just

like an electric circuit breaker: when a property tax bill exceeds a certain percentage of a

taxpayer’s income, the circuit breaker reduces property taxes in excess of this “overload” level.
Circuit breakers usually give homeowners a credit equal to the amount by which their

property tax bill exceeds a certain percentage of their income, though there is usually a cap
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limiting the total amount of credit allowed. Circuit breakers are usually made available only to
low-income taxpayers, on the theory that property taxes are most burdensome for the least
wealthy homeowners. Because it is generally agreed that renters pay property tax indirectly in the
form of higher rents, many states now extend their circuit breaker credit to renters as well. The
calculation is the same as for a homeowner, except that some percentage of the rent you pay is
assumed to be the property tax paid. Renters in Michigan, for instance, use 20 percent of their
rent as their assumed property tax in calculating their circuit breaker credit.

The ability to target circuit breakers to those taxpayers most in need means that virtually
none of the property tax relief from a circuit breaker credit will be offset by federal income tax
hikes for itemizers. By contrast, when a homestead exemption reduces the property tax paid by
a wealthy homeowner, that homeowner will have less property tax to claim as an itemized
deduction on his federal tax return—which means that his federal taxes will go up.

Like the homestead exemption, circuit breakers must be indexed for inflation in order to
preserve the value of this tax break for low-income taxpayers. For example, if the Illinois circuit
breaker’s maximum income level for eligibility and the maximum credit amount had been indexed
for inflation since it was first introduced in 1972, the income threshold would have been $45,000
in tax year 2004—more than double the current value for unmarried taxpayers—and the
maximum value of the credit would have been more than four times its current value.

The main drawback of circuit breakers is that, in general, they only are given to taxpayers
who apply for them. (By contrast, homestead exemptions are usually given automatically to
eligible taxpayers.) Eligible taxpayers will only apply for tax credits if they are aware of their
existence. This means that an essential component of a circuit breaker program must be an
educational outreach effort designed to inform state taxpayers of the credit. In addition, one way
of making it easier for eligible taxpayers to claim the circuit breaker is to make it possible to claim
the credit either on income tax forms or on a separate circuit breaker form (for those who do not
have to file income tax forms).

Split Roll

A third way to provide progressive property tax relief'is a split
roll, also known as a “classified property tax.” Unlike a regular gaJE3 (5[ X1 &1 [11110]F} Split Roll
property tax, which taxes the value of all real property at the Property Tax Rates, 2004
same rate, a split roll property tax applies different effective Tax Rate
tax rates to different types of property. One approach to a | Class (in Mils) Description
split roll property tax is taken by the District of Columbia, —
which taxes homes at a lower rate than business properties. I 9.6 ReS|dent|§I
This shifts some of the property tax burden from homeowners I 18.5 |Commercial
to businesses. The chart on this page shows the current tax Il 50 _[Vacant
rates in the District of Columbia.

A second approach is to assess homeowners at a lower percentage of their value than other
types of property. For example, Utah assesses all residential properties at 55