CENTER FOR A

bettersouth






DOING BETTER:

Progressive Tax Reform for the
American South

Sarah Beth Coffey
with Alan Essig

for the Center for a Better South

Better South Press
CHARLESTON
2006



Better South Press
A project of the Center for a Better South
P.O.Box 22261
Charleston, S.C. 29413
www.bettersouth.org
An imprint of United Writers Press, Inc.

© 2006 Center for a Better South

All Rights Reserved. No part of this book may be reproduced in any manner
whatsoever without written permission of the publisher with the exception
of quotations in critical articles or reviews. For information or to request
permission, contact the Center for a Better South at the location above.

ISBN: 0-9725197-1-8
ISBN-13: 978-0-9725197-1-7

Library of Congress Control Number:

Printed and bound in the United States of America by
King Printing, Lowell, Massachusetts, United States of America.



Table of contents

EXeCutive SUMMATY.....oiuiiiiiiiiiciiisiccciescciee e vii

A few words about tErmMS.....cvcieieeeeereeeeeeeeereeeee et xi

INtrOdUCHON. c.cvietcecteceececeeeeee e XV

TAEA Tttt 1
Broaden the sales tax base

TAEA 2t 13
Modernize sales taxes for the new economy

TAEA Bt 27
Raise cigarette taxes to promote public health

TAEA Gttt 39
Enact a state Earned Income Tax Credit

TAEA B 51
Modernize state income brackets

TAEA G 60
Deal with hidden income tax increases

TAEA 7ttt 73
Rethink tax relief based on age alone

TAEA Bt 85
Eliminate corporate tax loopholes

TAEA O 98
Enact a property tax circuit breaker

TAEA 10ttt 110
More tax accountability leads to better decisions

G 1 0 OO 118

Conduct performance reviews

Appendices - States at @ glance......cooevereeniernecirinceniereeeaes 129
AckNOWledgmEnts. ... 153
AbDOUt the AUTNOTS...vecvvivieiceecececeeeeeeeeee s 155







Executive summary

The South’s economy has changed considerably since

the 1930s and 1940s. The days of travel on dusty, bad
roads or by train are gone, only to be replaced by Inter-
state highways and airplanes. Gone are most afternoon
newspapers, a lot of mill villages and corner stores. In
their place are modern communications networks, factory
farms and consumer superstores.

But as the economy has changed and millions of new
residents have flocked to the Sunbelt, many aspects of
Southern tax systems have remained static. Income tax
structures, for example, have changed little from the times
when $12,000 was a good annual income. Likewise, the
sales tax has continued to focus on goods purchased from
local merchants, even as more and more Southern shop-
pers are buying services and shopping online.

In this policy book offered by the Center for a Better
South, we argue it is incumbent for lawmakers across the
South to revisit their state tax codes in a holistic manner
to bring our tax systems into the 21* century. All compo-
nents—the income tax, sales tax, property tax and oth-
ers—should be thoroughly examined and modernized to
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improve and ensure the fairness, adequacy and integrity
of our tax systems. In other words, lawmakers can truly
represent people across the South by restructuring state
tax codes to make them more representative of today’s

complex and rapidly changing economy.

This publication is the first of a Better South series that
will examine tax and budget issues in the Southern states.
The 11 ideas presented in this discussion are an introduc-
tion to progressive tax reform that can lead us to a truly
better South. Among the ideas explored in Doing Better:
Progressive tax reform for the American South are:

Idea 1: Broaden the sales tax base. Each
Southern state should abolish sales tax holidays
and review sales tax exemptions to eliminate those
that don’t meet contemporary economic needs.

Idea 2: Modernize sales taxes for the new
economy. Each Southern state should modernize
its policy on taxing services and Internet sales to
respond to the region’s shift to the knowledge and
service economy.

Idea 3: Raise cigarette taxes to promote
public health. Each Southern state should raise
cigarette taxes to the national average of $0.92
per pack to reduce smoking and promote public
health.

Idea 4: Enact a state Earned Income Tax
Credit. Each Southern state with an income tax
should enact a refundable earned income tax
credit to bring working families” incomes above
poverty.
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Idea 5: Modernize state income brackets.
Each Southern state with an income tax should
modernize its income tax structure by adjusting
brackets and consider creating a new top rate to
provide progressive balance.

Idea 6: Deal with hidden income tax
increases. Each Southern state with an income
tax should modify its tax policies to account
for inflation to preserve long-term fairness and
reduce back-door inflationary tax hikes.

Idea 7: Rethink tax relief based on age alone.
Each Southern state should redesign tax codes to
provide fair tax treatment to seniors so benefits
are based on ability-to-pay instead of age alone.

Idea 8: Eliminate corporate tax loopholes.
Each Southern state should review and update its
income tax structures to eliminate corporate tax
loopholes and promote fairness.

Idea 9: Enact a property tax circuit breaker.
Each Southern state should consider enacting a
property tax circuit breaker to shield residents
from excessive taxation and connect property
taxes with ability-to-pay.

Idea 10: Strengthen accountability for better
decisions. Each Southern state should annually
publish a comprehensive tax expenditure report
to provide more accountability and information
to lawmakers so they can make better decisions.




The report should highlight missed revenue op-
portunities due to tax exemptions, breaks and
deductions.

Idea 11: Conduct performance reviews. Each
Southern state should conduct a comprehensive
performance review to boost government
efficiency, save money and improve customer
service.

To learn more about the Center for a Better South, go
online to:

www. bettersouth.org

For frequent postings of news articles and discussions
related to issues followed by the Center, visit our
ThinkSouth blog at:

www.thinksouth.org




A few words about terms

Throughout this publication, you will find words like fair-
ness, equity, adequacy, transparency and neutrality in 7a/-
zes. If you’re unsure of the meaning of an italicized term
while reading any of the ideas that follow, we encourage
you to refer to this opening section of definitions to
refresh your memory.

These economic terms are fundamental tax principles that
describe the benefits of the 11 tax modernization and
reform ideas presented in this publication. Each of our
ideas strengthens one or more of these principles.

If Southern lawmakers use the ideas in this book
holistically—as the backbone of several institutional
reforms for their state’s tax code—the tax system of

their states should become more progressive. These long-
standing tenets of good tax systems are accepted by many
economists throughout the nation:

Fairness. “Fairness” refers to the treatment of taxpayers
according to their ability-to-pay. Fairness can be achieved
through both horizontal and vertical equity.
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Horizontal equity means taxpayers with a similar ability-to-
pay or circumstance receive similar treatment under the tax
system. For example, a property tax system has horizontal
equity when neighbors along the same street pay the same
rate of tax, regardless of the worth of their tax.

Vertical equity, on the other hand, refers to taxpayers
with differing abilities-to-pay. In terms of vertical equity, a
regressive tax system takes a greater portion of income from
lower-income citizens than from higher-income citizens.
Sales taxes, for example, are regressive because poorer people
generally pay a greater share of their income to pay these
taxes, compared to wealthier people. On the other hand, a
progressive tax system places a higher tax rate on higher lev-
els of income. Therefore, those with a higher ability-to-pay
spend a larger share of income in taxes. The income tax
system, when set up three generations ago, was set up as a
progressive tax system because people with higher incomes
were to pay more in income taxes.

Note: When the term “progressive” is used in economic
discussions, it should not be confused with the political term
“progressive.” The former has a specific economic meaning,
as ontlined above. The latter, which is not italicized when
used in this book, has a broader non-partisan meaning that
can be equated to “moving things forward to benefit all in a
Sairer way.” A progressive policy idea moves political debate
Sforward toward a new solution or policy.

Adequacy. A tax system is “adequate” if it raises enough
revenues to fund the government services that citizens call
for. To achieve this adegnacy, the tax system should grow

as the economy grows and do so at a stable, predictable
pace. Other tax terms associated with adequacy are elasticity,
stability and predictability.

xii



Neutrality. A “neutral” tax system does not affect the
economic decisions of taxpayers. For example, if a tax-
payer purchases one item over another because of taxes,
then the tax system is not neutral.

Transparency and simplicity. “Transparency” and
“simplicity” refer to the ease with which taxpayers can
understand and comply with their tax obligation and
government can administer and enforce the tax system.
Simplifying a tax system removes obstacles that make the
tax system more complex to follow and administer.

There are other principles of tax policy, such as account-
ability, exportability and economic efficiency, that can also
strengthen or improve state tax systems. This publication,
however, will focus primarily on the principles detailed
above. Due to the regressive nature of state and local tax
systems across the South, we will take a particular look at
ways to improve fairness and progressivity in Southern tax
systems.

Readers also might benefit from a brief explanation of a
few other tax-related terms used in this publication:

Ability-to-pay. Often considered a form of “means-test-
ing,” “ability-to-pay” is a term that refers to a taxpayer’s
capacity to pay a particular tax based on their income or
wealth. For example, a family making $15,000 will feel a
sales tax increase more than a family making $250,000

2y ¢

since the lower-income family already consumes most, if
not all, of its income. The lower-income family is said to
have a lower or limited ability-to-pay. In tax systems, the
income tax recognizes ability-to-pay by having a progressive
rate system that places a higher tax rate on higher levels
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of income. In contrast, sales taxes, which have a flat rate,
do not recognize ability-to-pay and take the same amount
of money from low and high income consumers.

Performance review. As outlined in Idea 11, a perfor-
mance revie 1s a management tool to review government
functions to find savings, remove duplication, improve
government efficiency and provide better service to state
residents.

Tax expenditure. A fax expenditure is an amount of rev-
enue that a government will lose because it extends a tax
credit, tax exemption or tax break to a group or organiza-
tion. For example, if a state loses $1 million because it
doesn’t charge sales tax on newsstand newspaper sales,
the state has a zax expenditure of $1 million in potential
lost revenue.

Tax preference. As used in this publication, “Zax pref-
erence’ is a broad term used infrequently to refer to a
preferable tax treatment given to one group over another.
For example, providing a lower property tax rate through
homestead exemptions for seniors gives them a property
tax preference because of their age alone. This term often is
related in discussions to ability-to-pay.

Tax threshold. The fax threshold for any taxpayer is the
point at which they start paying taxes. If, for example, all
families in a state have a $10,000 income tax exemption,
their income zax threshold is $10,000 because they won’t be
charged income taxes on income up to $10,000.

For a fuller discussion of economic terms used throughout
this work, you may want to go online to the following link:

hitp:/ | wwm.irs.gov/ app/ mnderstanding Taxes/ jsp/ tools_glossary.jsp
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Introduction

Taxes. It’s a word that sends chills down the spines of
even the grisliest of soldiers.

Nobody likes taxes. Even before the days of Old Tes-
tament tax collectors or the sheriffs of old England,
nobody’s really been for taxes—regardless of any political
rhetoric out there.

But taxes get a bad rap. Like them or not, taxes are not
something that should be vilified because of their very
nature. Instead, people might consider looking at them in
another light—as the necessary price we pay to keep our
democracy alive.

Taxes are the price of our freedom. Imagine what we
wouldn’t have if taxes didn’t fuel government programs
and services.

We might not have good roads and bridges. We wouldn’t
have a system of public education. We wouldn’t have an
efficient system to protect our borders (soldiers), commu-
nities (police) and homes (firefighters).
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In fact, when you think about the quality of life through-
out the country and American South, we wouldn’t have

a lot of the benefits of civilized society if taxes weren’t
there to pay for public services and invest in the common
good.

In America, we have taxes because generations of people
have learned that shared sacrifices (taxes) are the best and
fairest way for everyone to build a better country, a bet-
ter quality of life. In other words, taxes and the govern-
ments that administer them are the means through which
America moves forward.

Taxes fuel a better quality of life for businesses as well as
people. If you want to open up a business, for example,
you surely want to make sure roads are in place so work-
ers can get to their jobs and customers can visit to make
purchases. If you want to open a restaurant, you want to
ensure clean water is available.

Government does these things. But somebody has to

pay for it. If we want everyone to share in this common
good, everyone should pay a fair share. In turn, we all will
reap rewards.

That being said, it’s OK for people to disagree about
taxes and what they should be used for. That’s what a lot
of politics is about. But through the years, state legislators
across the region generally have not stepped back to take
comprehensive looks at how tax structures are working in
today’s new economy.

Unlike the past, today’s South is fueled more by services
and knowledge than the goods-driven economy of the
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20™ century. It’s time for state governments to recognize
the shift and adapt how they operate. In other words,
it’s high time to modernize taxing structures for the 21*
century.

A fairer tax system

This policy book seeks to provide some tools to help
lawmakers take a more holistic vision of taxing structures
and how they affect Southern taxpayers today.

Throughout the work, you’ll read about how tax systems
across the South are filled with inequities. And if you
step back and look at the systems as a whole, you may be
able to see how comprehensive tax reform will make tax
structures fairer.

In this book, you’ll learn about how:

* Southern states lose billions of dollars every year
through special tax breaks, exemptions and holidays.
They also miss opportunities to boost fairness by fail-
ing to tax more services as the economy is transform-

ng.

* Southern states can improve public health by raising
the cigarette tax to the national average;

* Southern states can modernize how they tax incomes
and increase fairness by using new tools;

* Southern states can provide fairer relief to seniors;
and
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* Southern states can take proactive actions to increase
accountability and improve government performance.

The overall approach suggested in this work is much dif-
ferent than the normal political process, which tends to
fix one piece of the tax puzzle at a time. Instead, we be-
lieve lawmakers need to look at the whole puzzle. If they
do and use the ideas in this book, they’ll boost fairness and
make their tax structures stronger.

The book features 11 ideas, each of which has a chapter-
length discussion that highlights the idea’s background
and merits. Each section also includes brief talking points
to help people put the concepts in everyday language.

Following the chapters of ideas, we offer an appendix

for each state in the study—Alabama, Arkansas, Florida,
Georgia, Kentucky, Louisiana, Mississippi, North Caro-
lina, South Carolina, Tennessee and Virginia. Each ap-
pendix includes a scorecard that generally illustrates how
each state currently performs in implementation of the
11 ideas. Each appendix also provides a summary of each
idea to highlight how it can offer a better tax structure for
taxpayers.

A better way

The Center for a Better South is a pragmatic, progressive,
non-partisan think tank dedicated to developing progres-
sive ideas, policies and information for thinking leaders
who want to make a difference in the American South.

It is crafted in the spirit of the LQC Lamar Society, which
was started in 1969 by “men and women who believed
the South could achieve practical solutions to its prob-
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lems, regardless of whether these men were liberal or
conservative, white or black, Democrat or Republican,
establishment ot student.”

As Alabama publisher H. Brandt Ayers wrote in 1971,
“The [LQC Lamar| Society would be a network of South-
ern competence...it would be a conduit which could trap
and disseminate good ideas before they were lost in the
journals of professional and learned societies. . .it would
be a catalyst which actually made things happen.”

We believe the Center for a Better South serves a similar
function today—to develop, discuss and spread good
ideas to move the South forward as a region.

We offer this policy book as an effort to work with all
leaders to move the South forward. If we want to main-
tain our republican system of democratic government,
and if we want to ensure all Southerners can pursue the
freedoms they’re guaranteed, then we have to ensure
government’s framework is strong enough to make things
happen. In doing so, Southerners will be able to achieve
individual goals and, perhaps, their Southern dreams.

Taking a long look at how we raise revenues and trying to
make those ways fairer will make the South stronger. The
time is now.

—Andy Brack

Chairman and President,

Center for a Better South, Charleston, S.C.
June 2006
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idea

Broaden the sales tax base

Each Southern state should abolish sales tax holi-
days and review sales tax exemptions to eliminate
those that don’t meet contemporary economic needs.

Background

Just about every time you buy something, a few pennies
are tacked on to the price to help fund necessary govern-
ment programs and services. These sales tax collections
are a significant portion of tax systems throughout the
South.

Tennessee and Florida, which do not have a broad-based
individual income tax, rely the most heavily on sales taxes
among the Southern states. In Tennessee, sales taxes
contributed 61.1 percent of total taxes in 2005. In Florida
in the same year, they contributed 56.2 percent of total
taxes for the state budget. Other Southern states ranged
from a low of 19.4 percent in Virginia to 47.6 percent in
Mississippi.!




Across the region, sales tax rates range from 4 percent to
7 percent. When combined with local sales tax rates, the
percentage jumps to a range of 5 percent to 11.5 percent,
as highlighted in Figure 1. But sales tax rates are only
one determinant of how much revenue a state can col-
lect through sales taxes. The sales tax base—the array of
goods and services that are taxed—is another important
factor in the size of a state’s sales tax collections. In re-
cent decades, the sales tax base has eroded in many states
because of actions by state legislatures, as well as changes
in the economy, which will be discussed in Idea 2.

Figure 1: State and local sales tax rates, 2004

State tax Maximum state/
rate local tax rate
Alabama 4 11
Arkansas 6 11.5
Florida 6 7.5
Georgia 4 7
Kentucky 6
Louisiana 4 10.25
Mississippi 7 7.25
North Carolina 4.5 7.5
South Carolina 5 7
Tennessee 7 9.75
Virginia 4 5

Source: Federation of Tax Administrators®
Note: State and Local maximum rate includes general purpose taxes, not
specified taxes such as lodging and meals.

Sales tax exemptions and holidays have been part of this
erosion. In essence, they serve as special tax breaks to cer-




tain businesses, organizations and individuals. Each state
can be more proactive in broadening its sales tax base by
examining the use of sales tax holidays and exemptions
to eliminate those that no longer serve the needs of the
state.

Sales tax exemptions and holidays have been
eroding the sales tax base, which means sales

tax rates are higher than they should be.

Removing unnecessary sales zax preferences will create a
fairer tax and open the door for meaningful tax reform.
Removing exemptions and holidays will create another
payoff because states can decide whether to lower their
sales tax rates or use extra revenues to improve programs
and services sought by taxpayers. The Center also believes
removing exemptions and holidays may create a more
competitive business environment.

Reducing sales tax exemptions

States across the South offer a variety of sales tax ex-
emptions on everything from groceries and medicine to
fuel for pig farmers in Georgia. Households, businesses
and organizations receive special exemptions, credits

and exclusions from the sales tax because a state legisla-
ture deems it appropriate. But each of these exemptions
comes at a cost to the state. While many exemptions are
minor, the total cost of a state’s exemptions can add up to
a sizeable revenue loss. In South Carolina, for example, a
fiscal year 2006 to 2007 forecast of the maximum revenue
loss from all sales tax exemptions was $1.34 billion.




Certain sales tax exemptions serve a tax policy purpose,
such as making the tax system fairer. For example, a sales
tax exemption on groceries removes the necessity of food
from the sales tax base. This assists low-income families
with their food purchases and makes the sales tax less re-
gressive. Florida, Georgia, Kentucky Louisiana, and North
Carolina exempt food for consumption at home (i.e.,
groceries) from the state sales tax, while Tennessee and
Vitginia tax groceries at a lower rate than other items.*
While this exemption helps lower the sales tax burden on
low-income taxpayers, it comes at a high cost to states. In
Louisiana, the exemption on groceries will cost an esti-
mated $182 million in Fiscal Year 2006.> North Carolina
lost $416.8 million in sales tax revenue in 2004 to the
groceries exemption.® In addition, the sales tax exemption
on groceries is pootly targeted as it goes to everyone who
purchases food, not just those taxpayers in need. Research
has found that only 25 percent of the benefits of this
exemption go to the 40 percent of taxpayers with the
lowest-incomes.”

Research has found that only 25 percent of
the benefits of exempting groceries from sales
tax go to the 40 percent of taxpayers with the
lowest-income.

While some exemptions serve one valuable tax policy
purpose, such as fazrness, they often harm other tax policy
goals, such as adequacy and administrative ease:

* Higher rates. With each exemption, states lose
money and run the risk of having to raise the sales tax
rate to cover the cost of government services.




* More red tape. In addition, each exemption can cre-
ate an administrative burden since all retailers are not
subject to the same rules.

Rather than continually exempting certain items, individu-
als or businesses from the sales tax, states should strive

to have the broadest possible tax base that achieves its

tax goals. A broader base serves to spread taxes over all
taxpayers—not just those who purchase a taxable item
over an exempt item -- and gives states the opportunity to
lower the sales tax rate.

Case study: Tennessee

It is estimated that Tennessee loses more than $2.7 billion
in state revenues from 50 major tax exemptions.® This
significant tax loss is comprised of more than $2.2 billion
in sales and use tax exemptions, more than $211 million
in gross receipts tax exemptions, more than $97 million in
corporate franchise and excise tax exemptions, and some
$222 million in other miscellaneous tax exemptions.

Tennessee loses an estimated $2.7 billion
annually in state revenues from 50 major tax
exemptions.

Examples of individual tax exemptions include:

*  Gasoline, diesel and aviation fuel $663.1 million
*  Prescription drugs, insulin and syringes $341.4 million
*  Energy fuels sold for residential use $254.8 million
*  Energy and water sales to manufacturers $231.8 million




*  Industrial machinery and equipment $164.7 million

e Tood sales $77.8 million

e Farm machinery and equipment $19.1 million

e Cable Television $18.2 million

*  Membership dues of civic and business $11.8 million
organizations

¢ Non material cost of manufactured homes $8.6 million

*  Physical fitness activity fees $4.1 million

Abolishing sales tax holidays

One particular sales tax exemption that has few tax policy
merits is the sales tax holiday, which eight Southern states
implement (Figure 2). These annual sales tax holidays
sound good. They offer tax exemptions on certain items,
such as back-to-school clothes and supplies, and are limited
to a specific time-period, generally three or four days. But a
closer look shows they don’t seem to be worth the trouble.

Figure 2: Southern states with
sales tax holidays

Alabama
Florida
Georgia

Louisiana
North Carolina
South Carolina

Tennessee

Virginia

Georgia, for example, offers a combined sales tax holiday
for energy efficient appliances and back-to-school items
such as clothes, supplies and computers. Georgia legislators




renew the exemption annually and decide on a three-day
period towards the end of summer to hold the tax holi-
day. Consumers receive the tax exemption on clothes
and shoes that are less than $100 per article, books and
supplies less than $20 per item, and computers and com-
puter accessories less than $1,500 per sales transaction.
In addition to the back-to-school items, residents receive
a holiday tax exemption on the purchase of energy ef-
ficient appliances, such as EPA-approved or Energy Star
dishwashers, ceiling fans and refrigerators, which cost less
than $1,500 per product.’

Some tax experts refer to the sales tax holiday
as a gimmick.

Florida was the first Southern state to offer a sales tax
holiday in 1998. Georgia, Louisiana, North Carolina,
South Carolina and Tennessee implemented holidays
soon thereafter. Recently, Alabama and Virginia passed
legislation to start a sales tax holiday in 2006. The amount
of revenue lost because of such tax holidays ranges, as
shown in Figure 3. Florida has the greatest revenue loss
with $31.2 million in 2005, while Virginia is estimated

to have the smallest revenue loss of $2.6 million in FY
2007. Often, these tax holidays also reduce local sales tax
revenues. Such is the case in Georgia where the annual
tax holiday will cost local governments an estimated $8.5
million in 2006." Sales tax holidays are not a significant
revenue drain on states when measured as a percent of
total general sales tax collections. When comparing recent
estimates of the cost of such holidays to 2004 actual sales
tax collections, the holiday represents less than half of
one percent of general sales tax collections in every state
(Figure 3).




While the sales tax holiday does not harm the adeguacy of
funds significantly, it also does not achieve any significant
tax policy benefits either. In fact, some tax experts refer
to the sales tax holiday as a gimmick."" David Brunoti of
George Washington University notes it is laudable legisla-
tors would want to give low- and moderate-income fami-
lies assistance with sales taxes since it is the most regres-
sive tax and takes a larger portion of income from poor
residents than from wealthy residents. But he says the
sales tax holiday is a gimmick because it does not achieve
those goals of making the tax more just and fairer in any
significant way. Among the problems:

e Short-term relief. First, what little relief the sales tax
holiday does provide is for three or four days a year.
For the other 361 days of the year, taxpayers are left
with a regressive tax. Reforms such as a broader sales
tax base and a lower rate would provide more mean-
ingful improvements and would be available year-
round.

* May not be passed on to consumers. Second,
Brunori and other tax analysts warn that retailers do
not necessarily have to pass sales tax holiday dis-
counts on to consumers at all.'* Retailers can forego
their own discounts and sales prices and rely solely on
the state tax discount, so that families end up paying
about the same as they would without the sales tax
holiday.

* DPoorly targeted. Lastly, the sales tax holiday is poorly
targeted if its goal is to assist families in need. Every
individual making certain purchases receives the tax
benefit in the sales tax holiday, no matter what their
income.




States with sales tax holidays would be well-advised to:

* Study the effects of the sales tax holiday. How
much are consumers saving? What is the distribution
of this tax holiday among low, moderate, and high
income residents? Are retailers passing along the dis-
counts to consumers?

* Review the alternative uses of the holiday sales
tax losses. Should Florida, for example, provide
consumers with $30 million in shopping discounts or
should it use $30 million to give more targeted tax as-
sistance or to fund a needed state program?

* Consider better ways to help working families
and make the sales tax fairer. Is a three-day sales
tax holiday reversing the regressivity of the sales tax?
Or is it better to make comprehensive reforms, such
as a broader sales tax base and a lower rate, that last
year-round and will help low- and moderate-income
families more? Is a sales tax holiday that goes to
people regardless of need prudent, or would a tax
reform such as a refundable earned income tax credit
(See Idea 4) be more effective in making the tax sys-
tem fairer and more progressive?




Figure 3: Estimated cost of southern sales tax holidays,
2004 to 2007
Estimated cost Total general Sales tax
of sales tax . holidays as
State holidays . a percent of
d collections,
(dates vary from 2004 general sales
2004 to 2007) tax collections
Alabama $3.4 million $1,893 million 0.18 percent
Florida $31.2 million $17,129 million 0.18 percent
Georgia $11.3 million $4,921 million 0.23 percent
Louisiana $10.1 million $2,681 million 0.38 percent
North - -
. $11.0 million $4,352 million 0.25 percent
Carolina
South e -
. $5.2 million $2,727 million 0.19 percent
Carolina
Tennessee $10.0 million $5,845 million 0.17 percent
Virginia $2.6 million $2,977 million 0.09 percent
Source: State Tax Expenditure Reports and Fiscal Notes”; U.S. Census Bureau'; Author’s calculations
Note: Estimates are for revenue losses to the state general fund. Local revenue losses are not included.
For the year of each estimate see footnote 13. Florida cost is back-to-school sales tax holiday. Tennessee
is a rough estimate. Louisiana had a sales tax holiday in December 2005, which will not necessarily be an
annual event.

A better sales tax

Each year, Southern states chip away at their sales tax

bases by providing more and more exemptions and im-
plementing new sales tax holidays. While many of these

individual exemptions do not cost significant amounts

of money, they create imbalances in the sales tax system

because they provide special treatment to some individu-
als and businesses.

Rather than providing a multitude of exemptions and

special breaks, states should seek to modernize their sales

tax system by creating as broad of a sales tax base and




as low of a sales tax rate as possible. A broader base and
lower rate will provide meaningful tax reform by improving
the fairness and administrative ease of the sales tax without
lowering state revenues.

There is a viable, but less palatable alternative. Instead of
using new revenues from broadening the base to lower
sales tax rates, lawmakers could steer new revenues from
abolished holidays and exemptions into programs and ser-
vices sought by taxpayers.

Talking points

*  Sales taxes are regressive because poorer people spend a
larger share of their income to pay them.

e Over the years, special interests have gotten millions
of dollars of customized sales tax breaks which eroded
the pot of goods and services from which govern-
ments taxed sales. In turn, governments have had to
increase sales tax rates to balance the revenues lost to
special interests.

e A better way to tax sales is to remove exemptions
and holidays, which will broaden the base—and allow
states to lower sales tax rates. In turn, the sales tax will
become fairer for all. The Center also believes remov-
ing exemptions and holidays also may create a more
competitive business environment.
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idea

Modernize sales taxes
for the new economy

Each Southern state should modernize its policy on
taxing services and Internet sales to respond to the
region’s shift to the knowledge and service economy.

Background

As discussed in Idea 1, Southern states exempt or exclude
certain items from sales taxes. This has created mil-

lions of dollars of holes in the tax base that have caused
some to refer to sales taxes as a Swiss cheese approach

to taxation. Certain exemptions are for intentional policy
reasons, such as shielding poor residents from taxes on
essentials goods like groceries.

But there are other tax exemptions and exclusions that
have developed under the radar screen or just uninten-
tionally. Often, they haven’t even been debated by law-
makers. Instead, they arose as our economy changed, but
governments didn’t.




In this section, we’ll review two ways that state govern-
ments can respond better to the new economy. First, they
can adapt the way they tax sales to include more services,
such as pet grooming, haircuts and landscaping, as South-
erners continue to increase the amount of services they
buy over goods. Second, lawmakers can respond more
effectively to the increasing trend of people to make pur-
chases online.

By modernizing state sales tax structures to include more
services in the tax base and encouraging Internet sales
taxes, states will be able to lower the sales tax rate without
sacrificing revenues. In turn, the sales tax will become
more representative of our 21% century spending habits.

Figure 1: Southern states on services and internet sales
Approved
State Taxes the natio‘nal Streamlined Sales
average of services and Use Tax
Agreement (SSUTA)

Alabama No No
Arkansas Yes Yes
Florida Yes No
Georgia No No
Kentucky No Yes
Louisiana No No
Mississippi Yes No
North Carolina No Yes
South Carolina No No
Tennessee Yes Yes
Virginia No No




A shrinking base

In the 1930s, Mississippi became the first Southern state
to create a sales tax.! Other states followed suit, and every
Southern state had a general retail sales tax by the late
1960s. When Southern states were designing sales taxes,
primarily between 1930 and 1951, households spent a
majority of their income on goods, which includes items
such as clothing, appliances and furniture. However, the
21* century economy is very different from the goods-
dominated economy of the 1930s.

Today’s economy focuses more on services
and is very different than the goods-
dominated economy of the 1930s to 1950s.

Today’s households spend less on goods than services,
such as landscaping, tanning salons and pest control. The
Center on Budget and Policy Priorities notes that goods
made up 39 percent of household purchases in 1970 but
dropped to 33 percent by 2001. In contrast, services con-
tinue to grow as a share of purchases, increasing from 31
percent of household purchases in 1970 to 44 percent in
2001.% As services continue to outpace goods in house-
hold purchases, the sales tax will suffer since sales tax
bases continue to focus primarily on goods. Bottom line:
the current sales tax base will continue to decline unless
lawmakers reform the way sales are taxed.

In addition to more purchases of services, Americans are
buying more items through the Internet. Recent estimates
by Forrester Research show national online business-to-
consumer sales totaled $104 billion in 2003, up 39 percent




over 2002.> Moreovet, such sales are expected to grow
rapidly over the next few years. By 2008, total online sales
will reach $230 billion, according to Forrester Research
predictions.

As more and more purchases are made online rather than
in a local store, the sales tax base will shrink since states
cannot tax remote sellers (i.e., a business that does not
have a physical presence in the state, such as online stores,
mail order businesses and home shopping companies).
And as the tax base shrinks, states lose potential revenues.
This inability of states to require remote sellers to collect
sales taxes results from a series of rulings by the U.S. Su-
preme Court. Unlike the taxation of services, which states
can authorize, the taxation of Internet sales and other
remote purchases is beyond the authority of the states.
That means Congress must give states the authority to

tax remote sellers for this part of the tax base to become
available.

Treating services fairer

Southern states have the opportunity to broaden their
sales tax base by making more services taxable. The Federa-
tion of Tax Administrators identified 168 services states
could tax in 2004. As shown in Figure 2, Southern states
tax between 18 and 74 of those possible 168 services. On
average, Southern states tax 47 services, while the national
average is 57. Hawaii, New Mexico, South Dakota and
West Virginia each taxed more than 100 of the possible
168 services. Likewise, Delaware and Washington taxed
more than 100 services, but did so through a gross re-
ceipts tax rather than a general sales tax.*




Figure 2: Taxation of services, 2004
Total number of services

taxed (168 possible)
U.S. Average 57
Alabama 37
Arkansas 72
Florida 62
Georgia 36
Kentucky 29
Louisiana 55
Mississippi 74
North Carolina 30
South Carolina 34
Tennessee 67
Virginia 18
Source: Federation of Tax Administrators®
Note: USS. average does not include Alaska or Oregon, neither of which has a
general retail sales tax.

Southern states should review the 168 services avail-

able for taxation and consider increasing the taxation of
services to at least the national average (57). While econo-
mists warn against the taxation of business-to-business
services since the final product will also be taxed, most
Southern states continue to have many options for taxing
services that are not in that category. This progressive
reform of taxing services can achieve several tax policy
goals:

Fairness. Taxing more services can enhance the fair-

ness of the tax between taxpayers of similar income.
Economists call this an improvement in “horigontal equity.”
Taxing more services means that two similarly situated
taxpayers would be taxed similarly whether they pur-




chased goods or services. Take an example of lawn care.
Currently, many states tax the purchase of a lawnmower,
but do not tax the purchase of services from a landscap-
ing business. The sales tax provides a preference for the
landscaping service even though the activity is the same—
a well-manicured lawn. Broadening the sales tax base to
include more services will remove this unfair treatment to
those who purchase goods over services.

Broadening the sales tax base to include more
services will remove the unfair treatment to
those who currently purchase more goods
than services.

Taxing more services also can improve something called
“vertical equity,” which increases the fairness between low
and high incomes. Wealthy households consume more
services than poor households. Therefore, broadening the
tax base to include a balance of goods and services makes
the sales tax fairer across incomes—or increases vertical eq-
uity. While including services in the tax base could slightly
improve the sales tax’s vertical equity, it will not reverse the
regressive nature of the sales tax. Poor households will con-
tinue to pay a larger share of income in sales taxes than
wealthier households.

Adequacy. Broadening the tax base to include services
means more items and purchases will be taxable. Mak-
ing more purchases taxable will cause an increase in sales
tax collections. While the increased revenues are worth
considering, it is also worthwhile for states to study how
lowering the sales tax rate after the base is broadened
can achieve further gains in tax fairness. As mentioned




throughout this publication, the sales tax is today’s most
regressive tax. It takes a larger share of income from poor
residents than from wealthy residents.

While taxing more services can make the tax more fair
in the treatment of goods and services, it does little to
reduce the current burden low-income taxpayers have
when purchasing goods. Lowering the sales tax rate after
broadening the base provides an even further gain in
terms of tax fairness since all goods would be taxed at a
lower rate. Legislators must weigh the need for increased
funds against the need for more progressive taxation when
deciding whether to reap the revenue gains from broaden-
ing the base or whether to lower the tax rate for a rev-
enue-neutral approach. Other reforms, such as an earned
income tax credit (Idea 4), would also help offset the
regressive nature of the sales tax.

Neutrality, Stability and Administrative Ease. Neutral-
7y, stability and administrative ease can also be increased
under a broader sales tax base. In terms of neutrality, tax-
ing a balance of goods and services reduces the incentive
for consumers to seek one economic activity over another
for tax purposes. The Center on Budget and Policy Priori-
ties also includes stability and administrative ease among
the gains, since a broad base can be more stable over eco-
nomic cycles and improve administration through more
uniformity on purchases.”

Case study: South Carolina

South Carolina has many options for expanding its sales
tax base by taxing more services. In 2004, South Caro-
lina taxed only 34 out of a possible 168 services. While

economists warn against taxing some business-to-busi-




ness transactions since the end product will also be taxed,
there are numerous household services South Carolina
could tax to enhance the fairness, nentrality and stability of
the tax and possibly lower the rate. For example, house-
hold services taxed in several states, but not in South
Carolina, include: pet grooming, mini-storage, barber
shops and beauty patrlors, dating services, clothes altera-
tions and repairs, and personal instruction, such as golf
and dance lessons.®

Using data from the U.S. Department of Commerce
Bureau of Economic Analysis, South Carolina’s Board of
Economic Advisors estimated that comprehensively tax-
ing services could generate $1.3 billion in additional sales
tax revenue in 2005.” Figure 3 provides a few examples
of how much revenue certain services could generate in
South Carolina according to those estimates. That esti-
mate, however, includes many services that states are not
likely to tax, such as business-to-business services like
accounting and advertising services.

If South Carolina taxed more services in
2001, it could have generated an additional
$669 million—which could have been used

to lower the state’s sales tax rate.

Michael Mazerov of the Center on Budget and Policy
Priorities provides another estimate for South Carolina

<

using only “readily-taxable” services, which are defined
as services purchased primarily by households excluding
education, health, legal, housing, public transit, banking,
funeral, and insurance services. Mazerov estimates that

taxing readily-taxable services in South Carolina would
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have generated $669 million in 2001."" Mazerov’s estimate
includes services that might be currently taxed in South
Carolina; thus, the actual collections from taxing new
services could be slightly less. While the state would need
to decide which services are appropriate for taxation in
South Carolina, there are numerous options for taxing
more services and potentially lowering the tax rate.

Figure 3: Estimates of taxing services in

South Carolina, 2005
Type of service: Sale§ Ta).( l_{evenue
(in millions)

Personal Services $41.4

Auto Repair Services and Parking $60.3
Miscellaneous Repair Services $23.6
Amusement & Recreation Services $39.4
Membership Organizations $41.3

Source: South Carolina State Budget and Control Board'

Internet sales taxes

Another way to broaden the sales tax base is to address
Internet sales and other remote sales. To date, Congress
has not given states the authority to tax remote sales,
which are sales made by businesses or stores that do not
have a physical presence in the state. The Supreme Court
has noted that sound reasons exist for state-level taxation
of remote sales and Congress could authorize such taxa-
tion. Furthermore, the Court suggested Congress would
be more likely to grant approval if states simplified their
tax systems.'” In an effort to simplify sales tax codes and

encourage Congress to grant such authority, states have
joined the Streamlined Sales Tax Project (SSTP). In 2002,
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participating SSTP states adopted the Streamlined Sales
and Use Tax Agreement (SSUTA), model legislation that
provides states “with a blueprint to create a simplified
sales and use tax collection system that, when implement-
ed, provides justification for Congtress to allow states to

request remote sellers to collect sales taxes.”"”

As of 20006, 19 states had enacted SSUTA. Of these
states, 13 had adopted all of the SSUTA provisions, while
six more states are on track to fully implement SSUTA by
2008. But only four Southern states—Arkansas, North
Carolina, Tennessee and Kentucky—have approved the
agreement. Kentucky and North Carolina are in full
compliance, while Arkansas and Tennessee are scheduled
to achieve full compliance in 2008." States that join the
Streamlined Sales Tax Project efforts may eventually real-
ize several benefits from broadening the sales tax base to
cover remote sales:

e Simplicity. One of the founding principles behind
the Streamlined Sales Tax Project is a simplified sales
tax system. Szzplicity in the sales tax is important since
retailers collect the tax and then remit it to govern-
ment. When retailers are selling in multiple states that
have different sales tax structures, the collection of
sales taxes is more complicated and time-consuming,
A simplified structure would ease the collection pro-
cess and provide justification to Congress that states
are prepared to tax remote sellers.

*  Fairness. Excluding Internet and other remote sales
from taxation lessens the fazrness of the system for
several reasons. First, online retailers have a cost
advantage not enjoyed by traditional “bricks and
mortat” retailers who must collect sales taxes in their
stores. Similarly, out-of-state retailers can also gain an
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unfair advantage over in-state operators, who must
collect taxes on sales. Finally, the exclusion is unfair to
consumers who shop at traditional stores rather than

online or through other remote sellers. Online shop-
pers, likely to include more wealthy households than
low-income households, are able to avoid the sales tax
on certain purchases.” This further exacerbates the
regressivity of the sales tax.

Out-of-state online retailers have an unfair
advantage over in-state retailers because some
out-of-state retailers don’t have to collect
sales taxes currently.

Adequacy. Nationally, e-commerce sales cost states a
combined loss of between $15.5 and $16.1 billion in
state and local sales tax revenues in 2003."° An esti-
mate of the potential loss in state sales tax revenue in

Figure 4: Estimated state revenue losses from

e-commerce in 2008

Low estimate High estimate
State o o
(millions) (millions)

Alabama $179 $279.9
Arkansas 179.5 280.8
Florida 1,455.1 2,275.5
Georgia 451.4 705.9
Kentucky 258.5 404.3
Louisiana 255.6 399.7
Mississippi 231.2 361.6
North Carolina 378.3 591.7
South Carolina 243 380
Tennessee 493 771
Virginia 283.8 443.9

Soutce: Bruce and Fox!”




2008 for Southern states is shown in Figure 4. In the
11 states of the American South, state governments
could lose up to $6.9 billion—yes, billion—in sales
tax revenues in 2008. Losses range from a high of
$1.46 to $2.28 billion in Florida to a low of $179.0 to
$279.9 million in Alabama.'® These revenue losses will
likely continue and increase as more consumers shop
online and more businesses offer online shopping.

A more modern sales tax

Over the past several decades, the Southern economy
has changed significantly. Purchasing more services than
goods and buying from Internet sites instead of a local
merchant are common practices today. In spite of these
changes in the way we consume, states have not mod-
ernized their sales tax structures to capture the shifting
consumption patterns.

Southern states need to broaden their sales tax bases by
including more services, as well as encouraging Congress
to grant authority for Internet sales taxation. Broadening
the sales tax base should allow Southern states to lower
the overall sales tax rate, a feature that would add greatly
to the fairness of the tax system. With a broad base and a
low rate, the sales tax would become more representative
of our 21* century economy.

Talking points
* Southern states generally haven’t modernized their

sales tax structures in 50 years. Current state sales tax
structures don’t reflect the 21 century economy.
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e States can broaden their sales tax base—and ultimate-
ly reduce sales tax rates—by taxing more services.
Such a move would make the sales tax fairer and re-
duce hidden tax breaks that go to those who purchase
more services than goods. The Center also believes
reducing rates may make states more competitive.

* States also can broaden the base by taxing Internet
sales. They should encourage Congtess to allow them
to reduce unfair competition to local merchants that
results when consumers buy online from vendors
who don’t have to collect sales taxes.
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idea

Raise cigarette taxes to
promote public health

Each Southern state should raise cigarette taxes
to the national average of $0.92 per pack to reduce
smoking and promote public health.

Background

In the last five years, every Southern state—except Florida,
Mississippi and South Carolina—has raised cigarette taxes.
Even though the taxes are increasing, Southern states con-
tinue to levy among the lowest cigarette taxes in the nation.

Southern states continue to levy among the
lowest cigarette taxes in the nation.

As a public health measure, cigarette taxes—if set at
high-enough levels—can reduce adult and teen smoking,
and can lower expensive long-term health costs. Viewed
from a tax perspective, however, cigarette taxes are highly
regressive and represent a declining revenue stream. Thus,
Southern leaders should view this tax reform as a tool for
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improving public health rather than as a mechanism for
financing core governmental services.

In other words, if states are going to tax cigarettes any-
way, they should set the tax rate at a high enough level
that it will do some public good, such as reducing the rate
of smoking among Southerners. But revenues should be
used for one-time costs, not continuing costs.

Cigarette taxes in the South

All Southern states charge an excise tax (i.e. cigarette

tax per pack) and state sales tax on packs of cigarettes.'
Cigarette taxes in the South range from a low of $0.07/
pack in South Carolina to a high of $0.59/pack in Arkan-
sas (Figure 1). Half of all Southern states charge at least
$0.30/ pack.2 These state taxes, combined with the federal
cigarette tax of $0.39/pack and wholesale prices, result
in a Southern median retail price of $3.61 for a pack of
cigarettes.’

Figure 1: State cigarette tax rates, revenues and smoking rates,
Southern states

2005 National Year FY Youth AT el price

State cigarette tax rank of last 2004 tax mlr(:;ng srr:;l:;ng per pack

(per pack) (1=highest) | increase revenues (| S— (all taxes)
AL $.43 39 2004 $64.2 24.7 249 $3.80
AR $.59 32 2003 $128.1 29.3 25.7 $3.82
FL $.34 44 1990 $421.9 15.7 20.4 $3.55
GA $.37 41 2003 $216.2 20.9 20.1 $3.62
KY $.30 45 2005 $20.5 27.9 27.6 $3.61
LA $.36 42 2002 $130.3 25.0 23.6 $3.65
MS $.18 49 1985 $42.9 224 24.6 $3.53
NC $.30 45 2005 $39.8 24.8 232 $3.62
SC $.07 51 1977 $25.4 24.4 24.5 $3.38
TN $.20 48 2002 $110.2 27.6 26.1 $3.56
VA $.30 45 2005 $16.1 21.0 20.9 $3.66

Bold = major tobacco production state

Source: Campaign for Tobacco Free Kids

Note: Revenues are for FY 2004 and thus do not reflect recent increases in the tax rate. North Carolina’s
tax per pack is scheduled to increase to $0.35 in July 2006.
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Since 2000, eight Southern states—including every major
tobacco production state except for South Carolina—
have raised cigarette taxes. In 2005 alone, North Caro-
lina, Kentucky and Virginia increased cigarette tax rates.*
Nevertheless, Southern states continue to levy some of
the lowest cigarette taxes in the nation. The regional aver-
age of $0.31/pack equals just one-third of the national
average of $0.92/pack. Moreovet, the average cigarette
tax is even lower in the six Southern states that tradition-
ally have been major producers of tobacco: Kentucky,
Virginia, North Carolina, South Carolina, Georgia and
Tennessee. The average cigarette tax in these states totals
$0.26/pack.’

Collectively across the South, cigarette taxes generated
$1.2 billion in revenues during fiscal year 2004. The
amount of tax revenue collected in each state ranged
from a high of $421.9 million in Florida to a low of $16.1
million in Virginia. Half of all Southern states collected
at least $64.2 million in cigarette taxes.® Overall, cigarette
taxes contribute a small portion of a state’s annual bud-
get. In North Carolina, for example, the revenues gener-
ated by the cigarette tax during fiscal year 2004 equaled
just 0.3 percent of the state’s general fund.’

A problematic revenue tool...

From a progressive tax perspective, cigarette taxes are a
deeply-flawed tool. Not only are cigarette taxes regressive,
meaning they fall more heavily on low-income individuals,
but they also represent a declining revenue stream that, if
used inappropriately, can contribute to structural deficits.®

29



The major problem with the tax on cigarettes is its regres-
sive nature. Like any consumption tax, cigarette taxes take
“a greater proportion of the income of poor and near-
poor households than they do of higher income house-
holds.”® In fact, the Institute on Taxation and Economic
Policy estimates that cigarette taxes are about 10 times

as burdensome for the nation’s poorest taxpayers as they
are for the wealthiest taxpayers.'” The regressive nature of
cigarette taxes likely is magnified in the South due to the
region’s relatively high rates of poverty and adult smok-

ng.

One study shows cigarette taxes are about 10
times as burdensome for the nation’s poorest
taxpayers as they are for the wealthiest
taxpayers.

A second flaw of cigarette taxes is they represent declin-
ing sources of revenue. Because cigarette taxes are levied
on a per-pack basis rather than as a percentage of the
sales price, tax revenues fail to increase along with price
increases or periods of economic growth. This means tax
revenues associated with cigarette taxes only grow when
demand increases or the tax rate increases.!’ For example,
consider a state with a $0.30 per pack cigarette tax. If the
price of a pack of cigarettes increases by $1, the state will
still only receive $0.30 when a consumer buys a pack of
cigarettes. On the other hand, if the consumer decides to
buy two packs of cigarettes, then the state receives $0.60.
The amount of revenues only increases if consumers buy
more packs or the state raises the tax rate per pack.
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Demand is not increasing, though. Data collected by the
U.S. Department of Agriculture show cigarette consump-
tion in the United States has declined in recent years—a
decline attributable to such factors as higher taxes and a
growing awareness of the harmful health consequences
of smoking.'? Raising the tax rate can generate more reve-
nues, but that also can spark a decrease in demand. At the
same time, increasing taxes can lead to more tax avoid-
ance, which is caused when consumers go out of state to
buy cigarettes, buy them over the Internet or through the
mail, or engage in smuggling from lower-tax states.'? This
possibility of increased tax avoidance should be a consid-
eration in estimates of what a tax increase would generate
in terms of new revenues.

A final concern deals with the use of cigarette tax reve-
nues. In times of financial difficulty, such as the recession
in 2001, it is tempting for politicians to raise more politi-
cally-popular taxes, such as the cigarette tax, rather than
other broad-based taxes, such as the personal income tax.
Raising the tax on a pack of cigarettes can bring addi-
tional revenues for some years, but any revenue surge will

Cigarette tax revenues are better suited for
one-time purposes like building state rainy-

day funds.

likely decline after a number of years if demand falls in
response to the increased prices or health concerns. Since
cigarette tax revenues are a declining revenue source, it is
problematic when cigarette taxes are used to fund core
government services, which continue to increase in cost.
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Using this declining revenue source to fund services that
are increasing in cost can cause structural deficits, which
occur when state revenue systems cannot generate the
funds needed to meet current services.

Cigarette tax revenues are better suited for one-time
purposes like building state rainy- day funds.'* Other rev-
enue sources, such as the progressive income tax, are more
appropriate for raising general fund revenues for core
government services. When states rely on cigarette taxes
for general fund needs, not only do they increase the risk
of creating structural deficits, but they also contribute to
the growing trend of shifting the responsibility of fund-
ing government from the most affluent to those least able
to pay.”

...but a potentially powerful public health measure

Despite its considerable flaws as a revenue tool, a ciga-
rette tax can, if set at a high enough level, yield tangible
public health benefits. Studies show that increases in ciga-
rette taxes discourage smoking, especially teen smoking,
and reduce public health costs.

In the South, raising cigarette taxes to the
national average could generate long-term
health care savings ranging from an estimated
$2.27 billion in Florida to a low of $271.4
million in Arkansas.

Research by the Campaign for Tobacco Free Kids finds
that “every 10 percent increase in the price of cigarettes
will reduce youth smoking by about 7 percent and overall
cigarette consumption by about 4 percent.”’® As shown
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Figure 2: Estimated impact of raising cigarette taxes to
national state average
Tax increase Number of Long-term
needed to health care
: current adult :
Southern state reach national smokers savings from
state average ho would adult & youth
of 91.7 cents | % Witu smoking
per pack au declines
Alabama 49.2¢ 16,600 $584.0 million
Arkansas 32.7¢ 7,100 $271.4 million
Florida 57.8¢ 70,700 $2.27 billion
Georgia 54.7¢ 29,600 $1.17 billion
Kentucky 61.7¢ 23,700 $845.8 million
Louisiana 55.7¢ 18,800 $716.2 million
Mississippi 73.7¢ 17,700 $742.1 million
North Carolina 61.7¢ 40,700 $1.57 billion
South Carolina 84.7¢ 30,600 $1.10 billion
Tennessee 71.7¢ 38,500 $1.24 billion
Virginia 61.7¢ 31,400 $1.21 billion
Source: Campaign for Tobacco-Free Kids, 2006

in Figure 2, the number of current adult smokers who
quit smoking after the tax increase would be in the tens
of thousands for all states except Arkansas, which already
taxes at a higher rate than other Southern states. Such
reductions translate into lower health costs. In the South,
long-term health care savings could range from an esti-
mated $2.27 billion in Florida to a low of $271.4 million
in Arkansas."”

Lessons from Kentucky

In 2005, Kentucky raised the cigarette tax from 3 cents
per pack to 30 cents per pack as part of comprehensive
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tax reform. The increase came from a combination of
two bills:

*  House Bill 272, which contained reforms in the
income tax and other tax structures, raised the ciga-
rette tax by 26 cents. In an analysis of HB 272 by the
Kentucky Appropriations and Revenue Committee,
the state estimated the 26 cent increase would raise
revenues by approximately $172 million in FY 2006,
$151 million in FY 2007 and $150 million in FY 2008.
HB 272 also levied taxes on other tobacco products,
which were expected to bring in an estimated $4.8
million annually.”

* Another bill, HB 267, raised the cigarette tax by an
additional one cent and dedicated those additional
revenues to two cancer research centers. The addi-
tional one cent will bring in an estimated $2.5 to $3.0
million and will be matched by the universities that
house the research centers.?

After Kentucky raised its cigarette tax, sales
decreased much more than expected, but
revenues generated were 10 times that of the
same period in the previous year.

An analysis of Kentucky’s cigarette tax increase prior
to its implementation illustrates the regressive nature of
cigarette taxes. As shown in Figure 3, the estimate of the
likely tax increase for each income group showed that
those with the lowest incomes would have the highest tax
hike as a percent of income. Taxpayers with incomes be-
low $14,000 would pay an estimated 0.8 percent more of
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income in taxes, while taxpayers with the highest incomes
would have virtually no tax change.”!

Figure 3: Estimated tax increase as a percent of income
in Kentucky
Tax change as a
Income group i
percentage of income
Lowest 20% of incomes
0
(Less than $14,000) 0.8%
Second 20% .
($14,000 to $25,000) 0.4%
Middle 20%
($25,000 to $42,000) 0.3%
Fourth 20%
0
($42,000 to $67,000) 0.2%
Next 15%
0
(67,000 to $124,000) 0.1%
Next 4% .
($124,000 to $270,000) 0.1%
Top 1%
($270,000 and above) 0.0%
Soutce: Institute on Taxation and Economic Policy.
Note: The estimate includes all Kentucky taxpayers in 2006. Thus, the tax increase is
an average as both smokers and nonsmokers are included.

While Figure 3 displays the downside of cigarette tax
increases—the regressivity, recent reports on the effects of
the tax increase show the benefits. Three months after in-
creasing the tax, reports noted decreases in cigarette sales
and increases in states revenues. Estimates prior to the tax
increase suggested cigarette sales would decline by four
percent; however, for the short-term, the actual decrease
in sales turned out to be between 10 and 20 percent. In
addition, cigarette tax revenues were 10 times higher than
the same period in the previous year.”
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Raise the cigarette tax to promote public health

Southern legislators need to view increasing cigarette
taxes as a public health measure rather than as a tool for
funding core public services. Cigarette tax increases can
reduce smoking and lower long-term health costs across
the region. But because they also are a declining revenue
source, they are unlikely to grow with the economy and
adequately fund public services.

Southern progressives therefore should insist that
cigarette taxes be viewed as a tool for improving public
health, not a revenue measure. This means:

* Tax rates should be set at a high-enough level to
achieve health benefits;

* The resulting revenues should be spent on concrete,
one-time expenses, and

* The tax should not be used as a way to shift the
responsibility for funding government to low-income
citizens.

Talking points

* Cigarette taxes are regressive because they cause more
of a burden on poorer people than those who have
higher incomes.

¢ The smoking population, however, is declining, which
means revenues gained from cigarette taxes are a de-
clining revenue stream.
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* Any revenues from declining streams shouldn’t fund
continuing needs of governments, because costs will
increase as revenues decrease. That doesn’t make
sense economically and can lead to long-term struc-
tural deficits.

*  Even though regressive and a declining stream of rev-
enue, states should raise cigarette taxes to the national
average to further reduce the smoking rate. Lower-
ing the number of people who smoke will have great
public health benefits—and save billions in govern-
ment spending on rising future health care costs.

e While raising the cigarette tax isn’t technically progres-
Sive, it can serve as a progressive tool to lower smoking
rates and reduce long-term health costs.
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idea

Enact a State Earned Income Tax Credit

Each Southern state with an income tax should enact
a refundable earned income tax credit to bring work-
ing families’ incomes above poverty.

Background

Every year on April 15, working families who live month-
to-month or paycheck-to-paycheck can take a breath.
Why? Because they get relief from a federal tax break that
makes life easier.

In 2003, the federal Earned Income Tax Credit (EITC)
helped 22.1 million poor and near-poor working fami-
lies and individuals across the nation through income

tax reductions and wage support. In fact, the federal
EITC brought 4.4 million people above the poverty line
in 2003." Commonly described as a work incentive, the
federal EITC reduces or eliminates income taxes for
poor and near-poor working families and individuals, and
provides a refund for the remaining amount of the credit.
The refund helps offset other federal payroll taxes, such
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as Social Security, and can bring working families” income
above the poverty line.

No Southern state currently offers a
refundable Earned Income Tax Credit.

Since its inception in 1975, the federal EITC has received
enhancements under the Reagan, Bush and Clinton
administrations. Following the example set by the federal
government, 19 states and the District of Columbia have
enacted state-level earned income tax credits. In 2005 and
2006, Delaware and Nebraska created new EITCs, while
Indiana, Oregon, Rhode Island, and the District of Co-
lumbia expanded their existing EITC programs. As other
states have learned, linking to this federal program can
improve tax fairness and provide wage enhancements for
working families and individuals.

Effective in tax year 2006, Virginia will be the first South-
ern state to provide a state-level EITC, but it is not a
refundable credit. All Southern states should consider
the benefits of enacting a refundable state-level earned
income tax credit for low and moderate-income families
in the South.

Figure 1: State Earned Income Tax Credits

Alabama No

Arkansas No

Florida No income tax

Georgia No

Kentucky No

Louisiana No

Mississippi No

North Carolina No

South Carolina No

Tennessee No broad-based income tax
Virginia Yes, 20% of federal EITC, non-refundable
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How the federal EITC works

The federal EITC provides a credit and refund based

on income and family size. Figure 2 illustrates the credit
structure for different income levels and family composi-
tions. Initially, the credit increases as income increases.
After families reach a certain level of income howevet,
the credit begins to decrease as income rises and phases
out completely by $37,263. For tax year 2005:*

Workers with one child and income less than $31,030

(or $33,030 for married filing jointly) could receive an
EITC of up to $2,662.

Workers with two or more children and income less
than $35,263 (or $37,263 for married filing jointly)
could receive an EITC of up to $4,400.

While the graph does not show credits for childless work-
ers, there are smaller credits available for those workers.
For tax year 2005, childless workers ages 25 to 64 with in-
come below $11,750 (or $13,750 for married filing jointly)
could receive an EITC of up to $399.

Credit amount

Figure 2: Federal EITC, tax year 2004

$5,000
$3,000 oo HAOLE children \\\,\, o
$2,000 X
One \\\
$1,000 - child \i\"
3
$0 - N

$0  $5,000 $10,000 $15,000 $20,000 $25,000 $30,000 $35,000

Source: Center on Budget and Policy Priorities

Note: Married couples with income in the phaseout range qualify for a higher credit
than single parents—shown by dashed lines. Childless taxpayers are not shown but do
qualify for a smaller credit
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As shown in Figure 3, the federal EITC helps families
across the South. In tax year 2003, the most recent year

for available data, more than 6.4 million taxpayers in the
South claimed the federal EITC for a total of over $12.1

billion.

Figure 3: Federal EITC claims, tax year 2003

Shate of
EITC

Alabama 1,835,245 473,872 25.8% $966,598,821

Arkansas 1,094,925 | 272,269 24.9% $520,673,980
Florida 7,611,223 1,522,835 20.0% $2,741,529,828
Georgia 3,561,885 800,957 22.5% $1,567,024,328

Kentucky 1,706,885 335,477 19.7% $580,496,974
Louisiana 1,823,446 | 522,367 28.6% $1,099,107,340

Mississippi 1,137,636 366,518 32.2% $768,994,361
North Carolina | 3,561,309 729,862 20.5% $1,344,514,547

South Carolina 1,757,244 414,707 23.6% $779,353,959

Tennessee 2,521,874 | 539,154 21.4% $979,905,225

Virginia 3,302,139 482,732 14.6% $833,408,420

Source: Brookings Institution, Metropolitan Policy Program?’

Southern families in need

With a generous federal EITC program, is there a need
for a similar state-level program? As discussed previously,
state and local tax systems across the South are regressive.
That is, those with the lowest incomes pay the highest

share of their incomes in state and local taxes. Although
low-income families pay a smaller share in income taxes,
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those families pay an excessively high share of income
in sales and property taxes as compared to wealthier
households. For example, non-elderly Arkansans in the
lowest income quintile (average income of $7,000) pay
an estimated 12.4 percent of their income in state and
local sales, income and property taxes. That compares to
a range of 6.1 percent to 9.5 percent tax obligation for
Arkansas’s highest earners after federal offsets.*

While low-income families pay a

smaller share in income taxes, they

pay an excessively high share of their
income in sales and property taxes. The
federal Earned Income Tax Credit is a
progressive strategy that helps more than
6.4 million Southern taxpayers to get a
better tax balance every year.

To illustrate further, consider a family of four living in
Arkansas with one parent working and one parent provid-
ing childcare. At a full-time, year-round job, the worker
earns $9.00 an hour for an annual salary of $18,720, or
just below the poverty guideline for a family of four in
2005. On its federal income tax form, this family, like
more than 270,000 other Arkansans, applied for the
tfederal EITC. The family received a refundable earned in-
come credit of $3,900, which brought the family’s income
above the poverty line, offsets other federal withholding
taxes, and provides wage enhancements to a family that
likely has trouble paying the bills. In contrast to the fed-
eral refund, the Arkansas family owes an estimated $350
in state income taxes.” This $350 income tax obligation is
in addition to the regressive sales and property tax the fam-
ily faces.
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A state EITC can correct for such circumstances by
lowering income taxes on working poor families. If the
state EITC is refundable, it can also offset other taxes,
such as state sales and property taxes. Enacting a state
EITC increases the fairness of the state tax system overall
by increasing the progressivity of the income tax system and
lessening the regressivity of the sales and property taxes.

Designing a state EITC

Designing a state EITC is relatively straightforward as
examples exist in 19 other states and the program piggy-
backs on the structure of the federal EITC. For the most
part, variations in design center around three components
related to how generous the program will be:

* Level of credit. States base their credit levels and eli-
gibility rules on the federal EITC. The level of credit
is a percentage of the federal credit and ranges from
5 percent to 50 percent among states. For example,
Oklahoma’s EITC is 5 percent of the federal EITC.
Vermont’s EITC is 32 percent. Thus, a family qualify-
ing for a federal EITC of $4,000 would receive a $200
state credit if they live in Oklahoma or a $1,280 state
credit if they live in Vermont. Figure 4 shows the
state EITC benefits at the 5 percent, 10 percent and
20 percent levels of the federal credit for different
family incomes and sizes.
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Figure 4: EITC by family type and income level, 2005

Gross Federal 20% 10% 5%

. state state state
earnings | EITC | gype | grre | EITC

Family of four with two children

Full-time
minimum wage

$10,700 | $ 4,290 $ 858 $ 429 $ 215

Wages equal to

povertyline | §102%0 | $3767 | 8753 | §377 | $188

Wages equal
to 150% of $ 29,025 $ 1,735 $ 347 $174 $ 87
poverty line

Family of three with one child

Full-time
minimum wage

$ 10,700 | $ 2,662 $532 $ 206 $133

Wages equalto | ¢ 16 09 | §2662 | 532 $266 | $133
poverty line

Wages equal
to 150% of $24,135 | $1,423 $ 285 $ 142 $71
poverty line

Source: GBPI calculations using IRS EIC tax tables and Nagle (2005)°

* Refundable versus non-refundable. As noted pre-
viously, the federal EITC is a refundable credit. That
means families receive a refund for the amount of the
credit that is in excess of the income taxes they owe.
If a family owes $300 in federal income taxes and
qualifies for a $2,000 EITC, they will receive a refund
of $1,700. The majority of states with an EITC also
make the credit refundable. This provides income tax
assistance and offsets other taxes, such as sales and

45




property. Delaware, Iowa, Maine, and Virginia have
non-refundable credits, which lowers the income tax
liability but does not offer further assistance. Consider
a family with a $100 state income tax liability that
qualifies for a $150 state EITC. With a non-refund-
able EITC, their taxes are reduced to zero but they do
not receive the additional $50. Since 2000, the major-
ity of states that have created or expanded their EITC
have chosen to make the credit refundable.

* Interaction with Existing Low-Income Tax
Credit. A final design concern is the interaction
of existing low income tax credits with a new state
earned income tax credit. Several states already have
low income tax credits; however, those credits often
suffer from the following drawbacks: they are not
indexed to inflation and they do not reward work. In
contrast, state EITCs automatically adjust for infla-
tion since they are linked to the federal EITC, which
is indexed for inflation. Additionally, state EITCs
reward work by providing a tax credit that rises as
income increases, thus encouraging additional work
and earnings. Although state-level EITCs offer many
advantages over existing low income credits, they are
mainly focused on working families with children. For
this reason, certain taxpayers (usually those without
children) would benefit more under existing credit
programs. Thus, a state EITC should not necessarily
replace existing low income tax credits, but instead,
work as a complement.

Estimating the cost

The cost of a state EITC depends on the level of credit
and refundable component discussed above, as well as the

46



number of residents claiming the EITC. A non-refund-
able credit would be a loss of income tax revenues, while
a refundable credit would be both a loss of income tax
revenues and the cost of the refundable portion that is

beyond a family’s tax liability.

Using 2004 data on the number of federal EITC claims
in each state, the Center on Budget and Policy Priorities
estimated the following cost for a refundable EITC in

Southern states that have income taxes and do not cut-

rently have EITCs (Figure 5).

Figure 5: Estimated cost of refundable state EITC

for FY 2007
State Percentage of
federal credit
5% of federal [ 10% of federal | 20% of federal
credit credit credit
Alabama $47 million $95 million $190 million
Arkansas $26 million $51 million $102 million
Georgia $79 million $159 million $318 million
Kentucky $28 million $57 million $114 million
Louisiana $54 million $108 million $216 million
Mississippi $38 million $75 million $150 million
North Carolina $66 million $133 million $266 million
South Carolina $38 million $76 million $153 million

Source: Center on Budget and Policy Priorities’

Note: Cost estimate assumes a 90 percent participation rate.

An additional cost consideration is the availability of
Temporary Assistance for Needy Families (TANF) funds.
While states can pay for the program through General

Fund revenues, the federal government also allows states
to pay for the refundable portion of state EITCs us-
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ing federal TANF funds or state Maintenance of Effort
(MOE) funds. The federal government recognizes that the
EITC is a work incentive since it provides assistance for
families transitioning to work, and thus, can be included
in the goals of TANE One consideration, however, is that
the use of TANF or MOE funds for a state EITC would
reduce the amount of money going to other assistance
programs such as cash assistance, child care and other pro-
grams. Thus, there would need to be a thoughtful policy
discussion on whether to include the EITC in this stream
of funding, as it might affect funds available to other pro-
grams.

The federal Earned Income Tax Credit is
considered a work incentive because it helps
families transition to work. States can consider
it to be the same.

Learning from and improving upon Virginia’s example

In 2004, Virginia’s General Assembly passed legislation
(HB 5018) establishing a state-level earned income tax
credit. Beginning in tax year 20006, qualifying Virginians
can claim a non-refundable state EITC equal to 20 percent
of the federal credit. The cost of the EITC program will
be an estimated $61.3 million in FY 2007, $62.4 million in
FY 2008, and $63.7 million in FY 2009.% Virginia offers a
blueprint for other states that already have low-income tax
credits since Virginia’s EITC will not replace the existing
low-income tax credit. Rather, residents will be able to ap-
ply for either the new EITC or the existing low-income tax
credit. While Virginia’s EITC would benefit from a refund-
able component, Southern states should watch to see how
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Virginia’s program works and how they can implement
similar programs in their own states.

Virginia offers a blueprint for other states
that already have low-income tax credits
since Virginia’s EITC will not replace the
existing low-income tax credit.

Helping low-income families by making work pay

The federal earned income tax credit has long been as-
sociated with making work pay. Through tax assistance
and work supplements, the EITC brings incomes above
the poverty line and helps working families make ends
meet. Nineteen states and the District of Columbia have
also recognized that state-level EITCs can balance the
regressive nature of state and local taxes and assist work-
ing families. Virginia remains the only Southern state to
enact an EITC, which itself is non-refundable.

Southern states, including Virginia, should consider
the benefits of creating a refundable state EITC as one
more step towards a fair, balanced tax structure.

Talking points

¢ Millions of working families across the South live at
or below the poverty level.

¢ One way to give hope to these Southerners and to
help balance the regressive sales and property taxes is
to provide an Earned Income Tax Credit to families
that work.
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¢ An Earned Income Tax Credit is not welfare. It is a
tool to help working families get out of poverty.

*  No Southern state has a refundable EITC and only
one—Virginia—has a non-refundable credit. Re-
fundable credits are preferable because they provide
needed cash that can lift some families out of poverty.

* A state-level Earned Income Tax Credit should not
be a partisan issue. At the federal level, the EITC
program has been expanded under Republican and
Democratic administrations.

* The issue for Southern states is to help lessen the
burden of sales and property taxes for working poor
families by taking advantage of the progressive nature
of the income tax.

Endnotes
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idea

Modernize state income
brackets

Each Southern state with an income tax should mod-
ernize its income tax structure by adjusting brackets
and should consider creating a new top rate to pro-
vide progressive balance.

Background

Southern states began implementing individual income
taxes in the first half of the 20™ century. The income tax
structures were progressive by design. That meant an earlier
generation of lawmakers created a system for higher tax
rates on higher levels of income. But since that time,
many of those income tax structures have not been sig-
nificantly altered. While the tax structures were progressive
for 1930s and 1940s incomes, they are now outdated and
act much like a flat tax system (Figure 1). Georgia, for ex-
ample, begins taxing at the top tax rate (6 percent) at just
$7,000 of income for single filers and $10,000 for married
households filing jointly. So in Georgia, just about every-
one who pays income tax has much of their income taxed
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in the top bracket. In contrast, Kentucky, which updated
its rate structure for 2005, has a top tax rate of 6 percent
beginning at $75,000. Prior to those changes, Kentucky’s
top rate started with $8,000 of income.

Income tax brackets in Southern states are
so outdated that they’re much like a flat tax
system.

Southern states are now in a 21% century economy with
21 century incomes. It is imperative for states to mod-
ernize their tax systems for today’s economy by expand-
ing tax brackets and by possibly creating new top rates

to reflect actual conditions of today’s Southern residents.
Making these improvements in state individual income tax
systems will ensure the progressivity of the income tax as it
originally was designed.

No tax system is perfect. But a having a progressive income
tax is a vital part of the overall tax system because it can
offset the regressive nature of other taxes, such as sales and
property taxes, which hurt working families.

Figure 1: Individual income tax structures
Southern state Tax structure (Singles, 2005)
Rate Brackets
Alabama 2% Less than $500
4% 500—3,000
5% $3,000 and above
Arkansas 1% Less than $3,500
2.50% 3,500—7,000
3.50% 7,000—10,500
4.50% 10,500—17,500
6% 17,500—29,200
7% $29,200 and above
Florida None




Figure 1: Individual income tax structures

Southern state

Tax structure (Singles, 2005)

Rate Brackets
Georgia 1% Less than $750
2% 750—2,250
3% 2,250—3,750
4% 3,750—5,250
5% 5,250—7,000
6% $7,000 and above
Kentucky 2% Less than $3,000
3% 3,000—4,000
4% 4,000—>5,000
5% 5,000—38,000
5.80% 8,000—75,000
6% $75,000 and above
Louisiana 2% Less than $12,500
4% 12,500—25,000
6% $25,000 and above
Mississippi 3% Less than $5,000
4% 5,000—10,000
5% $10,000 and above
North Carolina 6% Less than $12,750
7% 12,750—60,000
7.75% 60,000—120,000
8.25% $120,000 and above
South Carolina 2.50% Less than $2,530
3% 2,530—>5,060
4% 5,060—7,590
5% 7,500—10,120
6% 10,120—12,650
7% $12,650 and above
Tennessee None (6% on interest and
dividend income only)
Virginia 2% Less than $3,000
3% 3,000—>5,000
5% 5,000—17,000
5.75% $17,000 and above

Source: Tax Foundation'

Note: Arkansas has an additional tax rate and bracket table for low-income taxpayers.




Updating income tax brackets

States can make several reform measures to improve and
update the individual income tax system. Deductions,
exemptions and earned income credits can be created
and expanded to establish tax floors or thresholds, which
protect poor taxpayers from paying income taxes on
poverty wages, as highlighted in Idea 4 and Idea 6. Updat-
ing state income tax brackets is another measure to make
state tax systems more progressive and more relatable to
the 21% century economy for all taxpayers. While creating
tax thresholds can shield the lowest incomes, broadening
brackets creates a fairer tax on all income.

Tax brackets are structured so that increments of income
(or marginal amounts of income) are subject to differ-
ent tax rates. For example, the first $3,500 of income in
Arkansas is subject to a 1 percent tax rate. The income
between $3,500 and $7,000 is taxed at a rate of 2.5 per-
cent. As income increases, the marginal tax rate continues
to increase until all income over $29,200 is taxed at a rate
of 7 percent (see Figure 1).

Case study: Georgia

Broadening the brackets means that higher marginal tax
rates will occur at higher levels of income. An illustration
can be seen in Georgia’s income tax system. Broadening
the brackets, as demonstrated in Figure 2, would stretch
the tax brackets to make lower increments of income
subject to a lower tax rate. Under the current system,
single filers are taxed at 1 percent for the first $750 of in-
come. At $750, the tax rate increases to 2 percent, so that
the income between $750 and $2,250 is taxed at 2 per-
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cent. In the expanded brackets example in Figure 2, the
first $2,500 of income for single filers would be taxed at 1
percent. The next $1,250 of income (i.e. income between
$2,500 and $3,750) would be taxed at 3 percent.? Figure

3 shows the change in a single filer’s income tax liability
under the new brackets. With broader brackets, the single
taxpayer with $20,000 of taxable income has a 5.6 percent
drop in taxes.

If Georgia were to modernize its tax brackets,
a family with $20,000 of taxable income
would pay $57 less in state taxes every year.

The Georgia example also removes the marriage penalty
that currently exists in the Georgia income tax structure.
Removing this bias makes the system more neutral, and
could be included among the broadening reforms.

Increasing progressivity

While broadening income brackets and making other
bracket reforms will make the income tax more progres-
sive and neutral, it will also cause revenues to decrease. To
ensure that revenues remain at an adequate level, those
states that broaden income tax brackets should also con-
sider creating a new top tax rate. Enacting a new top tax
rate can make this progressive tax reform revenue neutral,
while again increasing the progressivity of the tax structure.

Enacting a new top tax rate can make this
progressive tax reform revenue neutral, while
again increasing the progressivity of the tax
structure.
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Figure 2: Georgia income tax brackets, current and

expanded
Current tax brackets Expanded tax brackets
Mﬁa;ried Married filing
Tax rate Single s Tax Rate Single jointly/Head
ey of Household
HH
1.00% $0 $0 1.00% $0 $0
2.00% $750 $1,000 3.00% $2,500 $5,000
3.00% $2,250 $3,000 4.00% $3,750 $7,500
4.00% $3,750 $5,000 5.85% $7,000 $14,000
5.00% $5,250 $7,000 7.10% $35,000 $70,000
6.00% $7,000 $10,000

Source: Institute on Taxation and Economic Policy’

Note: The new brackets remove the marriage penalty that exists in the current

Georgia tax brackets.

Figure 3: Hypothetical Georgia taxpayer

Income Tax rate Tax Income Tax rate Tax
?7’ Stg 1.00% $7.50 35352(,);50 1.00% $25.00
$$725;)5tg 200% | $30.00 %35 (;(; 5" 3.00% $37.50
%323; (;0 3.00% $45.00 $‘;’£77 ‘:’)g (;O 4.00% $130.00
35;57 ;g Oto 4.00% $60.00 $$7 2’%?8050 5.85% $760.50
35;7232 50 5.00% $87.50
$$7 2’%?3050 6.00% | $780.00
Total Tax: $1,010.00 | Total Tax: $953.00

Source: Authot’s calculations
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The example provided on the opposite page for Georgia
includes a new top rate of 7.1 percent to make the brack-
et reforms revenue neutral. Approximately 19 percent

of Georgia taxpayers would reach the new top tax rate.
While this new bracket would raise taxes for a minority
of Georgians, those increases might not be as high as
one might think. First, the top rate (7.1 percent) occurs
at $35,000 of taxable income for singles and $70,000 for
married taxpayers filing jointly and head of households.
Again, that is a marginal rate.

Thus, if a married taxpayer had $72,000 of taxable in-
come, only $2,000 would be taxed at 7.1 percent (i.e. the
income between $70,000 and $72,000). The difference in
taxing that $2,000 at the current 6 percent rate and the
new 7.1 percent rate would be $22. Another example:

a married taxpayer with $100,000 of taxable income
would pay about $330 more per year—Iless than a dollar a
day—in state income taxes.

If Georgia were to add a new higher tax
bracket, a family with $72,000 of taxable
income would pay only $22 more in state
taxes every year. A family with $100,000 of
taxable income would pay only about $27
more per month in state taxes.

It’s also important to note that the $35,000 and $70,000
benchmarks are taxable income—which means deduc-
tions and exemptions have been taken out of earned
income. Bottom line: Single taxpayers could earn up to
$41,750 before hitting the top rate. Likewise, martried/
head of household taxpayers could earn up to $95,000
before having taxable income of $70,000.*
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For many higher-income taxpayers, the higher state tax
liability would be somewhat offset by a decrease in federal
tax liability. In other words, since state income taxes can
be taken as a deduction when itemizing on federal tax
returns, the increased state income tax would cause 2
decrease in federal taxes. And like all other taxpayers, they
would receive the same benefits of broader tax brackets
with income taxed at lower marginal rates until reaching
the top bracket.

Creating a more progressive, modern income tax

In 2005, Kentucky reformed much of its tax system,
including the individual income tax structure. The Blue-
grass State updated its income tax structure by broaden-
ing brackets and expanding the low-income tax credits.
Kentucky did not increase its top tax rate, but performed
income tax reform in combination with reforms through-
out the tax code.

Southern states should improve upon the
steps taken by Kentucky and modernize their
rates and brackets to ensure a truly progressive
income tax structure.

Southern states should improve upon the steps taken by
Kentucky and modernize their rates and brackets to en-
sure a truly progressive income tax structure. As discussed
elsewhere in this publication, the combination of state
and local taxes throughout the South creates a regressive
tax system. Sales taxes, in particular, fall more heavily on
low- and moderate-income taxpayers than higher earn-
ers. Protecting and enhancing the progressive structure of
the income tax system is vitally important to balancing
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the regressive sales and property taxes, and thereby, lessen-
ing the overall regressivity of the state and local tax system.
In addition, Tennessee and Florida, which do not have
broad-based individual income taxes, should consider the
benefits of this progressive element in the overall state
tax system.

Talking points

*  When lawmakers from the 1930s to 1950s implement-
ed state income taxes, they adopted the tools as ways
to generate more state revenue and to make the state’s
taxing structure more progressive. This new tool helped
to balance aspects of sales and property taxes that put
more of an income burden on working families.

* Through the years, the South’s economy has changed,
but its governments haven’t changed the income tax
structure to keep up with the times.

» If states want to recapture the progressive structural
benefits provided in the early days of the income tax,
they need to change the brackets to reflect modern
wages. And they should consider adding a new top
rate to protect revenues and make the tax system even
more progressive.

Endnotes

! "Tax Foundation. “State Individual Income Tax Rates.” December 31, 2005.
www.taxifoundation.org/ files/ 7ee86c80446a80711759478 7117 fbba5 . pdf-

2 Davis, Kelly. Analysis for the Georgia Budget and Policy Institute. Institute
on Taxation and Economic Policy. April 2006.

* Ibid.

* 1bid.
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idea

Deal with hidden
income tax increases

Each Southern state with an income tax should modify its
tax policies to account for inflation to preserve long-term
fairness and reduce back-door inflationary tax hikes.

Background

The federal government indexes income taxes for infla-
tion. In other words, every year the income tax changes
slightly to account for inflationary increases in the cost
of living. Adjusting the income tax structure for inflation
protects taxpayers from having a tax increase without
having a true increase in income. Unlike the federal gov-
ernment, not all states account for the effects of infla-
tion in their income tax codes. The result: 2 hidden tax
increase. Taxpayers can get higher tax bills even though
incomes have not really risen and tax rates have remained
unchanged.

Consider an example of a taxpayer living in Mississippi
who receives a 3 percent salary increase the same year in-
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flation is 3 percent. The taxpayer’s raise offsets this higher
cost-of-living, or inflation of 3 percent. But this increase
in salary really doesn’t represent a real increase in income
or well-being because everything costs 3 percent more.

In the meantime, Mississippi does not account for infla-
tion in its income tax structure. The taxpayer is treated as
if he had a salary increase of 3 percent without regard to
increased cost-of-living. In turn, the taxpayer could pay

a higher income tax bill—even though neither the state’s
tax rates nor the livelihood of the taxpayer changed.
Thus, the state could raise taxes on the taxpayer in a com-
plex but hidden manner.

If states don’t index their income tax for
inflation, you end up with a hidden tax
increase—a slightly higher tax bill even if
your income doesn’t change and the income
tax rates don’t change.

To avoid this problem, Southern states should consider
adopting a variety of strategies that will account for infla-
tion in state tax codes. These strategies would improve
the fairness and transparency of state personal income taxes.
While these strategies improve the tax system in certain
respects, they will cost the state money since income tax
collections will not rise with inflation. Thus, these strate-
gies should not be enacted in isolation, but rather should
be part of comprehensive tax reform that balances the
revenue losses.

Inflation and personal income taxes

State income tax structures create Zax thresholds, which set
a point at which residents start paying taxes. For example,
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Louisiana’s fax threshold was $16,400 in 2005 for a family
of fout. So in Louisiana in 2005, families of four with
income below $16,400 did not owe state income taxes.'

Standard deductions, personal exemptions and tax credits
within state income tax systems create these zax thresholds
by making a certain amount of income nontaxable. These
provisions not only protect the lowest incomes from taxa-
tion and help make the income tax a progressive tool, but
they also go to other taxpayers as well to exempt a certain
amount of income from taxation.

The failure to control for inflation can push
people into higher tax brackets and erode
the value of standard deductions, personal
exemptions and tax credits over time.

Most Southern states peg deductions, exemptions, cred-
its and tax brackets to fixed dollar amounts. The failure
to control for inflation can push people into higher tax
brackets and erode the value of standard deductions, per-
sonal exemptions and tax credits over time. An example
of the erosion of exemptions can be found in Geot-

gia. Since 1998, Georgia’s personal exemption has been
$5,400 for married joint filers. Accounting for inflation,
the $5,400 exemption in 1998 should have risen to around
$6,470 in 2005.% Since Georgia does not index for infla-
tion, however, the exemption remained at $5,400 and tax-
payers in 2005 were not receiving the same benefit from
the personal exemption as they did earlier (Figure 1).

Who pays for inflationary tax increases?

Inflationary tax increases most directly impact low- and
middle-income taxpayers. Unlike affluent taxpayers who
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Figure 1: Georgia’s personal exemption, 1998 and 2005

$6,600
$6,400
$6,200
$6,000
$5,800
$5,600
$5,400
$5,200
$5,000
$4,800

2005

1998 1998 2005

If indexed for inflation  Actual (i.e., not indexed)

already pay the highest tax rate, low- and middle-income
taxpayers can be forced into higher tax brackets or past
the tax threshold as a result of inflation.? For example, an
analysis of inflationary tax increases in Georgia found
income taxes would have been $170 million lower in 2004
if Georgia had indexed features of its income tax to infla-
tion since 1998. The bottom 40 percent of taxpayers in
income bore the bulk of that tax increase, when measured
as a share of income.*

If states don’t adjust the income tax for
inflation, they can force low- or middle-
income earners into higher brackets, which
makes them pay even more in income tax.

Allowing unintentional but hidden tax increases is even
morte troublesome in the South since Southern states
already have some of the nation’s lowest Zax thresholds
(Figure 2). In 2005, for example, eight of the nine South-
ern states with income taxes taxed four-person families
with incomes below the federal poverty level. South Caro-
lina was the only state not to do so. Tax liabilities ranged
from $11 in Mississippi to $538 in Alabama. (It should be
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noted that Alabama recently raised its Zax threshold signifi-
cantly from $4,600 to $12,600.) Furthermore, the growth
in the tax liability of poor Southern families over the past
decade has outpaced inflation in five Southern states:
Alabama, Arkansas, Louisiana, Mississippi and Virginia.®
Because these fax thresholds are pegged at fixed dollar
amounts, inflation steadily has left more poor families ow-
ing more and more in state income taxes.

Figure 2: Tax thresholds and tax liability for poor 4-person
families, 1994-2005, Southern states

1994 2004 2005

Tax bill Tax bill Tax bill

State | Threshold | at poverty | Threshold | at poverty | Threshold | at poverty
($15,141) ($19,311) ($19,961)

AL $4,600 $348 $4,600 $513 $4,600 $538

AR $10,700 $214 $15,500 $403 $15,900 $406

FL -- -- -- -- -- --

GA $11,100 $116 $15,900 $89 $15,900 $112

KY $5,000 $499 $5,600 $652 $19,400 $78

LA $11,000 $83 $15,900 $168 $16,400 $178

MS $15,900 $0 $19,600 $0 $19,600 $11

NC $13,000 $128 $19,400 $0 $19,400 $39

SC $16,800 $0 $25,200 $0 $27,000 $0

TN -- -- -- -- -- --

VA $8,200 $217 $18,900 $425 $19,400 $389

Threshold is the level at which a family starts owing state income taxes. The tax bill shows what a
family of four at the poverty level owed in state income taxes. Florida and Tennessee do not levy
petsonal income taxes. Source: Center on Budget and Policy Priorities

Eight of nine Southern states with income
taxes made families of four pay income taxes
when they had incomes below the poverty
line.

Consider the experience in North Carolina. During the
1990s, policymakers decided four-person families with
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incomes below the poverty level should not owe state
income taxes. The state set a higher zax threshold—a higher
point at which families started owing taxes—to shield
these poor families from income taxes. But Tarheel State
lawmakers did not adjust that threshold for inflation. As

a result, inflation gradually pushed four-person families
with incomes below the poverty level above the adjusted
threshold, and in 2005, these families again owed state
taxes.®

States have several policy options

States have several policy options available to address the
issue of inflationary tax increases, including indexing the
following income tax components (Figure 3):

Figure 3: Southern states indexing for inflation
Tax brackets ez::jgzzln jgjifzgi Tax credits
AL
AR Yes Yes
FL No income tax
GA
KY
LA
MS
NC
SC Yes Yes Yes
TN No broad-based income tax
VA | | | Yes
Source: Federation of Tax Administrators

* Tax brackets. States can index their tax brackets
for inflation so brackets are set at a slightly higher
dollar amount every year (Figure 4). South Carolina,
for example, links the state brackets to the federal
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tax code, which bases its inflation adjustment on the

Bureau of Labor Statistics’ Consumer Price Index.
South Carolina adjusts its brackets using the federal
standards, but limits the inflation adjustment to one-
half of the federal adjustment and less than 4 percent
annually.” While indexing brackets to inflation allows
brackets to keep pace with the economy, it does not

reverse the years of neglect when such indexing did
not occur. For example, Arkansas began indexing

its brackets in 1999. So from 1999 until today, the
brackets have kept pace with the economy. But from
1971 (when the brackets were last reformed) to 1999,
the brackets were not indexed and lost a great deal of
their progressivity. As discussed in Idea 5, broadening
brackets is the first step towards a better income tax,
one which is progressive for today’s economy rather
than that of the 20" century. After broadening
brackets, indexing them for inflation will keep the
brackets current and modern for the years ahead.

Figure 4: Arkansas indexed income tax brackets

Tax Rate 2004 Tax Brackets 2005 Tax Brackets
1% $0 to $3,399 $0 to $3,499
2.5% $3,400 to $6,799 $3,500 to $6,999
3.5% $6,800 to $10,299 $7,000 to $10,499
4.5% $10,300 to $17,099 $10,500 to $17,499
6.0% $17,100 to $28,499 $17,500 to $29,199
7.0% $28,500 and over $29,200 and over

Source: Arkansas Department of Finance & Administration

Personal exemptions and standard deductions.

Personal exemptions and standard deductions are the
components of a tax system that create a fax threshold,
as discussed above. Personal exemptions are provided
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to taxpayers and their dependents in recognition of
the increased costs of having a larger family. For
example, a single mother with two children may take
three exemptions, one for herself and one for each of
her dependents. The standard deduction is available
to taxpayers who do not itemize deductions on their
federal income taxes and provides a varying amount
for single filers, married filing jointly, and head of
household. The federal government began indexing
both personal exemptions and standard deductions
for inflation in the Tax Reform Act of 1986.%
Numerous states across the nation have also indexed
these features to ensure the Zax threshold increases
annually with the cost-of-living. South Carolina, for
example, offers an indexed deduction for taxpayers
with children under age 6 equal to the federal
personal exemption, if the state has enough revenues
to allow this revenue loss. Since the South Carolina
deduction links to the federal exemption (which
indexes for inflation), the deduction is automatically
indexed for inflation.

Tax credits. Tax credits can assist taxpayers with
certain activities, such as child care, or can work
with personal exemptions and standard deductions
to create a higher zax threshold. Tax credits are a final
component of state income tax systems that can
be indexed to inflation. Arkansas, for example, has
a small personal tax credit for elderly or disabled
taxpayers that is indexed annually, but only if the
budget allows. The tax credit increased from $20

in 2004 to $21 in 2005.” Another example is the
state Harned Income Tax Credit, which is outlined
in detail in Idea 4. Nineteen states and the District
of Columbia offer a state-level Earned Income Tax
Credit (EITC) based on the refundable federal tax
credit for working-poor families. Since the federal
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EITC is indexed to inflation, states that piggyback
on the federal EITC will also adjust for inflation.
Thus, the credit will increase every year to shield low-
income working families from tax increases. In tax
year 20006, Virginia will become the first Southern
state to offer a state-level EITC.

By automatically increasing the value of these tax fea-
tures, policymakers can avoid situations like North Caro-
lina’s where inflationary increases reversed an intentional
policy decision to end the tax liability of poor families.
Such a strategy not only would make states tax systems
fairer, but it also would make the system more transparent
since hidden tax increases would be removed.

Indexing the income tax to inflation can
make state tax systems fairer and more
transparent because it would remove hidden
tax increases.

While all of these strategies could improve the fairness and
transparency of state tax systems, they come at a cost to
states. Indexing for inflation will restrict the current hid-
den, inflationary tax increases that currently provide states
with increased income tax collections. In addition, linking
to the federal tax code puts state revenues at risk since
changes at the federal level will ripple through the state
tax system and affect revenues.

But the policy intention of shielding taxpayers from
inflationary tax increases is valuable. It is, however, critical
for state leaders to protect the adequacy of funds by offset-
ting the revenue declines caused by these approaches. As
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discussed in Idea 5, adding a new top income tax rate is
one way to offset the revenues lost due to inflationary
reforms. There are other reform options available, such
as expanding the sales tax base to include services (Idea
2) that also would offset the lost income tax revenues
through increases in other revenue streams. Adjusting for
inflation within the tax code should be part of compre-
hensive tax reform, which will protect and enhance the
adequacy of funds while maintaining the gains in fairness
achieved through these inflationary improvements.

Case study: Alabama makes strides, but misses
out on inflation solution

Alabama’s legislature and governor passed significant in-
come tax reform in 2006 by moving the zax threshold from
$4,600 to $12,600 for a family of four.'” These gains,
which will begin in 2007, provide the largest tax breaks

to those with the lowest incomes and make Alabama’s
income tax more progressive. While the improvements in
Alabama are considerable, the final legislation did not
include indexing deductions and exemptions for inflation.
The original legislation (HB 292) linked state personal ex-
emptions and standard deductions to the federal amounts.
This provision would have annually increased those ex-
emptions and deductions, and thus the threshold, but was
removed prior to final passage. Without the link to the
federal code, and thus to inflation-adjustment, Alabama
will face the same problems encountered in North Caro-
lina and will have to continually update its zax threshold

in future years if it wishes to shield poor residents from
income taxes.
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Deal with inflationary increases by indexing
income taxes

By failing to account for inflation in income tax codes,
many Southern states have allowed hidden, inflationary
tax increases to occur. Individuals whose incomes have
not grown apart from cost-of-living adjustments often
find themselves paying higher tax bills—even though
their incomes really have not changed and tax rates have
remained steady. There are, however, compelling and
pragmatic measures for states to address this problem and
improve the fairness and transparency of state income tax
systems. Indexing components such as brackets, personal
exemptions, standard deductions and tax credits for
inflation will allow states to maintain their zax thresholds
and automatically shield those with the lowest-incomes
from unintended tax hikes. It’s important for lawmakers
to recognize that these improvements should be part of
comprehensive tax modernization and reform to ensure
the adeguacy of revenues.

Talking points

e When the cost of living rises due to inflation, the
federal government automatically adjusts the income
tax to take rising prices into account so people don’t
face annual hidden tax increases.

e South Carolina, Arkansas and Virginia are the only
Southern states to adjust parts of their income tax
for inflation. In other states, taxpayers who get cost-
of-living salary increases that allow them to keep up
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with higher prices are penalized because their home
states do not index for inflation. This is a hidden tax
increase.

e States across the South can take proactive steps
to halt hidden income tax increases every year by
indexing their state income tax for inflation.

e Indexing the income tax for inflation is just plain
common sense because it keeps the level of income
taxation about the same, instead of the slow, silent
rise that otherwise occurs.

e States shouldn’t have tax structures that take
advantage of cycles of inflation just to generate more
revenue. State leaders need to be forthright with
people about tax structures so taxpayers will have
more confidence in the system.

Endnotes
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idea

Rethink tax relief
based on age alone

Each Southern state should redesign tax codes to
provide fair tax treatment to seniors so benefits are
based on ability-to-pay instead of age alone.

Background

All Southern states offer preferential' tax treatment to
senior citizens who are 65 and older. The most common
strategies include income tax exclusions for Social Secu-
rity and pension income, higher standard deductions or
personal exemptions for income taxes, and property tax
breaks, such as higher homestead exemptions.

Typical senior tax preferences include tax
exclusions, higher tax deductions and

property tax breaks.

These tax relief measures generally were adopted at a
time when the South’s elderly population was smaller and
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more likely to be poor than today. Significant improve-
ments to the socioeconomic well-being of senior citizens,
coupled with the upcoming retirement of the baby boom-

er generation, have called into question the wisdom of
such tax relief measures. Southern leaders should revisit

state tax preferences targeted to seniors to ensure they still

achieve worthy policy goals, generate an adequate flow of

revenues and treat all taxpayers fairly.

Figure 1: Select senior tax preferences in Southern states
Full exemption . Addefl
k Private exemption
of Social . . Property
State . pension or higher
Security . tax benefits
. exemption standard
income .
deduction
AL X X X
AR X X
FL N/A N/A N/A X
GA X X X X
KY X X X
LA X X X
MS X X X X
NC X X X X
SC X X X X
N N/A N/A N/A X
VA X X X
Note: FLL and TN have no personal income tax. Source: Center on Budget and
Policy Priorities

Tax preferences for seniors in the South

Along with savings and investment, two major sources

of retirement income are Social Security and pensions.
Workers contribute to the federal Social Security program
throughout their careers by having a portion of each
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paycheck go to the Social Security Administration. Upon
retirement, workers receive Social Security payments from
the federal government based on their earnings over the
years. In addition, many retirees receive pension payments
from past employers.

Southern states provide special tax treatment to both
sources of retitement income, as shown in Figure 1.2
Each of the nine Southern states with an income tax fully
exempt Social Security benefits, and eight states exempt
some or all private pension income. In addition, six states
offer seniors a higher personal exemption or standard de-
duction on income taxes. For example, taxpayers over age
65 in Mississippi receive an extra $1,500 exemption on
income taxes. Seniors also receive preferential treatment
on property taxes in every Southern state except Arkansas
and Louisiana.

Special tax treatment for seniors creates
inequities between elderly and non-elderly
taxpayers.

Is there a need for special treatment?

Senior tax relief measures were adopted decades ago
“when elder poverty was much more widespread in the
United States than today” and “it seemed reasonable
...for states to attempt to relieve the tax burden on the
elderly.”? Since the creation of these relief tools, broad
social and economic changes have occurred nationally
and the condition of seniors is not what it once was. Pov-
erty among seniors has declined sharply over the past 30
years. According to the U.S. Census Bureau, the national
proportion of seniors living in poverty declined from 24.6
percent in 1970 to 10.2 percent in 2003—a lower rate
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than the poverty rates of either children or non-elderly
adults.* When compared to historical counterparts, today’s
seniors generally have higher incomes and greater wealth.’

Such trends mean state tax relief measures based on age
alone are not necessarily targeting those taxpayers in need
anymore. Consider a tax break that goes to all seniors,
regardless of ability-to-pay. A senior with $100,000 can
receive the tax break, while a non-senior making $20,000
does not. Since the senior Zax preferences are based on age
rather than need, they shift the tax obligation to non-el-
derly, including low-income non-elderly taxpayers. These
senior tax breaks can even create distortions between
taxpayers of similar income since the measures are often
based on age alone.

Figure 2: Average effective income tax rates in
Virginia, 2002

Effective Income Tax Rate
Income Range Seniors Non-Seniors
All Income Groups 1.29% 2.99%
$0 to $20,000 0.01% 1.08%
$20,000 to $30,000 0.26% 2.90%
$30,000 to $50,000 0.64% 3.57%
$50,000 to $100,000 1.93% 4.01%
$100,000 to $200,000 3.28% 4.43%

Source: Georgia State University®

Figure 2 offers an illustration of how senior Zax preferences
create inequities between the elderly and non-elderly. As
shown, seniors in Virginia experienced a lower effective
tax rate than non-seniors at every income level studied

in 2002.7 Effective tax rates are the actual tax rates expe-
rienced by a taxpayer. For example, the income tax rate
might be 6 percent, but after exemptions and credits, the
effective, or real, tax rate that a taxpayer actually experi-
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ences is 3 percent. Since 2002, Virginia has scaled back

some of the senior tax exemptions for wealthier seniors
and the effective tax rate should be closer for higher in-
come seniors and non-seniors.

Is there a cost?

The need for senior tax relief has changed over time. So
has the cost. A recent study by the Center on Budget and
Policy Priorities, a think tank in Washington, D.C., esti-
mated the cost of senior fax preferences in four Southern
states: Kentucky, Louisiana, Mississippi and North Caro-
lina (Figure 3).® Tax preferences for pension income and
Social Security benefits cost the four states approximately
$1 billion. The cost ranged from $12.6 million in Louisi-
ana to $494 million in North Carolina. When expressed
as a share of general fund revenues, the cost was relatively
small in Louisiana, but much higher in the three other
states. In Mississippi, for example, the cost of senior Zax
preferences equaled 5.2 percent of general fund revenues.

Figure 3: Cost estimates for select senior tax
preferences, Southern states

. Pension Annual Social Total of % of
Estimate . Annual cost .
State prefer- cost Security L available general fund
year - (millions) .
ence (millions) | preference estimates revenues
KY 2004 X $235.1 X $71.6 | $300.7 4.3%
LA 2004 X $12.6 $12.6 0.2%

MS 2005 X see note X $203.3 | $203.3 5.2%

NC 2004 X $314.8 X $179.2 | $494.0 3.4%

Note: Cost of pension preference in MS is included in cost of Social Security prefer-
ence. Source: Center on Budget and Policy Priorities

The cost of special tax treatment for senior citizens likely
will increase along with the anticipated growth of the
nation’s elderly population. By 2030, according to Cen-
sus Bureau projections, 20 percent of all Americans will
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be at least age 65 or older.” The South will be especially
affected by society’s aging, as Southern states have expe-
rienced some of the nation’s largest percentage increases
in senior citizens.'” By 2030, the share of each Southern
state’s population that is age 65+ will range between 27.1
percent in Florida and 15.9 percent in Georgia (Figure 4).

Figure 4: Percent of population age 65+, 2005 vs. 2030, South
State 2005 Population 2030 Population
AL 13.3 21.3
AR 13.8 20.3
FL 17.2 27.1
GA 9.6 15.9
KY 12.5 19.8
LA 11.9 19.7
MS 12.2 20.5
NC 11.9 17.8
SC 12.5 22.0
TN 12.5 19.2
VA 11.5 18.8
Source: U.S. Census Bureau

With more seniors, there will be more taxpayers tak-

ing advantage of senior zax preferences. In Mississippi, for
example, the cost of senior zax preferences is expected to
jump from 5.2 percent of general fund revenues to 9.3
percent, based on 2004 costs with the projected 2030
senior population. Kentucky, meanwhile, will see its costs
rise from 4.3 percent of general fund revenues to an esti-
mated 7.5 percent in 2030." A study of Georgia’s tax sys-
tem found that senior income Zax preferences would lower
income tax collections by 3 percent every year from 2000
to 2005. The loss in revenue would double after 2005, and
Georgia would lose 6 percent of income tax revenues to
senior zax preferences every year from 2005 to 2015.'* Simi-
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larly, Virginia would lose 5.3 percent of income tax col-
lections every year from 2005 to 2015 because of senior
income Zax preferences.

The cost of special tax relief for senior
citizens likely will increase in the South as the
region is expected to add millions of elderly
residents in the next 26 years. If state leaders
continue to provide such zax preferences, the
burden on state budgets will dramatically
rise.

While these states are losing potential revenue due to an
increased senior population, they will also likely experi-
ence increased costs of services used by seniors. These
services include Medicaid, departments of aging and
health care costs for retired state employees. One recent
study of these three areas in North Carolina found that
applying current spending levels to the estimated elderly
population in 2030 would require an additional $2.7 bil-
lion in state spending.'

Seniors: Boon or drain on state coffers?

The unprecedented demographic shifts remaking the
nation and region have left analysts and public officials
unsure of the impacts an aging society will have on state
coffers. Some argue a large elderly population will drain
state resources because of the high levels of medical care
demanded by elderly residents and the fact that many
seniors no longer work. Other observers look at the ag-
ing of society as a positive development because seniors
tend to have higher levels of net worth and little need for
expensive public education.
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The truth likely lies somewhere in between and depends
on the size, proportion and composition of a state’s
eldetly population." Younger seniors (ages 65-74) tend to
be healthier than older peers and have higher incomes and
greater wealth. A population with many younger seniors
may actually be a benefit from a state fiscal perspective.
The situation changes for older seniors, especially those
over the age 85. Older seniors tend to be in worse health,
have lower incomes and have less wealth as a result of
having spent down their savings in retirement.

Consider net worth. In 2000, the median net worth of
households headed by an individual older than age 65
equaled $108,885. Households headed by a senior be-
tween the ages of 65-69 had a median net worth of
$114,000, compared to a median net worth of $100,100
for households led by someone over the age of 75. Re-
gardless of age, however, most of a senior household’s
wealth is tied up in housing equity. When housing wealth
is excluded, the median net worth of elderly drops to
$23,369."

Observers who argue seniors are beneficial to state cof-
fers often say senior tax exemptions and other incentives
targeted to older adults should be used to attract seniors
into a state. Studies, however, consistently find “most
older people do not move” and that roughly half of all el-
detly movers remain in the same county.'® If policymakers
wish to benefit from the perceived positive demographic
characteristics of eldetly citizens, they may want to focus
on attracting younger workers who then will remain in
the area for retirement and “age in place.”!” This means
investing in the amenities—such as affordable housing,
good infrastructure and high quality schools—valued by
younger workers who likely have school-aged children.
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Better ways to help seniors

If the purpose of tax breaks for seniors is to allevi-

ate poverty among the elderly, current benefits miss the
mark. Because age and poverty are no longer inextricably
intertwined, many existing senior tax advantages flow to
older taxpayers with high incomes. As a consequence, the
tax obligation shifts to non-seniors, including low-income
taxpayers.

If the purpose of special tax treatment for
seniors is to alleviate poverty among the
elderly, current benefits miss the mark.

To restore balance and help the intended beneficiaries,
states should provide tax benefits on the basis of income
rather than age alone. As an added bonus, income-based
preferences would benefit non-elderly lower-income
households. While the exact policy changes would depend
on each state’s tax code, five general options appear wor-
thy of consideration:'®

* Social Security. States should consider adopting the
federal standard for the taxation of Social Security
income or limiting the Social Security exemption
to taxpayers within certain income ranges. The
federal government starts taxing Social Security for
individuals with combined income over $25,000 and
for couples with income over $32,000. Connecting tax
relief to income ensures benefits go to those seniors
who truly have a limited ability-to-pay.
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e Pension income. States should establish income
limits for the exemption of pension income. Virginia,
for example, recently changed its tax code to phase
out the pension exemption for single taxpayers with
incomes of more than $50,000, and for joint filers
with incomes above $75,000.

* Age-based exemptions. States might want to
convert age-based personal exemptions to higher
standard deductions available to all ages. This reform
would provide more relief to low- and moderate-
income taxpayers regardless of age.

* Property tax benefits. States could link property tax
benefits to income-based criteria (e.g. circuit breaker
program; see Idea 9).

* Eligibility Age. States should consider setting the
eligibility for age-based zax preferences above the age
of 65. For example, people older than age 75 are
more likely than those between 65-74 to be poot, so
a preference designed to alleviate poverty might be
more effective if set at an older age.

While reforming senior fax preferences might appear politi-
cally impossible, Virginia made progress in 2004 as part
of alarger statewide tax reform package. State lawmak-
ers in Virginia reduced senior tax breaks by phasing out
income tax exemptions going to seniors with income of
$50,000 for singles and $75,000 for couples. The senior
tax reforms gained the support of leaders from both
political parties as well as the AARP."
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Revisit senior tax relief measures

States adopted preferential tax treatment for senior
citizens when senior citizens were more likely to be poor
than today’s seniors. As a result, benefits now go to many
unintended senior taxpayers who qualify on age rather
than income. The conditions of seniors have changed, yet
the 7ax preferences have remained the same or even grown
in certain states.

To ensure that tax benefits go to senior taxpayers truly
in need, states should revisit how they give tax relief to
seniors and tailor specific measures for seniors in the
21 century. Fazrness in taxes should not be based on age
alone, but rather, on ability-to-pay among taxpayers of any

age.

Talking points

e Through the years, states adopted specific measures
to provide favored tax treatment to seniors to help
them, in part, get out of poverty.

e But over the years, the senior population has changed.
Not as many seniors are in poverty. In fact in recent
years, seniors have had a lower poverty rate than
children and non-senior adults.

e It makes common sense to review tax breaks for
seniors to see if they’re still needed. And if they are,
they should be provided on ability-to-pay, not just
because they’re older taxpayers.
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idea

Eliminate corporate tax loopholes

Each Southern state should review and update its
income tax structures for businesses to eliminate
corporate tax loopholes to promote fairness.

Background

Southern states have historically taxed corporations on
their income, or profits for similar reasons to taxing
individuals. Corporations, like people, use government
services, such as schools that train the workforce. Forty-
six states, including every Southern state, have a corporate

Every Southern state has corporate income
taxes. Likewise, every Southern state has
corporate income tax loopholes that some
companies take advantage of to avoid their
corporate tax responsibilities.

income tax to allow corporations to contribute to the cost
of schools, universities, courts and other government
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services. While the corporate income tax is not as large of
a revenue source as the individual income tax or sales tax,
it has long been part of tax systems throughout the South
and has provided another element of diversity to comple-
ment other taxes.

In recent years, state corporate income tax revenue has
declined so much that there is considerable debate about
whether states should continue to tax corporate incomes
at all. There are several causes for the decline of the cor-
porate income tax, including the use of income tax loop-
holes by some multi-state corporations. Loopholes are
anomalies or inconsistencies in a state’s tax system—some
intentional, others not—that companies use to escape or
lower their state corporate income taxes. These loopholes
cause decreases in state revenues. But just as importantly,
they cause unfairness in the tax system because companies
not using the loopholes have a higher tax burden than
those who game the system.

Just like individuals who avoid taxes, corporations that
take advantage of weaknesses in the tax code are shifting
the burden and cost of state services to other businesses
and creating an unfair tax system. If states do away with
corporate income tax, that’s one thing, But until they do,
businesses across the board should be treated fairly. Small
corporations, for example, shouldn’t be forced to pay the
same tax that larger corporations or multi-state corpora-
tions avoid.

Just like individuals who avoid taxes,
corporations that take advantage of
weaknesses in the tax code shift the burden
and cost of state services to other businesses
and create an unfair tax system.
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States need to ensure their corporate taxing structure
avoids including anomalies and inconsistencies that can
be exploited and cause smaller, in-state businesses to pay
more corporate taxes. Southern states have an opportu-
nity to strengthen their corporate income tax by updating
their tax code and enacting new requirements to close tax
loopholes. While corporate tax reforms will not com-
pletely reverse the tax’s deterioration, they will improve
the adequacy and fairness of the corporate income tax.

The intentional and unintentional tax decline

State corporate tax revenues have declined nationwide
over the past few decades. While state corporate tax col-
lections have fluctuated with the business cycle, they have
declined to a fundamentally lower level when measured

as a percent of reported corporate profits, falling from
6.6 percent in 1980 to 4.0 percent in 2000." This national
trend has hit many Southern states. Recent research found
that South Carolina, for example, had a “very large di-
vergence” between the growth in state corporate income

taxes and the growth in gross state product from 1980 to
2000.2

The causes for the decline in corporate income taxes

are numerous, including some that were intentional and
others that were not. Two intentional causes include state
efforts to provide more kinds of corporate structures and
to provide special tax credits to some companies.

First, states across the nation have legislatively encour-
aged the rise in more pass-through small business struc-
tures, such as S corporations, limited-liability corporations
(LLCs) and limited-liability partnerships (LLPs). While
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states have taxed traditional C Corporations through
corporate income taxes, most states have chosen to tax S
Corporations, LL.Cs and LLPs through individual income
taxes. These corporations are often called pass-through
entities because profits and losses are “passed-through”
to the shareholders, who pay income taxes on profits and
get credits for losses. As more companies have incorpo-
rated as pass-through entities, state revenues have shifted
away from corporate income taxes and into the individual
income tax collections.

Another intentional cause of decline in corporate income
taxes is the use of corporate tax credits by states. States
widely have increased the use of tax credits as an eco-
nomic development strategy to lure new businesses and
assist growing establishments. These corporate income
tax credits reduce tax liabilities for activities such as job
creation or investment, as discussed further in Idea 10.

Corporate tax loopholes diminish tax revenue
in every Southern state by at least $72
million a year.

While granting corporate tax credits and promoting the
use of more small business structures can be seen as in-
tentional by states, corporate tax loopholes can be viewed
as unintentional mechanisms for corporations to avoid
corporate income taxes. These tax loopholes allow cor-
porations to escape a portion of their state corporate tax
liability by shifting money to states with lower taxes or by
finding ways to make money non-taxable. Corporate tax
loopholes have diminished the adequacy and fairness of cor-
porate taxes and helped to foster the creation of a costly,
inefficient use of resources for tax-planning purposes.
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Adequacy. According to estimates by the Multistate
Tax Commission, corporate tax loopholes and tax
sheltering—the “sheltering” of income from taxa-
tion—diminished state tax revenues in every Southern
state in Fiscal Year 2001, as shown in Figure 1. The
loss in revenue ranged from a high of $554 million

in Florida to a low of $72 million in Alabama in
2001.° The loss due to tax sheltering was a significant
share of possible collections. For example, if Mis-
sissippi were able to collect all of the revenue lost to
sheltering, the state’s corporate tax revenues would
have been 42 percent higher than their actual 2001
levels. These tax losses include multiple tax sheltering
schemes, both domestic and international, some of
which states corrected since 2001. Southern states can
improve the adequacy of their corporate income tax
system by correcting loopholes and ensuring compli-
ance with the system.

Fairness. Corporate tax loopholes also allow some
corporations to avoid tax responsibilities as other
businesses pay their fair share. Historically, the inten-
tion of the corporate income tax has been to allow
companies to contribute to the cost of government
services—the schools, colleges, roads, bridges, courts,
police protection, and other infrastructure that pro-
vide a marketplace for business. When corporations
use loopholes to escape or avoid tax responsibilities,
they are not complying with the intentions of the tax.
States should strengthen the corporate income tax to
promote tax fairness and consistency within the tax
code. Getting tough on corporate loopholes would
not be the imposition of a new tax. Rather, states
would enforce the intentions of a long-standing tax.
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actual tax collections, 2001

Figure 1: Revenue loss due to tax sheltering and

Estimated revenue
loss from tax

Corporate income

State sheltering, tax collections, 2001
FY 2001 (in millions)
(in millions)

Alabama $72 $202
Arkansas $77 $202
Florida $554 $1,591
Georgia $287 $691
Kentucky $150 $361
Louisiana $122 $293
Mississippi $88 $211
North Carolina $301 $724
South Carolina $80 $192
Tennessee $280 $673
Virginia $151 $304

Source: Multistate Tax Commission*; US Census Bureau®

Strengthening the corporate income tax

States can address various corporate tax loopholes
through legislation. While states should undertake a

comprehensive review of corporate tax loopholes to

promote fairness, the following discussion highlights two

of the bigger loopholes: passive investment companies

and nowhere income. Numerous states have already taken

measures to close one or more corporate tax loopholes,

including several Southern states as shown in Figure

2. For a more detailed analysis of how these and other
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loopholes work and how states across the nation correct
them, see recent publications by Michael Mazerov of the
Center on Budget and Policy Priorities and Professor
Peter Fisher of the Iowa Fiscal Partnership.®

Loophole Example |: Passive Investment
Companies

Corporations avoid paying taxes on some types of in-
come, such as royalties, by creating subsidiaries known as
passive investment companies (PICs), or Delaware-hold-
ing companies. By locating PICs in states that do not tax
royalties and other types of income, corporations are able
to shift income to these companies and avoid taxation.
Take, for example, a hypothetical Louisiana corpora-
tion, LouisCorp. It easily can create a passive investment
corporation in Delaware to hold its trademarks. When
LouisCorp uses that trademark, it pays a fee to its sister
PIC in Delaware, and thus transfers income to the PIC.
This income now becomes nontaxable since Delaware
does not tax royalties. In addition, the PIC can shift that
income back to LouisCorp in the form of a loan. Lou-
isCorp can deduct the interest of the PIC loan from its
taxes, which further reduces its tax burden.

Bottom line: LouisCorp is easily able to avoid paying a
portion of its Louisiana corporate income taxes by creat-
ing a PIC and transferring taxable income out of state—
all to the detriment of Louisiana’s state government and
business owners who pay their taxes in good faith.

Solution: Combined reporting. To stop the use of
PICs, states can require corporations to report on the
profits of PICs along with their own profits in a com-
bined corporate income tax return, a requirement known
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as “combined reporting.” This kind of return not only
addresses problems relating to PICs, but also restricts

the use of other income-transferring mechanisms. The
benefits of enacting combined reporting have been noted
to be the following:

“a uniform treatment of corporate
groups without regard for differences in
their organizational structure, a strong
bulwark against the use of tax-haven
jurisdictions to avoid state taxation, a
significant reduction in administrative
burdens on the tax department and on
complying taxpayers, and the removal of
the competitive disadvantage currently
imposed on local firms that are unable to
engage in cross-border tax-avoidance.””

Michael Mazerov of the Center on Budget and Policy
Priorities, however, notes that combined reporting is a
significant change to the corporate tax law and should

be studied carefully. He observes that states can precede
combined reporting with legislation that only involves
passive investment corporations rather than all income-
transfer mechanisms.® In the South, Alabama, Arkansas,
Georgia, Kentucky, Mississippi, North Carolina and
Virginia have enacted such legislation to address PICs
alone. Georgia estimated it would receive $504.7 million
in additional corporate income tax revenues from 2006 to
2015 after enacting Anti-PIC legislation.” Virginia esti-
mated closing the Delaware-holding company loophole
(anti-PIC legislation) would bring an additional $34.0 mil-
lion in FY 2005.1°
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While several Southern states have anti-PIC rules with
varying levels of effectiveness, none of the Southern
states have combined reporting requirements to protect
against multiple tax avoidance schemes.! The gains from
closing this loophole vary greatly. In Kentucky, combined
reporting would bring in an estimated $10 million in ad-
ditional corporate income tax revenue.'? If Florida had
combined reporting in 20006, it would increase revenues
by an estimated $494 million."?

After enacting legislation to control the use
of passive-investment corporations, Georgia
estimated it would get an extra $504.7
million in corporate tax revenues over 10
years.

As states consider strengthening their Anti-PIC laws by
moving to combined reporting, Southern states can look
to several places for guidance. Sixteen states in the U.S.
have combined reporting requirements and provide a
template for implementing the reform option in South-
ern states. [n addition, several Southern tax commissions
throughout the last decade have studied and recom-
mended combined reporting.'* Finally, the Multistate Tax
Commission has added combined reporting to its agenda
and provides model legislation for such measures.'

Loophole Example 2: Nowhere income

“Nowhere income” involves the apportionment of prof-
its among states by multi-state corporations. Corporations
must pay taxes to states in which they have a presence,
but only after reaching a certain level of presence, or nex-
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us. If the corporation does not reach that nexus, then the
profits produced in that state become “nowhere income”
since they are not subject to tax in any state.

Solution: A throwback rule. States can correct for the
problem of nowhere income by enacting a “throwback
rule” Through this mechanism, a corporation’s home
state, or rather the production state, can tax the profits
that are not taxed in the purchase state. For example, if
an Alabama manufacturer makes a sale in Nevada that is
not taxed, then the profit from the sale is thrown back to
Alabama to be taxed. Alabama, Arkansas and Mississippi
already have throwback rules to address this loophole.

Some state estimates of the effects of nowhere income
are small in comparison to the combined reporting re-
quirements. For example, Kentucky legislative analysts

Figure 2: Status of Loophole Closures in Southern States

Combined Reporting Throwback Rule

Alabama No (a) Yes
Arkansas No (a) Yes
Florida No No
Georgia No (a) No
Kentucky No (a) No
Louisiana No No
Mississippi No (a) Yes
North Carolina No (a) No
South Carolina No No
Tennessee No No
Virginia No (a) No

(a) Has Anti-PIC rules (also known as anti-Delaware-holding company rules)
Source: Department of Revenue interviews and websites, State Code websites,
Mazerov'® Note: This does not apply to banks, insurance companies, and others
which are not subject to the corporate income tax in many states.

estimated that the throwback rule would bring in $3 mil-
lion in additional corporate tax revenue, whereas com-
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bined reporting would increase revenues by $10 million.'®
Likewise, enacting a throwback rule in Florida would
bring in an estimated $29.5 million, compared to the $494
million combined reporting would garner.'” While the
throwback rule might not alter corporate tax collections
greatly, closing the nowhere income loophole is a reform
states should consider when debating whether multi-state
corporations and smaller, in-state companies are treated
consistently under the corporate income tax.

Closing tax loopholes to make a fairer tax
system

Forty-seven states have a corporate income tax, includ-
ing every Southern state. Over the years, these corporate
tax systems have become riddled with loopholes, which
some companies use to avoid income taxes. To ensure
that businesses are treated consistently and fairly under
the corporate income tax, Southern lawmakers need to
continuously review and update corporate tax codes and
requirements to close tax loopholes. Reform options
include combined reporting to protect against income-
transfer schemes and throwback rules to protect against
nowhere income. Closing these and other loopholes
would improve the tax’s fairness as well as raise funds for
education and other business infrastructure, which make
states more competitive.

Talking points

* Almost every state in the union—and every Southern
state—currently implements a corporate income tax.
Lawmakers originally implemented these taxes to
ensure that companies paid their fair share of govern-

95



ment programs and services they use and benefit from,
such as education that schools new workers and roads
that allow them to distribute goods to customers.

* Through the years, intentional and unintentional loop-
holes have developed that allow companies to escape
ot lower their corporate income tax burden. States are
losing millions of dollars due to these tax-avoidance
mechanisms.

* State lawmakers should insist upon a prompt review
of anomalies and inconsistencies in the corporate tax
structure to ensure that large corporations pay a fair
share of corporate taxes and to assure smaller, in-state
businesses that they are not shouldering an unfair
butrden.

* Aslong as Southern states tax corporate incomes, the
tax should be administered fairly and not provide pref-
erential treatment to some corporate taxpayers.
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idea

Enact a property tax
circuit breaker

Each Southern state should consider enacting a
property tax circuit breaker to shield residents from
excessive taxation and connect property taxes with
ability-to-pay.

Background

Property tax reform is an increasingly hot topic in leg-
islatures across the South. The 2006 legislative session
included proposals to replace property taxes with an
increased sales tax (South Carolina), enact a property
assessment cap (Georgia) and make property tax exemp-
tions portable for homeowners who move (Florida).

No Southern state offers a property tax
circuit breaker, which is a progressive solution
to excessive property taxation.

The arguments supporting property tax breaks often are
compelling, such as accounts of fixed-income elderly ho-
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meowners being taxed out of their homes and neighbor-
hoods. While the need for relief is sometimes warranted,
legislators frequently seek solutions that are poor tax
policy, such as assessment caps, freezes and other meth-
ods that provide broad-based tax cuts regardless of need
or income.

The use of property tax restrictions and breaks is wide-
spread. Many states have layers of programs. But none
of the eleven Southern states have a property tax circuit
breaker, a tool that offers a progressive solution to exces-
sive property taxation. The property tax circuit breaker
instills a measure of ability-to-pay into the property tax
system because it limits property taxes to a certain percent
of income. For example, if a homeownet’s property tax
bill goes over 3 percent of his income, then he is “over-
loaded” by property taxes and the circuit breaker kicks in
to refund a portion of his tax payment. While property
taxes are predominantly local, the circuit breaker is a way
for states to ensure property taxes stay at a reasonable
level of income.

Many reform options, many policy pitfalls

Property taxes in most Southern states are low relative to
the rest of the nation, as highlighted in Figure 1 below.
Except for Florida and Virginia, all Southern states rank
in the bottom half of states for property taxes per capita
and as a percent of personal income. In spite of those
low rankings, property taxes have become the most hated
tax in many states due in part to the visibility of the tax
and the disconnect between property taxes and income.

In contrast to sales taxes, which accumulate through pen-
nies on the dollar every time somebody buys something,
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property taxes are a visible tax. Homeowners know the
cumulative property tax bill every year when the annual
bill arrives. In part because they see the impact in one big
chunk, taxpayers often resist the property tax even if their
annual property taxes take a lower share of income than
other taxes.

While the visibility of the property tax is not necessar-
ily grounds for tax relief, there’s a second concern—the
disconnect between property taxes and income. Because
of the way the system is set up, property taxes are tied to
a property’s value, not the income of a property owner.

Figure 1: State and local property tax rankings in Southern
states, 2002

0
State Property t.axes Rank Property tax.es as % Rank
per capita of personal income
United
$992 3.1%
States

Alabama $331 51 1.3% 51
Arkansas $375 50 1.6% 49
Florida $986 18 3.2% 22
Georgia $811 35 2.7% 35
Kentucky $489 46 1.9% 44
Louisiana $434 47 1.7% 45
Mississippi $579 42 2.6% 37
North $674 39 2.4% 41

Carolina
South §772 36 3.0% 27

Carolina
Tennessee $607 41 2.2% 42
Virginia $948 24 2.8% 32

Sources: National Conference of State Legislatures'
Note: Rankings include 50 states and the District of Columbia. The most current available
census data on state and local finances is for 2002.
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This “disconnect” deserves policy attention because it can
create unfair tax burdens. For example, a homeowner’s
property taxes can increase substantially because home
values increase even though the homeowner’s income
might stay the same or fall.

Hating the property tax isn’t necessarily
rational, but understandable since the impact
arrives once a year instead of cumulatively
like the sales tax does every time you buy
something.

In an attempt to alleviate these concerns, states use a
variety of property tax programs and restrictions to
lessen the property tax obligation. Legislators attempt to
either restrict the growth in taxes through limits, caps and
freezes, or provide relief through homestead exemptions,
credits and deferrals (Figure 2). While these programs of-
fer some benefits to residents in need, they often do not
recognize ability-to-pay (1.e. income), which creates many
unintended beneficiaries.

Restrictive Measures: Limits, caps and freezes

Property tax limits provide broad-based tax relief, which
can create long-term inequities and tax shifts. These re-
strictive measures come in many forms, including revenue
limits, assessment caps and tax freezes, and are used vary-
ingly across the South. As shown in Figure 2, property
tax rate limits are the most common. An example of a tax
rate limit is North Carolina’s $1.50 per $100 of appraised
property value. Thus, local jurisdictions can only tax at a
rate at or below $1.50 per $100 of value. Often these rate
limits can be changed through voter approval.
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Another tax restriction is a property assessment cap,
which is currently used in Florida and Arkansas. In
Florida, property assessments can only increase annually
by 3 percent or inflation, whichever is less. The property
is reassessed at its true value (or fair market value) only
when a home is sold or improved. Under such assessment
caps, two similar houses might have significantly differ-
ent property tax bills because of the length of ownership.
Longtime homeowners would enjoy lower property taxes
than new homeowners even though they owned similar
property. Such caps shift the tax burden among residents
and provide tax breaks regardless of income.

While assessment caps make the tax less fair, they do not
necessarily restrict the amount of property taxes collect-
ed. Local governments can still raise additional revenue by
increasing the millage rate. In contrast, property tax rev-
enue limits restrict the total amount of revenue a jurisdic-
tion is allowed to collect. Revenue limits can threaten the
adequacy of funds and create inflexibility within govern-
ment such that it cannot raise new property taxes to meet
additional service demands.

Relief Measures: Exemptions, credits and
deferrals

Homestead exemptions, credits and deferrals are relief
programs offered in numerous states, also as shown

in Figure 2. Homestead exemptions remove a certain
amount of a home’s assessed value from taxation. Several
states offer homestead exemptions to all homeowners
and more generous exemptions to elderly or disabled
homeowners. In Alabama, for example, the first $4,000
of assessed value is exempted from state taxation. Elderly
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homeowners, however, receive an additional exemption
which eliminates all state property taxes for those aged
65 and over. Homestead credits, which are similar, are a
defined amount that the state exempts from the property
tax bill. In Arkansas, the state pays the first $300 of the
property tax bill.

Tax deferrals are available in four Southern states, mainly
to elderly and disabled homeowners. Through this tool,
property owners defer property tax payments until they
sell a home or they die. Through deferrals, state and local
governments allow the fixed-income homeowner to pay
when money is available. According to surveys by the
AARP, tax deferral programs are the least used property
tax relief program by those who ate eligible.?

Tax deferral programs are the least used
property tax relief measure by those who are

eligible, according to the AARP.

While these programs do not have the policy pitfalls of
the caps, freezes and limits, they also do not always take
income into account. They generally offer broad tax
breaks to all homeowners without fully addressing the
income limitations of some homeowners. These relief
measures can leave some low- and moderate-income
homeowners as well as renters with pressure that stems
from the property tax system, which fluctuates with prop-
erty values rather than income.
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Figure 2: Property tax restrictions and relief programs

State Ra-te Rejve-nue Assessment exf;?gz:zi q Tax Circuit
limits limits caps credit deferral | breaker
Alabama X X
Arkansas X X X X
Florida X X X X
Georgia X X X
Kentucky X X X
Louisiana X X X
Mississippi X X
North
Carolina X X
South
Carolina X X
Tennessee X X
Virginia X X

Source: Baer, David. Szate Programs & Practices for Reducing Residential Property Tax’
Note: The above list includes major programs. Certain states allow local jurisdictions to
enact limits, which are not necessarily included in this analysis.

A progressive approach to property taxes

A progressive alternative to the options discussed above
is a property tax “circuit breaker.” As of 2005, thirty-

five states and the District of Columbia had some form
of circuit breaker program.? In spite of its popularity,
none of the eleven Southern states have circuit breaker
programs.” (In 2006, a South Carolina Senate subcommit-
tee proposed a property tax circuit breaker during long
debate on property tax reform, but the measure failed to
make it out of committee.)

Caps, limits and freezes weaken the property tax system
in terms of fairness and adequacy. In other words, these re-
strictive measutes can cause unevenness between taxpay-
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ers and can put stress on the tax system if they provide
less money than needed. Likewise, homestead exemptions
and credits suffer from being pootly targeted. Often,
exemptions and credits are spread across all homeowners,
rather than providing greater tax breaks to those home-
owners and renters with a limited ability-to-pay. In contrast,
circuit breakers can increase the fairness of the tax system
and offer targeted relief to homeowners and renters

in need. Circuit breakers accomplish this targeted, fair
relief by restricting property taxes to a certain amount of
income. When taxes exceed that amount of income and
the taxpayer is “overloaded,” the excess tax is refunded or
credited through the income tax system.

Property tax circuit breakers can increase
Jairness of the tax system and provide
targeted, progressive relief.

Circuit breaker programs vary widely. Some programs tar-
get seniors or low-income homeowners only, while others
also target a broader spectrum of moderate-income
residents. Several circuit breaker programs also include
renters, since they pay property taxes that are incorporat-
ed into rent prices. Circuit breakers are designed to phase
out as income increases and to stop entirely when income
reaches a certain threshold. For example, Wisconsin’s
circuit breaker phases out by $24,500 in income, while
Michigan and New Jersey have more generous thresholds
of $82,000 and $200,000, respectively.

Maryland is in the process of updating its 1975 circuit
breaker program and offers a good example of how the
program works. Under the new guidelines, the first $8,000
of income would have a circuit breaker of 0 percent.® So
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if a taxpayer has an income below $8,000, then any prop-
erty tax liability is considered excessive and the circuit
breaker program refunds the property tax payment. The
circuit breaker increases from 0 percent to 4 percent for
income between $8,000 and $12,000. This is a marginal
increase—meaning, the first $8,000 still is not taxed, while
the next $4,000 in income is subject to a 4 percent circuit
breaker. The percent of income allowable in property
taxes continues to rise to 6.5 percent of income from
$12,000 to $16,000 and 9.0 percent of income from
$16,000 to $60,000. The circuit breaker program does not
apply to taxpayers with incomes of more than $60,000 or
assets over a certain limitation.

Figure 3: How much is too much? Proposed Maryland circuit
breaker thresholds by income level

Property Tax Limit
©“
I
(62
o
o

* @QQQ QQQQ («P@ Q°°° @QQQ QQQQ («PQQ Q°°Q v:°°° eQQQ vPQQ N
S A VR R G S - SR &
Income
Source: Author’s calculations based on Maryland House Bill 5 Fiscal and Policy Note, 2006

As illustrated in Figure 3, the amount of property taxes
that residents should be able to afford increases with
income, which means the circuit breaker program has a
progressive impact. For a Maryland taxpayer with $15,000
in income, the circuit breaker takes effect at around $350
in property taxes. If the taxpayer’s bill exceeds $350, the
taxpayer is considered to be “overloaded” and the circuit
breaker kicks in to relieve the tax obligation. For a tax-
payer with $40,000 of income, that circuit breaker begins
at around $2,500 in annual property taxes.
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Although property taxes primarily are a local tax, the cir-
cuit breaker should be considered in this discussion since
states bear the cost of circuit break programs. When a
taxpayer qualifies for the circuit breaker, the state rebates
or credits the excessive taxes through the income tax sys-
tem. The cost of a circuit breaker program in Southern
states would vary depending on several factors:

e Tax threshold. The zax threshold is the point at which
the circuit breaker kicks in. If the circuit breaker
begins when taxes exceed 5 percent of income, then
only residents who pay over 5 percent of income in
property taxes will be eligible. If the circuit breaker
kicks in at 3 percent of income, then more people will
qualify and the cost of the program to the state will
be greater.

* Income limit. The income limit is the point at which
the circuit breaker program ends. In the Maryland
example above, the limit is $60,000. Households with
income over $60,000 do not qualify for the program.
The cost of the program increases as the income limit
increases because more residents become eligible.

If the income limit is low, then fewer residents will
qualify and the cost of the program will be less. In
contrast, if Southern states set a high income limit,
such as New Jersey’s $200,000, the cost will be much
greatet.

* Type of household. States include different popula-
tions in their circuit breaker programs—homeown-
ers, renters, elderly, disabled, low-income, moder-
ate-income and others. Southern states would need
to decide on the target population and consider that
programs should be based on need rather than age
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alone. The more people included in the program, the
greater the cost of the circuit breaker to a state.

* Refund limit. States do not provide the full amount
of excess tax back to the homeowner or renter. In
Minnesota, for example, the maximum refund is
$1,690. The level of the credit, or the refund avail-
able, is another component driving the cost of the
program.

A tool that can work

Southern states currently have several programs to lower
property taxes, such as homestead exemptions, tax defer-
rals and revenue and assessment limits. But no Southern
state has a circuit breaker program, which can have a
progressive effect on property taxes.

If Southern residents need property tax relief, as many
legislators argue, then a circuit breaker should be cre-
ated to restrict property taxes to a certain percentage of
income for residents in need. Legislators rightly fear that
ability-to-pay 1s not always part of the current property tax
system. Enacting a circuit breaker would infuse an abil-
ity-to-pay measure into property taxes. In turn, taxpayers
would know what the state thinks is too much for them

to pay.
Talking points

*  Southern policymakers are under increasing pressure
to provide property tax relief.
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* Current solutions to property tax relief are inadequate
and unfair because they cause budget stresses that aren’t
sound fiscal policy or they are not targeted to people in
need.

* A way to provide property tax relief to people who
need it is to base such relief on how much they can pay.

* A property tax circuit breaker is a flexible tool that can
be used to provide relief to people who need it—those
with low incomes or elderly people on fixed incomes.

* It’s a smart way to provide relief because it is means-
tested.

Endnotes

' Ranking of State-Iocal Revenue and Excpenditure Data. National Conference
of State Legislatutes. wwm.nesl.org/ programs/ fiscal/ ch02proptrank.bim.

> Baet, David. State Programs and Practices for Reducing Residential Property
Taxes. May 2003. AARP. bttp:/ [ www.aarp.org/ ppi.

® Baer (2003); Baer , David. State Programs and Practices for Reducing
Residential Property Taxes. October 6, 2005. AARP. hitp:/ / ppa.boisestate.edu/
centerppa/ documents/ 20051006pm0315-baer.pdf.

* Baer (2005).

> Florida has a program somewhat similar to a citcuit breaker in that it

is activated when property taxes exceed a certain level of income. In
contrast to true circuit breaker programs, Florida’s program is a deferral
program that requires taxpayers to pay the excess tax in later years. In
addition, Arkansas had a circuit breaker program, but replaced it with a
homestead credit program.

¢ Sanelli, Michael. Fiscal and Policy Note to House Bill 5: Revised. Maryland
General Assembly, Department of Legislative Services. 2006 Session.
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Idea

More tax accountability leads
to better decisions

Each Southern state should annually publish a com-
prehensive tax expenditure report to provide more
accountability and information to lawmakers so
they can make better decisions. The report should
highlight missed revenue opportunities due to tax
exemptions, breaks and deductions.

Background

Southern states annually lose a significant amount of
possible revenue through tax credits, exemptions, de-
ductions and other tax breaks that exempt some goods,
services, income, people or property from taxation. Idea

1 discussed these revenue losses for the sales tax base, but
there are considerable losses in the income tax, corporate
income tax and property tax bases too.

States provide these special tax breaks for varied reasons.
Corporate income tax credits, for example, often are
enacted with the intention of stimulating job growth or
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investment. Sales tax breaks on food, on the other hand,
carry the intention of helping low-income taxpayers

with necessities. Although these tax breaks, which more
formally are known as zax expenditures, cost states large
amounts of foregone revenue, many states surprisingly do
not keep track of the lost potential revenue.

While state budgets and appropriations are reviewed and
voted on annually, these special tax breaks often remain
in the tax code for years without debate or review. Like
budget spending, this “tax spending” needs to be held
accountable to the goals and values of the state and also
needs to be used efficiently. Enacting measures such as
annual zax expenditure reports and other accountability
methods will improve tax systems of Southern states by
ensuring legislators and voters know where the money
goes—and where they’re not realizing potential revenue
due to state policy decisions.

While Southern states publish annual
budgets, many don’t publish a comprehensive
report that highlights how much in total

revenue they’re not taking in due to special

tax breaks.

Tax expenditure reports

Most states publish a budget document annually that
shows all appropriations, such as spending on education,
healthcare and prisons. But many states do not do the
same for zax expenditures, such as corporate tax credits and
sales tax exemptions, even though these “cost” the state
money because they’re missed opportunities.




The cost of any zax expenditure is the amount of tax the
state would have collected if the credit or exemption did
not exist. For example, if a state provides a $100 mil-
lion corporate tax credit to an automobile company so it
will locate in the state, from a tax perspective that means
the incentive will “cost” the state $100 million because
it could have collected that amount more in corporate
income tax revenue if that credit did not exist.

To account for this loss in revenue, several Southern
states offer annual zax expenditure reports, which list the
credits and exemptions in the states and the cost of those
expenditures (Figure 1). By providing this data, Zax ex-
penditure reports offer a tool for legislators and the public
when discussing the needs of the state, the funds avail-
able, and the allocation of resources.

Figure 1: Comprehensive tax expenditure reports

Alabama No (a)
Arkansas No (a)
Florida Yes
Georgia No
Kentucky Yes
Louisiana Yes
Mississippi Yes (b)
North Carolina Yes
South Carolina No
Tennessee Yes
Virginia No (a)

Sources: Author’s research and information provided by Michael
Mazerov, Center on Budget and Policy Priorities

(a) Limited to sales tax.

(b) Hard-copy only.
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Across the U.S,, 38 states had some form of zax expend;-
ture report in 2004. In the South, six states have compre-
hensive zax expenditure reports and three have reports lim-
ited to sales zax expenditures. Georgia and South Carolina
are the only two Southern states without a ax expenditure
report.

Each state has a different method of reporting zax expen-
ditures. The most basic examples include a list of credits
and the cost of each credit. Other reports provide more
detail, such as number of jobs created and number of
businesses using the credit. Some even provide company-
specific detail, known as disclosure reports, to show who
receives the tax break and what that specific tax break is.
North Carolina’s “William S. Lee” tax credits have such a
disclosure report that annually lists the number and loca-
tion of jobs created and provides the information online.'

Louisiana offers an annual Tax Exemption
Budget, which recognizes the concept that
tax breaks should be considered a budget
item by policymakers.

Louisiana’s Tax Exemption Budget offers an example for
Southern states to follow.? Louisiana requires the annual
report by state law and includes valuable data, such as
purpose of each exemption and a five-year estimated rev-
enue loss. Additional features of Louisiana’s report are an
overview of report methodology, a summary of zax expen-
ditures and a detailed description of each tax expenditure.’ Tt
is worth noting that Louisiana uses the word “budget” in
the title of its report as it brings to the forefront the con-
cept of tax breaks as a budget item. These tax exemptions
represent spending through the tax system on special
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purposes, businesses or individuals. Without them, the
state would have additional revenues to spend through
the regular budgeting process.

By requiring annual zax expenditure reports, Southern
states would bring tax spending into the budget process.
Those states that already mandate such reports can make
improvements, such as including all credits and expendi-
tures, not just sales. They also can analyze the effective-
ness of such exemptions and study who the expenditures
benefit as done in Texas. Equally important, zax expendi-
ture reports should be made accessible to legislators and
the public, as North Carolina does online.

Other accountability measures

In addition to annual zax expenditure reports, states can im-
prove their tax exemption process by including provisions
in tax credit and exemption legislation.

e Sunset dates. States can include sunset dates in
legislation to provide a specific time period for a tax
credit to be available. When the sunset date artives,
legislators then will be required to revisit the credit
or exemption and pass new legislation to continue it.
Having this provision will ensure credits and exemp-
tions are not left on the books forever and that each
exemption is continually debated and studied, just as
all appropriations in a state’s budget are reviewed an-
nually.

* Expenditure caps. A second measure to limit the
use of fax expenditures and control the cost is an ex-
penditure cap. Legislation proposing a new tax credit
can include an expenditure cap that limits the amount
of revenue that can be lost to a certain credit.
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* Evaluation. Finally, zax expenditures should include
evaluation measures, which will provide data on
the effectiveness of the program when the credit is
reevaluated at the sunset date. Evaluation is a key
component of good accountability in zax expenditure
legislation since it provides evidence of what is work-
ing and what is not.

An example of recent legislation containing all three
provisions is Georgia’s telework tax credit from the
20006 legislative session. This program offers businesses
an income tax credit for certain expenses relating to
teleworking employees. The legislation included a two-
year sunset date, a $2 million expenditure cap and an
incentive for evaluation and assessment of telework
programs.* Through these measures, the state ensured
it would not lose more than $2 million in revenues and
the credit will be reevaluated in two years. If the credit
proves to be worth the cost, policymakers in Georgia may
propose legislation to continue the program for another
specified amount of time and cost.

Other tools: Job-quality standards and clawback
provisions

Other reform measures to increase accountability are
more deal- or company-specific. Legislation on Zax expen-
ditures for companies can include measures to encourage
the creation of good jobs and to protect government
subsidies. Job-quality standards are a requirement for cor-
porate tax credits in many states. They require that jobs
have a specific level of income or wages for employers to
qualify for the tax credit. Health care standards can also
be a job-quality standard required for such credits.
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To protect government subsidies, deals can include
so-called “clawback provisions,” which are money-back
guarantees that assure government will receive its ex-
penditures back if a deal falls through or a company
leaves. Examples of clawback provisions are those in
Georgia’s Business Expansion Tax Credit program, North
Carolina’s Job Development Investment Grant, South
Carolina’s Economic Impact Zone Investment Tax Credit
and Virginia’s Major Business Facility Job Tax Credit.”
Clawback provisions and job-quality standards promote
accountability within each deal and further protect tax-
payers’ money.

Making government more accountable

States spend hundreds of millions of dollars every year
through the tax system. Tax credits, deductions and ex-
emptions are all considered zax expenditures because they
cause a decrease in revenues. These large expenses can
go undocumented if states do not implement annual Zax
expenditure reports to track the cost of each of program.

Like budget items, tax spending should be accounted for
and should be debated as to the effectiveness and need
for the myriad of credits and exemptions. Other account-
ability measures, such as job-quality standards and claw-
back provisions, should also be implemented to ensure
all credit and exemption programs fulfill the goals of the
state and are limited to a desired time and cost.

Talking points

e While Southern states offer annual budgets for spend-
ing, they generally don’t provide as good of informa-
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tion on the revenues they’re missing because of public
policy decisions that created corporate, sales and
other tax credits, breaks and exemptions.

* To be more responsive to lawmakers and the public,
states should annually publish a report that highlights
all zax excpenditures—the revenues they’re missing from
tax incentives, tax credits, tax breaks, exemptions and
other measures.

* By providing Zax expenditure information, a state’s tax
system will become more transparent. And if law-
makers better understand the effects of providing Zax
expenditures, they likely will discover opportunities and
better be able to rethink their state’s public policy on
taxes to be fairer to all.

*  Just as lawmakers discuss the state budget annually,
they should review state tax breaks annually to pro-
vide better value and management for taxpayers.

Endnotes

! Good Jobs First. “Company-Specific Subsidy Disclosure in States.”
September 2005.

2 Richie, Clare S. “Show Us the Money: Full Disclosure on Needed
on Tax Breaks.” Georgia Budget and Policy Institute. November
2004.

3 Richie (2004)

* Georgia General Assembly. “House Bill 194.” 2005-2006 Legislative
Session.

> Good Jobs First. “Examples of Clawback Provisions in State
Subsidy Programs.” September 2005.
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Idea

Conduct performance reviews

Each Southern state should conduct a comprehen-
sive performance review to boost government effi-
ciency, save money and improve customer service.

Background

While Southern states should strive to have fair, equitable
and efficient revenue collection systems, they also need to
ensure that state spending is as efficient as possible. Many
Southern states have management practices that have

not been updated in 40 or 50 years. Using 20th century
management practices in the 21st century not only leads
to inefficient and wasteful spending, but citizens receive
poor results from state government. As private businesses
have been forced to examine management practices to re-
main competitive in the 21st century, state governments,
especially the fast-growing states of the South, need to
examine their management practices to ensure taxpayer
dollars are not wasted and state programs achieve the
desired results. To do otherwise is fiscally unsound and
wasteful.
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Working to maximize efficient management practices is
more than a practice for states to get rid of “waste, fraud
and abuse.” Tight budgets over the past few years have
done much to root out the “fat” in state agencies. State
legislators need to move beyond the negative assumption
that state agencies waste taxpayer funds through fraud
or incompetence. Instead, they should focus more on
the positive mission of fundamentally improving overall
performance and results. Modern and flexible manage-
ment practices that strive to fulfill core agency missions
successfully need to become the permanent culture of
state governments.

It’s time for states to get beyond simplistic
calls to rid government of “waste, fraud

and abuse.” States should take a much
deeper look at core government functions to
improve performance and results through
better and more flexible management
practices.

Performance review models

Performance reviews originated in Texas in 1991 as a manage-
ment tool to review government functions to find sav-
ings, remove duplication, improve government efficiency
and provide better service to state residents. In Texas, the
state auditor undertook the first comprehensive state per-
formance review with a staff specifically dedicated to ques-
tioning the premises of every agency program in Texas.
The effort produced 1,000 recommendations and resulted
in $4 billion in savings in its first budget. Since then, the
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Texas Performance Review has been institutionalized and
has produced total savings of $13 billion over the past

10 years. Recently the responsibility for the Texas Perfor-
mance Review moved from the State Comptroller to the
Legislative Budget Board.

More recently, several states have implemented performance
reviey commissions and task forces that have resulted in
hundreds of millions of dollars in savings, and, more im-
portantly, improved services through the modernization
of management practices. The most successful of these
states have permanently incorporated these commissions
and task forces into the budget making process. These are
not one-time entities, but a positive and permanent part
of state government. Two recent examples of successful
models are the Commission for a New Georgia and the New
Mexico Performance Review.

Case study: Georgia

The Commission for a New Georgia' is a non-profit
corporation established in 2003. It is led by 27 CEOs and
senior executives from throughout Georgia and includes
18 task forces employing more than 300 experts from the
public and private sectors. Each of the task forces con-
vened for 60 to 90 days and then produced a final report
and recommendations. An Office of Implementation that
reports directly to the governor was established in August
2004 to ensure the recommendations of the Commission
for a New Georgia were implemented.
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Commission for A New Georgia Task Forces

Tourism

Receivables

Procurement

Space Management

Fleet Management I

Fleet Management 11

Competitiveness

Capitol Construction

Administrative Services

Eminent Scholars

Workforce Development

Strategic Industries

Public Finance Options

Community Care

Leadership Development

Telecommunications and
Technology

Customer Service

State Health Benefits Plan

Recommendations from The Commission for A New
Georgia have resulted in four pieces of legislation that
have been adopted by the Georgia General Assembly.

Administrative Services and Procurement (HB
312)—Initiated changes to help transform the state’s
procurement function and improve the management
of the state’s assets, including motor vehicles. It is es-
timated this legislation will help capture an estimated
$135 million in procurement saving and contribute to
the elimination of an estimated 2,000 state vehicles.

Capital Asset Management (SB 158)—Provided for
the comprehensive revision of the State’s capital asset
management structure. It is estimated savings will
total $32 million.

New Georgia Foundation for Tourism Act (SB
125)—Created the New Georgia Foundation for
Tourism to coordinate marketing efforts and consoli-
date funding to improve the promotion of the state’s
tourism resources.
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* Deferred Compensation Transfer (HB 275)—
Transferred employee deferred compensation pro-
grams from the Georgia Merit System to the Employ-
ees’ Retirement System to consolidate administration
and expertise.

Implementation of the Commission for a New Georgia
initiatives includes:

* A reduction of over 1,770 state vehicles for
a projected operating cost savings of $4.3
million;

* The sale of more than $5.6 million in
surplus equipment and vehicles;

e The appointment of the first State Property
Officer, who sold mote than $14 million in
surplus land and buildings, and renegotiated
leases resulting in a savings of $5.6 million;

* The development of the first comprehen-
sive State Construction Manual. Processes
have not been updated since 1954. It is
estimated new processes will result in sav-
ings of between $12 million and $60 million
per year;

* A savings of more than $1.6 million in en-
ergy rates through correction of over-bill-
ings and rate changes; and

* The modernization of state purchasing
management processes and technology for
a projected savings of $135 million over
four years.
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Case study: New Mexico

New Mexico Gov. Bill Richardson established the New
Mexico Performance Review through executive order in
May 2003. The state Department of Finance and Admin-
istration, with the help of a private contractor, coordi-
nated the work of eight teams made up of private-sector
consultants and state employees. The performance review
evaluated state government services, alternative ways to
deliver services and organizational structures. The goal
of the Performance Review was to identify key issues and
opportunities, and to implement recommendations to
improve service delivery and reduce costs.

New Mexico projects savings of $469 million
by 2009 due to its two-part performance
review process.

New Mexico Performance Review Teams

Information Technology
.. . L. &) Health and Human
Criminal Justice and Telecommunication .
Services
Management

Alpha Transportation Human Resources

Contract . . . .

Fiscal Implications Review Reorganization
Management

The Performance Review delivered its first report, Moving
New Mexico Forward, in August 2003, followed by a second
report, Moving New Mexico Forward: Further Along, in Au-

gust 2004. Moving New Mexico Forward teatured 92 specific
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recommendations with an estimated savings of $379
million between 2004 and 2008.2 Eighty of the 92 recom-
mendations have been implemented and more than $75
million in savings were identified in the first year. Moving
New Mexico Forward: Further Along contained an additional
56 recommendations totaling more than $90 million be-
tween 2005 and 2009.?

Projected savings from the New Mexico Performance
Review through 2009 include:

e $16 million through retrofitting fixtures to achieve
energy cost savings;

e $9.8 million through an automated state employee
time and attendance system;

e $7.8 million through increased use of
procurement cards;

e $7.1 million through improved contract
management;

e  $06.5 million through the implementation of
workforce planning and a reduction of manager

to staff ratios;

e $06.1 million through consolidation of
Information Technology Services; and

e $2.5 million through increased on-line tax filing.
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Performance reviews can save money, promote
efficiencies

Not only should Southern lawmakers insist that state
governments develop a fair and efficient tax system, they
should demand that state government spend revenues in
as efficient and effective manner as possible. State gov-
ernments need to move beyond the negative assumption
that state agencies are wasting taxpayer funds through
fraud or incompetence. Instead, they should focus on
the positive mission of fundamentally improving overall
performance and results.

The formation of task forces or commissions that con-
tinuously undertake in-depth professional and highly-
sourced studies of state management practices will help
ensure that state tax dollars are spent in the most efficient
and effective manner. Such task forces and commissions
must be staffed by professionals, not by personnel who
do not have the skills and expertise necessary to under-
take the studies and analysis. Governors and state legis-
latures must give such task forces and commissions the
resources and political support needed to succeed.

If state lawmakers give the resources and
political support to a real performance review
effort, they’re almost guaranteed to generate
millions of dollars of savings, improve
services to residents and make government
work better for everyone.

Lawmakers should keep in mind that these commissions
and task forces must not be used as an excuse to cut
programs for policy or ideological reasons. Instead they
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should focus on ensuring the excellence of government
services.

States should set up a permanent performance review entity
that includes private sector expertise, a full-time profes-
sional state staff and a detailed implementation plan
linked to the state budget process. Getting started in such
a way will promote success.

Every dollar Southern states spend unwisely due to inef-
ficient or wasteful management practices left over from
the 20™ century is a dollar that could be invested in the
physical and human infrastructure that Southern states
need to be competitive in the 21st century.

Figure 1: Performance reviews in the South
within the last 5 years

Alabama No
Arkansas No
Florida See note

Georgia Yes
Kentucky No
Louisiana No
Mississippi No
North Carolina Yes
South Carolina Yes
Tennessee No
Virginia Yes

Source: Authot’s research

Note: A constitutional amendment will be on Florida’s ballot in 2006 to establish a
Government Efficiency Task Force.




Talking points

*  Much of the so-called “waste, fraud and abuse” often
cited by politicians has been cut out of state govern-
ment after state policymakers grappled with lean
budgets, trimmed agencies, limited functions and cut
fat from the system over the last few years.

*  Now legislators need to take a positive approach to
providing better service, more efficient government
and more effective government—as well as find
millions in savings—by implementing a 21* century
management tool known as a performance review.

e If lawmakers give the performance review process a
chance with political support and by investing re-
sources, they’re almost guaranteed to succeed in mak-
ing government more effective and efficient, improv-
ing customer service and saving money.

e To fail to invest in a performance review fails taxpayers.
Not conducting a professional review will cost taxpay-
ers millions of dollars. It’s a wise political and policy
decision to undertake this kind of performance audit.

Endnotes

! Commission for a New Geotgia Home page - bitp:/ | wwm.new-georgia.
org/ index.shiml

2 “Moving New Mexico Forward: A Report From the New Mexico
Petformance Review.” August 2003. http:/ [ www.governor.state.nm.us/
perfreview/ MAF.pdf

3 “Moving New Mexico Forward: Further Along A Report From the
New Mexico Performance Review.” August 2004. hzzp:/ / wwm.governor.
state.nm.us/ perfreview| MAF%20Further’20.Along.pdf
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[ANL/ANZYNM/AAT A FL/ANE R

Alabama has a long way to go to create a truly
progressive tax structure. It should, however, be lauded
for curbing some corporate tax loopholes and taking
some steps to improve accountability.

More
Has the state... YES | NO Work
Needed

[

1. Broadened sales tax base?

2. Modernized sales taxes?

5]

]

3. Raised cigarette tax to US average?

[&]

4. Enacted Earned Income Tax Credit?

5. Modernized income tax bracket? v

6. Dealt with hidden income tax increases?

(Xl
CHENCHE N CIHEHENEHENE)

7. Rethought senior tax preferences?
8. Eliminated corporate loopholes? v
9. Linked property taxes and ability to pay?
10. Strengthened accountability? v
11. Conducted a performance review?

A better Alabama...

Idea 1: Broaden the sales tax base. Alabama should abolish its
sales tax holiday and review sales tax exemptions to eliminate those that
don’t meet contemporary economic needs. Its new sales tax holiday will
cost an estimated $3.4 million.

Idea 2: Modernize sales taxes for the new economy. Alabama
should modernize its policy on taxing services. In 2004, it taxed 37 out
of 168 possible services. It also should approve the Streamlined Sales
and Use Tax Agreement.




Idea 3: Raise cigarette taxes to promote public health.
Alabama should raise its 43-cent-per-pack cigarette tax to the national
average of $0.92 per pack to reduce smoking and promote public
health. Research shows that doing so likely would cause 16,600 current
adult smokers to quit. Long-term health savings from both adult and
youth smoking declines would be $584 million.

Idea 4: Enact a state Earned Income Tax Credit. Alabama
should enact a refundable earned income tax credit to help bring
working families” incomes above poverty. Some 473,872 Alabama
taxpayers in 2003 claimed the federal earned income tax credit for

a total of $966,598,821. A refundable state EITC would cost an
estimated $95 million if set at 10 percent of the federal credit.

Idea 5: Modernize state income brackets. Although Alabama
modernized part of its income tax structure in 2000, it failed to
expand its income tax brackets or create a new top tax rate. Alabama’s
top tax bracket is 5 percent for income over $3,000 for single filers.

Idea 6: Account for inflation. Alabama should enact strategies
to adjust taxes for inflation. The state does not index personal
exemptions, standard deductions or brackets for inflation.

Idea 7: Rethink senior tax preferences. Alabama should
redesign tax codes to provide fair relief to seniors based on ability-to-
pay instead of age alone. The state, which will grow to having a senior
population of 21 percent in 2030, currently provides seniors with a
full exemption for Social Security income, a private pension income
exemption and property tax preferences.

Idea 8: Eliminate corporate tax loopholes. While Alabama
does not require combined reporting, it does restrict the use of the
passive investment company (or Delaware-holding company) loophole.
In addition, Alabama is one of the few Southern states to enact a
throwback rule.

Idea 9: Connect property taxes and ability-to-pay. 1If
Alabama insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-to-pay. The state had the lowest property
taxes in the nation when measured per capita and as a percent of
personal income in 2002.

Idea 10: Strengthen accountability. Alabama has a tax
expenditure report, but it is limited to sales. Alabama should work to
incorporate all tax expenditures into an annual report that includes
cost projections and is readily available to lawmakers and the public.

Idea 11: Review the performance of government. Alabama
should conduct a comprehensive performance review to boost
government efficiency, save money and improve customer service.
The state has not done a statewide performance review in the last five
years.



IARKANSASTATVANG IPANCE 3

Arkansas taxes a greater number of services than
most Southern states. But other components of its tax
system are ripe for modernization. It should consider
broadening income tax brackets and enacting a
refundable state Earned Income Tax Credit.

More
Has the state... YES | NO Work
Needed

1. Broadened sales tax base?
2. Modernized sales taxes? v
3. Raised cigarette tax to US average?
4. Enacted Earned Income Tax Credit? [x]
5. Modernized income tax bracket?

6. Dealt with hidden income tax increases? v

7. Rethought senior tax preferences?
8. Eliminated corporate loopholes? v
9. Linked property taxes and ability to pay?
10. Strengthened accountability? v
11. Conducted a performance review?

A better Arkansas...

Idea 1: Broaden the sales tax base. Arkansas should review
sales tax exemptions to eliminate those that don’t meet contemporary
economic needs. Arkansas is one of the few Southern states without a
sales tax holiday.

Idea 2: Modernize sales taxes for the new economy. Arkansas
is one of the few Southern states to tax more services than the national
average. In 2004, it taxed 72 out of 168 possible services.




Idea 3: Raise cigarette taxes to promote public health.
Arkansas should raise its 59-cent-per pack cigatette tax to the national
average of $0.92 per pack to reduce smoking and promote public
health. Research shows that doing so likely would cause 7,100 current
adult smokers to quit. Long-term health savings from both adult and
youth smoking declines would be $271 million.

Idea 4: Enact a state Earned Income Tax Credit. Arkansas
should enact a refundable earned income tax credit to help to bring
working families” incomes above poverty. Some 272,269 Arkansas
taxpayers in 2003 claimed the federal earned income tax credit for

a total of $520,673,980. A refundable state EITC would cost an
estimated $51 million if set at 10 percent of the federal credit.

Idea 5: Modernize state income brackets. Arkansas should
modernize its income tax structure by broadening brackets and
considering the creation of a new top rate to provide progressive
balance. The state’s top tax bracket is 7 percent for income $29,200
and above for single filers.

Idea 6: Account for inflation. Deal with hidden income tax
increases. Arkansas should enact additional strategies to adjust taxes
for inflation to promote long-term fairness and reduce back-door
inflationary tax hikes. It currently indexes part of its income tax
system, its tax brackets and a tax credit.

Idea 7: Rethink senior tax preferences. Arkansas should
redesign tax codes to provide fair relief to seniors based on ability-
to-pay instead of age alone. The state, which will grow to having

an estimated senior population of 20.3 percent in 2030, currently
provides seniors with a full exemption for Social Security income and a
private pension income exemption.

Idea 8: Eliminate corporate tax loopholes. While Arkansas
does not require combined reporting, it does restrict the use of the
passive investment company (or Delaware-holding company) loophole.
In addition, Arkansas is one of the few Southern states to enact a
throwback rule.

Idea 9: Connect property taxes and ability-to-pay. If
Arkansas insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-to-pay. The state had the second lowest per
capita property taxes in the nation in 2002.

Idea 10: Strengthen accountability. Arkansas has a tax
expenditure report, but it is limited to sales. Arkansas should work to
incorporate all tax expenditures into an annual report that includes
cost projections and is readily available to lawmakers and the public.

Idea 11: Review the performance of government. Arkansas
should conduct a comprehensive performance review to boost
government efficiency, save money and improve customer setvice.
Arkansas performed a performance review of its health spending in
the last five years, but has not done a statewide performance review.



HLORIDYA/ANT /A GL/ANE R

Florida taxes a greater number of services than most
Southern states and has a tax expenditure report for
accountability. But Florida lacks the progressive element
of income taxes and should consider the benefits of
enacting one.

More
Has the state... YES | NO Work
Needed
1. Broadened sales tax base?
2. Modernized sales taxes? (V4
3. Raised cigarette tax to US average?
4. Enacted Earned Income Tax Credit? n/a | n/a
5. Modernized income tax bracket? n/a | n/a
6. Dealt with hidden income tax increases? | n/a | n/a
7. Rethought senior tax preferences? n/a | n/a
8. Eliminated corporate loopholes?
9. Linked property taxes and ability to pay? v
10. Strengthened accountability? (V4
11. Conducted a performance review?

A better Florida...

Idea 1: Broaden the sales tax base. Florida should abolish sales
tax holidays and review sales tax exemptions to eliminate those that don’t
meet contemporary economic needs. The back-to-school holiday cost
Florida an estimated $31.2 million in 2005.

Idea 2: Modernize sales taxes for the new economy. Florida
should continue to modernize its policy on taxing services. In 2004, it
taxed 62 out of 168 possible services, above the national average. It also
should approve the Streamlined Sales and Use Tax Agreement.




Idea 3: Raise cigarette taxes to promote public health.
Florida should raise its 34-cent-per pack cigarette tax to the national
average of $0.92 per pack to reduce smoking and promote public
health. Research shows that doing so would likely cause 70,700 current
adult smokers to quit. Long-term health savings from both adult and
youth smoking declines would be $2.3 billion.

Idea 4: Enact a state Earned Income Tax Credit.
Idea 5: Modernize state income brackets.

Idea 6: Account for inflation.

Idea 7: Rethink senior tax preferences.

Since Florida is one of only two Southern states that do not have a
broad-based personal income tax, the state may want to consider an
income tax to boost progressivity. Adding an income tax could allow the
state to reduce its relatively high sales tax. In considering the creation
of an income tax, Florida should strive to design a modern, fair tax
that includes such aspects as a refundable EITC, broad brackets,
inflation adjustments and relief based on ability-to-pay rather than age.

Idea 8: Eliminate corporate tax loopholes. Florida should
review and update its corporate income tax structure to eliminate
tax loopholes and promote fairness. In the 1980s, Florida removed
combined reporting requirements and a throwback rule in exchange
for a higher corporate tax rate.

Idea 9: Connect property taxes and ability-to-pay. If Florida
insists on property tax reform, it should use a property tax circuit
breaker to shield residents from excessive taxation and connect
property taxes with ability-to-pay. While Florida levies the highest
property taxes per capita and as a percent of income in the South, it
also has a property tax deferral program similar to a circuit breaker.
The program restricts taxes to a certain level of income, but taxes that
exceed the circuit breaker level must be repaid at some point.

Idea 10: Strengthen accountability. Florida publishes a tax
expenditure report.

Idea 11: Review the performance of government. Florida
has a constitutional amendment on its 2006 ballot to establish a
Government Efficiency Task Force. If created, this Task Force should
conduct a comprehensive performance review to boost government
efficiency, save money and improve customer service. If not, the state
should take other steps to conduct the review.



GEORGIAVATYANG I"ANCE:

Georgia has a long way to go to create a truly
progressive tax structure. It has partially curbed
corporate tax loopholes and has initiated a
comprehensive performance review. But the Peach State
needs to take other steps, such as reforming tax brackets
and expanding the sales tax base.

More
Has the state... YES | NO Work
Needed
1. Broadened sales tax base?
2. Modernized sales taxes?
3. Raised cigarette tax to US average?
4. Enacted Earned Income Tax Credit? X
5. Modernized income tax bracket?
6. Dealt with hidden income tax increases?
7. Rethought senior tax preferences?
8. Eliminated corporate loopholes? v
9. Linked property taxes and ability to pay?
10. Strengthened accountability?
11. Conducted a performance review? v

A better Georgia...

Idea 1: Broaden the sales tax base. Georgia should abolish sales
tax holidays and review sales tax exemptions to eliminate those that don’t
meet contemporary economic needs. In 20006, the holiday will cost the
state an estimated $11.3 million and will cost local governments $8.5
million.

Idea 2: Modernize sales taxes for the new economy. Georgia
should modernize its policy on taxing services. In 2004, it taxed 36 out
of 168 possible services. It also should approve the Streamlined Sales
and Use Tax Agreement.




Idea 3: Raise cigarette taxes to promote public health.
Georgia should raise its 37-cent-per-pack cigarette tax to the national
average of $0.92 per pack to reduce smoking and promote public
health. Research shows that doing so would likely cause 29,600 current
adult smokers to quit. Long-term health savings from both adult and
youth smoking declines would be $1.17 billion.

Idea 4: Enact a state Earned Income Tax Credit. Georgia
should enact a refundable earned income tax credit to help to bring
working families” incomes above poverty. Some 800,957 Georgia
taxpayers in 2003 claimed the federal earned income tax credit for
a total of $1,567,024,328. A refundable state EITC would cost an
estimated $159 million if set at 10 percent of the federal credit.

Idea 5: Modernize state income brackets. Georgia should
modernize its income tax structure by broadening brackets and
consider the creation of a new top rate to provide progressive balance.
The state’s top tax bracket is 6 percent for income $7,000 and above
for single filers. Brackets haven’t been altered significantly since 1937.

Idea 6: Account for inflation. Georgia should enact strategies
to adjust taxes for inflation to promote long-term fazrness and reduce
back-door inflationary tax hikes. Georgia does not index personal
exemptions, standard deductions, brackets or tax credits for inflation.

Idea 7: Rethink senior tax preferences. Georgia should
redesign tax codes to provide fair relief to seniors based on ability-
to-pay instead of age alone. The state, which will grow to having
an estimated senior population of 15.9 percent in 2030, currently
provides seniors with a full exemption for Social Security income,
a ptivate pension income exemption, an additional deduction/
exemption, and property tax preferences.

Idea 8: Eliminate corporate tax loopholes. While Georgia
does not require combined reporting, it does restrict the use of the
passive investment company (or Delaware-holding company) loophole.
Georgia does not, however, have a throwback rule.

Idea 9: Connect property taxes and ability-to-pay. If
Georgia insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-to-pay.

Idea 10: Strengthen accountability. Georgia should annually
publish a comprehensive tax expenditure report to provide more
accountability and information to lawmakers so they can make better-
informed decisions.

Idea 11: Review the performance of government. Georgia
initiated a performance review through the Commission for a New
Georgia in 2003. Such studies are helpful to policymakers because
they boost government efficiency, save money and improve customer
service.



RENUERY? /A1 /A @UANE S

Kentucky has taken progressive steps by modernizing
income tax brackets, curbing corporate tax loopholes
and publishing an annual tax expenditure report. But the
state should look to broaden and modernize its sales tax,
as well as enact a state Earned Income Tax Credit.

More
Has the state... YES | NO Work

Needed
1. Broadened sales tax base?
2. Modernized sales taxes? v
3. Raised cigarette tax to US average? [x]
4. Enacted Earned Income Tax Credit? [x]
5. Modernized income tax bracket? v
6. Dealt with hidden income tax increases?
7. Rethought senior tax preferences? [x]
8. Eliminated corporate loopholes? v
9. Linked property taxes and ability to pay?
10. Strengthened accountability? v
11. Conducted a performance review? 3]

A better Kentucky...

Idea 1: Broaden the sales tax base. Kentucky should review
sales tax exemptions to eliminate those that don’t meet contemporary
economic needs. Kentucky is one of the few Southern states without a
sales tax holiday.

Idea 2: Modernize sales taxes for the new economy. Kentucky
should modernize its policy on taxing services. In 2004, it taxed 29 out
of 168 possible services.




Idea 3: Raise cigarette taxes to promote public health.
Kentucky should raise its 30-cent-per-pack cigarette tax to the national
average of $0.92 per pack to reduce smoking and promote public
health. Research shows that doing so would likely cause 23,700 current
adult smokers to quit. Long-term health savings from both adult and
youth smoking declines would be $845.8 million.

Idea 4: Enact a state Earned Income Tax Credit. Kentucky
should enact a refundable earned income tax credit to help to bring
working families” incomes above poverty. Some 335,477 Kentucky
taxpayers in 2003 claimed the federal earned income tax credit for

a total of $580,496,974. A refundable state EITC would cost an
estimated $57 million if set at 10 percent of the federal credit.

Idea 5: Modernize state income brackets. Kentucky reformed
its tax brackets in 2005, making the top rate (6 percent) begin at
$75,000 rather than $8,000 for single filers. However, the state added

a new rate of 5.8 percent at $8,000, diminishing a portion of the

gains from the expanded brackets. Kentucky should consider further
modernizing its brackets and rates.

Idea 6: Account for inflation. Kentucky should enact strategies
to adjust taxes for inflation to promote long-term fazrness and reduce
back-door inflationary tax hikes. Kentucky does not index personal
exemptions, standard deductions, credits or brackets for inflation.

Idea 7: Rethink senior tax preferences. Kentucky should
redesign tax codes to provide fair relief to seniors based on ability-
to-pay instead of age alone. The state, which will grow to having

an estimated senior population of 19.8 percent in 2030, currently
provides seniors with a full exemption for Social Security income, a
private pension income exemption and property tax preferences.

Idea 8: Eliminate corporate tax loopholes. While Kentucky
does not require combined reporting, it does restrict the use of the
passive investment company (or Delaware-holding company) loophole.
Kentucky does not, however, have a throwback rule.

Idea 9: Connect property taxes and ability-to-pay. If
Kentucky insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-to-pay. Kentucky had the 6th lowest property
taxes in the nation when measured per capita and the 8th lowest as a
percent of personal income in 2002.

Idea 10: Strengthen accountability. Kentucky currently has an
annual tax expenditure report.

Idea 11: Review the performance of government. Kentucky
should conduct a comprehensive performance review to boost
government efficiency, save money and improve customer setvice.
Kentucky hasn’t conducted a statewide performance review in the last
five years.



LOUISVANYA/AT /A GL/ANEG =S

Louisiana has a long way to go to create a truly
progressive tax structure. It should broaden and
modernize its sales tax base, close corporate loopholes
and enact a refundable state Earned Income Tax Credit.

More
Has the state... YES | NO Work
Needed
1. Broadened sales tax base?
2. Modernized sales taxes?
3. Raised cigarette tax to US average?
4. Enacted Earned Income Tax Credit?
5. Modernized income tax bracket?
6. Dealt with hidden income tax increases?
7. Rethought senior tax preferences?
8. Eliminated corporate loopholes?
9. Linked property taxes and ability to pay?
10. Strengthened accountability? v
11. Conducted a performance review?

A better Louisiana...

Idea 1: Broaden the sales tax base. Louisiana should abolish sales

tax holidays and review sales tax exemptions to eliminate those that don’t
meet contemporary economic needs. Louisiana had a sales tax holiday in
December 2005 that cost $10.1 million. It is unclear whether the Pelican

State will make it annual.

Idea 2: Modernize sales taxes for the new economy. Louisiana
should modernize its policy on taxing services. In 2004, it taxed 55 out
of 168 possible services. It also should approve the Streamlined Sales
and Use Tax Agreement.




Idea 3: Raise cigarette taxes to promote public health.
Louisiana should raise its 36-cent-per-pack cigarette taxes to the
national average of $0.92 per pack to reduce smoking and promote
public health. Research shows that doing so would likely cause 18,800
current adult smokers to quit. Long-term health savings from both
adult and youth smoking declines would be $716.2 million.

Idea 4: Enact a state Earned Income Tax Credit. Louisiana
should enact a refundable carned income tax credit to help to bring
working families” incomes above poverty. Some 522,367 Louisiana
taxpayers in 2003 claimed the federal earned income tax credit for

a total of $1,099,107,340. A refundable state EITC would cost an
estimated $108 million if set at 10 percent of the federal credit.

Idea 5: Modernize state income brackets. In 2003, Louisiana
reformed its income tax brackets by expanding the lowest bracket
and lowering the top bracket to $25,000 for single filers. While other
changes to the income tax structure balanced this reform, Louisiana’s
brackets are now narrower than before.

Idea 6: Account for inflation. Louisiana should enact strategies
to adjust taxes for inflation to promote long-term fairness and reduce
back-door inflationary tax hikes. Louisiana does not index personal
exemptions, standard deductions, credits or brackets for inflation.

Idea 7: Rethink senior tax preferences. Louisiana should
redesign tax codes to provide fair relief to seniors based on ability-
to-pay instead of age alone. The state, which will grow to having
an estimated senior population of 19.7 percent in 2030, currently
provides seniors with a full exemption for Social Security income,
a ptivate pension income exemption and an additional deduction/
exemption.

Idea 8: Eliminate corporate tax loopholes. Louisiana should
review and update its corporate income tax structure to eliminate tax
loopholes and promote fairness. It should enact combined reporting
and a throwback rule.

Idea 9: Connect property taxes and ability-to-pay. If
Louisiana insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-fo-pay. Louisiana had the 5th lowest per
capita property taxes in the nation and the 7th lowest as a percent of
personal income in 2002.

Idea 10: Strengthen accountability. Louisiana currently has an
annual tax expenditutre report.

Idea 11: Review the performance of government. Louisiana
should conduct a comprehensive performance review to boost
government efficiency, save money and improve customer service.
Louisiana hasn’t conducted a statewide performance review in the last
five years.



MISSISSIPPI AT A GU/ANE S
Mississippi’s tax system benefits from a broader sales tax
base than most other Southern states. But its income
tax is far fromm modern with its relatively low top rate,
narrow brackets and lack of a refundable earned income

tax credit.
More
Has the state... YES | NO Work

Needed
1. Broadened sales tax base?
2. Modernized sales taxes? 4
3. Raised cigarette tax to US average?
4. Enacted Earned Income Tax Credit?
5. Modernized income tax bracket?
6. Dealt with hidden income tax increases?
7. Rethought senior tax preferences?
8. Eliminated corporate loopholes? v
9. Linked property taxes and ability to pay?
10. Strengthened accountability? v
11. Conducted a performance review?

A better Mississippi...

Idea 1: Broaden the sales tax base. Mississippi should review
sales tax exemptions to eliminate those that don’t meet contemporary
economic needs. Mississippi is one of the few Southern states without a

sales tax holiday.

Idea 2: Modernize sales taxes for the new economy. Mississippi
should continue to modernize its policy on taxing services. In 2004, it
taxed 74 out of 168 possible services, above the national average. It also

should approve the SSUTA.




Idea 3: Raise cigarette taxes to promote public health.
Mississippi should raise its 18-cent-per-pack cigarette tax to the
national average of $0.92 per pack to reduce smoking and promote
public health. Research shows that doing so would likely cause 17,700
current adult smokers to quit. Long-term health savings from smoking
declines are estimated to be $742.1 million.

Idea 4: Enact a state Earned Income Tax Credit. Mississippi
should enact a refundable earned income tax credit to help to bring
working families’ incomes above poverty. Some 366,518 Mississippi
taxpayers in 2003 claimed the federal earned income tax credit for

a total of $768,994,361. A refundable state EITC would cost an
estimated $75 million if set at 10 percent of the federal credit.

Idea 5: Modernize state income brackets. Mississippi should
modernize its income tax structure by broadening brackets and
consider the creation of a new top rate to provide progressive balance.
The state’s top tax bracket is 5 percent for income $10,000 and above
for single filers.

Idea 6: Account for inflation. Mississippi should enact strategies
to adjust taxes for inflation to promote long-term fairness and reduce
back-door inflationary tax hikes. The state does not index personal
exemptions, standard deductions, credits or brackets for inflation. The
state did not tax poor households in 2004, but did in 2005 because its
income tax system does not automatically adjust for inflation.

Idea 7: Rethink senior tax preferences. Mississippi should
redesign tax codes to provide fair relief to seniors based on ability-to-
pay instead of age alone. The state currently provides seniors with a
full exemption for Social Security income, a private pension income
exemption, an additional deduction/exemption, and property tax
preferences.

Idea 8: Eliminate corporate tax loopholes. While Mississippi
does not require combined reporting, it does restrict the use of the
passive investment company (or Delaware-holding company) loophole.
In addition, Mississippi is one of the few Southern states to enact a
throwback rule.

Idea 9: Connect property taxes and ability-to-pay. If
Mississippi insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-to-pay. Mississippi had the 10th lowest per
capita property taxes in the nation and the 15th lowest as a percent of
personal income in 2002.

Idea 10: Strengthen accountability. Mississippi currently has an
annual tax expenditure report. It is important for it to be made easily
accessible to the public.

Idea 11: Review the performance of government. Mississippi
should conduct a comprehensive performance review to boost
government efficiency, save money and improve customer service.
Mississippi has not conducted a comprehensive statewide performance
review over the last five years.



NG GAROLINYA/AT /A FL/ANGSS

North Carolina has an income tax system that reflects
today’s incomes, but needs a refundable earned income
tax credit and inflation adjustment.The state also needs
to modernize its sales tax base to include more services.

More
Has the state... YES | NO Work
Needed
1. Broadened sales tax base?
2. Modernized sales taxes? 4
3. Raised cigarette tax to US average?
4. Enacted Earned Income Tax Credit?
5. Modernized income tax bracket? v
6. Dealt with hidden income tax increases?
7. Rethought senior tax preferences?
8. Eliminated corporate loopholes? (4
9. Linked property taxes and ability to pay?
10. Strengthened accountability? (V4
11. Conducted a performance review? v

A better North Carolina...

Idea 1: Broaden the sales tax base. North Carolina should abolish
sales tax holidays and review sales tax exemptions to eliminate those that
don’t meet contemporary economic needs. North Carolina’s sales tax
holiday cost an estimated $11 million in 2004.

Idea 2: Modernize sales taxes for the new economy. North
Carolina should modernize its policy on taxing services. In 2004, it taxed
30 out of 168 possible services.




Idea 3: Raise cigarette taxes to promote public health.
North Carolina should raise its 35-cent-per-pack cigarette tax
(scheduled for July 2000) to the national average of $0.92 per pack to
reduce smoking and promote public health. Research shows that doing
so would likely cause 40,700 current adult smokers to quit. Long-term
health savings from smoking declines are estimated to be $1.57 billion.

Idea 4: Enact a state Earned Income Tax Credit. North
Carolina should enact a refundable earned income tax credit to help to
bring working families’ incomes above poverty. Some 729,862 North
Carolina taxpayers in 2003 claimed the federal earned income tax
credit for a total of $1,344,514,547. A refundable state EITC would
cost an estimated $133 million if set at 10 percent of the federal
credit.

Idea 5: Modernize state income brackets. North Carolina has
the highest income tax rate among the Southern states, 8.25 percent
on income of $120,000 and above for single filers.

Idea 6: Account for inflation. North Carolina should enact
strategies to adjust taxes for inflation to promote long-term fazrness
and reduce back-door inflationary tax hikes. North Carolina does not
index personal exemptions, standard deductions, credits or brackets
for inflation. The state did not tax poor households in 2004, but did in
2005 because its income tax system does not automatically adjust for
inflation.

Idea 7: Rethink senior tax preferences. North Carolina should
redesign tax codes to provide fair relief to seniors based on ability-to-
pay instead of age alone. The state currently provides seniors with a
full exemption for Social Security income, a private pension income
exemption, an additional deduction/exemption, and property tax
preferences. In 2004, pension and Social Security tax preferences cost
North Carolina an estimated $494 million.

Idea 8: Eliminate corporate tax loopholes. While North
Carolina does not require combined reporting, it does restrict the use
of the passive investment company (or Delaware-holding company)
loophole. North Carolina does not, however, have a throwback rule.

Idea 9: Connect property taxes and ability-to-pay. If North
Carolina insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-fo-pay. North Carolina had the 13th lowest
property taxes in the nation per capita and the 11th lowest as a percent
of personal income in 2002.

Idea 10: Strengthen accountability. North Carolina has a tax
expenditure report and makes it easily available online.

Idea 11: Review the performance of government. Through a
Governot’s commission, North Carolina conducted a comprehensive
performance review in 2002.



SOUATH GAROILIN/AAT /A FL/ANCER

South Carolina is one of the few Southern states that
indexes the income tax for inflation. But numerous other
aspects of the tax system are ripe for modernization,
including income tax brackets, the sales tax base and
cigarette taxes.

More

Has the state... YES | NO Work
Needed

[

1. Broadened sales tax base?

[

2. Modernized sales taxes?

3. Raised cigarette tax to US average?

[

4. Enacted Earned Income Tax Credit?

%]
CHENCHENE

[

5. Modernized income tax bracket?

6. Dealt with hidden income tax increases? | ¢/

%]

7. Rethought senior tax preferences?

[

8. Eliminated corporate loopholes?

9. Linked property taxes and ability to pay?

[

10. Strengthened accountability?

&
CHENCHENE)

11. Conducted a performance review? (V4

A better South Carolina...

Idea 1: Broaden the sales tax base. South Carolina should abolish
sales tax holidays and review sales tax exemptions to eliminate those that
don’t meet contemporary economic needs. South Carolina’s sales tax
holiday will cost an estimated $5.2 million in 2006.

Idea 2: Modernize sales taxes for the new economy. South
Carolina should modernize its policy on taxing services. In 2004, it taxed
34 out of 168 possible services. It also should approve the Streamlined
Sales and Use Tax Agreement.




Idea 3: Raise cigarette taxes to promote public health.
South Carolina should raise its lowest-in-the-nation cigarette tax (7
cents per pack) to the national average of $0.92 per pack to reduce
smoking and promote public health. Research shows that doing so
likely would cause 30,600 current adult smokers to quit. Long-term
health savings from both adult and youth smoking declines would be
$1.1 billion.

Idea 4: Enact a state Earned Income Tax Credit. South
Carolina should enact a refundable earned income tax credit to help to
bring working families’ incomes above poverty. Some 414,707 South
Carolina taxpayers in 2003 claimed the federal earned income tax
credit for a total of $779,353,959. A refundable state EITC would cost
an estimated $76 million if set at 10 percent of the federal credit.

Idea 5: Modernize state income brackets. South Carolina
should modernize its income tax structure by broadening brackets and
consider the creation of a new top rate to provide progressive balance.
The state’s top tax bracket is 7 percent for income $12,650 and above
for single filers.

Idea 6: Account for inflation. South Carolina is one of the few
Southern states that indexes several parts of its income tax system for
inflation.

Idea 7: Rethink senior tax preferences. South Carolina should
redesign tax codes to provide fair relief to seniors based on ability-
to-pay instead of age alone. The state, which will grow to having an
estimated senior population of 22 percent in 2030, currently provides
seniors with a full exemption for Social Security income, a private
pension income exemption, an additional deduction/exemption, and
property tax preferences.

Idea 8: Eliminate corporate tax loopholes. South Carolina
should review and update its corporate income tax structure to
eliminate tax loopholes and promote fazrness. It should enact combined
reporting and a throwback rule.

Idea 9: Connect property taxes and ability-to-pay. South
Carolina should consider enacting a property tax circuit breaker to
shield residents from excessive taxation and connect property taxes
with ability-to-pay. In 2006, lawmakers insisted on property tax relief,
but threw out consideration of a property tax circuit breaker.

Idea 10: Strengthen accountability. South Carolina should
annually publish an accessible and comprehensive tax expenditure
report to provide more accountability and information to lawmakers
so they can make better-informed decisions.

Idea 11: Review the performance of government. In the
last five years, South Carolina has conducted a volunteer-driven
performance review. While this review provided some useful
information, a more thorough effort is needed and would involve
creating a permanent review system.



TENINIZSSF3/47/A GUANER

Tennessee is one of two Southern states without a
broad-based individual income tax.Tennessee should
consider a state income tax to improve the progressivity
and adequacy of the tax code, as well as other reform
options, such as raising the cigarette tax and closing
corporate tax loopholes.

More
Has the state... YES | NO Work
Needed

1. Broadened sales tax base?
2. Modernized sales taxes? (4
3. Raised cigarette tax to US average?
4. Enacted Earned Income Tax Credit? n/a | n/a
5. Modernized income tax bracket? n/a | nla
6. Dealt with hidden income tax increases? | n/a | nla
7. Rethought senior tax preferences? n/a | n/a
8. Eliminated corporate loopholes?
9. Linked property taxes and ability to pay?
10. Strengthened accountability? v
11. Conducted a performance review?

A better Tennessee...

Idea 1: Broaden the sales tax base. Tennessce should abolish sales
tax holidays and review sales tax exemptions to eliminate those that don’t
meet contemporary economic needs. Tennessee’s sales tax holiday will
cost roughly $10 million.

Idea 2: Modernize sales taxes for the new economy. Tennessee
should continue to modernize its policy on taxing services. In 2004, it
taxed 67 out of 168 possible services.




Idea 3: Raise cigarette taxes to promote public health.
Tennessee should raise its 20-cent-per-pack cigarette tax to the
national average of $0.92 per pack to reduce smoking and promote
public health. Research shows that doing so likely would cause 38,500
current adult smokers to quit. Long-term health savings from both
adult and youth smoking declines would be $1.24 billion.

Idea 4: Enact a state Earned Income Tax Credit.
Idea 5: Modernize state income brackets.

Idea 6: Account for inflation.

Idea 7: Rethink senior tax preferences.

Since Tennessee is one of only two Southern states that do not have

a broad-based personal income tax, the state may want to consider an
income tax to boost progressivity. Adding an income tax could allow the
state to reduce its relatively high sales tax. In considering the creation
of an income tax, Tennessee should strive to design a modern, fair
tax that includes such aspects as a refundable EITC, broad brackets,
inflation adjustments, and relief based on ability-to-pay rather than age.

Idea 8: Eliminate corporate tax loopholes. Tennessee should
review and update its corporate income tax structure to eliminate tax
loopholes and promote fairness. It should enact combined reporting
and a throwback rule.

Idea 9: Connect property taxes and ability-to-pay. If
Tennessee insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-fo-pay. Tennessee had the 11th lowest
property taxes in the nation when measured per capita and the 10th
lowest as a percent of personal income in 2002.

Idea 10: Strengthen accountability. Tennessee currently has an
annual tax expenditure report. It is important for it to be published
annually to provide accountability and information to lawmakers so
they can make better-informed decisions.

Idea 11: Review the performance of government. Tennessce
should conduct a comprehensive performance review to boost
government efficiency, save money and improve customer service.
Tennessee hasn’t conducted a comprehensive statewide performance
review in the last five years.



VIRGINIAAT /A GYANGESS

Virginia has made several improvements to its tax code
in recent years, including scaling back its tax preferences
for higher income seniors and creating a non-refundable
state Earned Income Tax Credit. It should continue these
reform efforts by modernizing the sales tax base and
making further improvements to the state income tax.

More
Has the state... YES | NO Work
Needed
1. Broadened sales tax base?
2. Modernized sales taxes?
3. Raised cigarette tax to US average?
4. Enacted Earned Income Tax Credit? v
5. Modernized income tax bracket?
6. Dealt with hidden income tax increases?
7. Rethought senior tax preferences? v
8. Eliminated corporate loopholes? v
9. Linked property taxes and ability to pay?
10. Strengthened accountability? (V4
11. Conducted a performance review? v

A better Virginia...

Idea 1: Broaden the sales tax base. Virginia should abolish sales
tax holidays and review sales tax exemptions to eliminate those that don’t
meet contemporary economic needs. Virginia recently passed a sales tax
holiday, which will cost an estimated $2.6 million in FY 2007.

Idea 2: Modernize sales taxes for the new economy. Virginia
should modernize its policy on taxing services. In 2004, it taxed 18 out
of 168 possible services. It also should approve the Streamlined Sales
and Use Tax Agreement.




Idea 3: Raise cigarette taxes to promote public health.
Virginia should raise its 30-cent-per-pack cigarette tax to the national
average of $0.92 per pack to reduce smoking and promote public
health. Research shows that doing so likely would cause 31,400 current
adult smokers to quit. Long-term health savings from both adult and
youth smoking declines would be $1.21 billion.

Idea 4: Enact a state Earned Income Tax Credit. Virginia is
the only Southern state to offer an earned income tax credit, which
will go into effect in tax year 2006. However, Virginia’s EITC is non-
refundable.

Idea 5: Modernize state income brackets. Virginia should
modernize its income tax structure by adjusting brackets and consider
the creation of a new top rate to provide progressive balance. The
state’s top tax bracket is 5.75 percent for income $17,000 and above
for single filers.

Idea 6: Account for inflation. Virginia should enact strategies
to adjust taxes for inflation to promote long-term fazrness and reduce
back-door inflationary tax hikes. Virginia does not index personal
exemptions, standard deductions or brackets for inflation. But
Virginia’s EITC is indexed to inflation since it is based on the federal
EITC.

Idea 7: Rethink senior tax preferences. Virginia is the only
Southern state to have scaled back its senior tax preferences. Tax
exemptions will phase out for seniors with more than $50,000 of
income. It should revisit the issue periodically.

Idea 8: Eliminate corporate tax loopholes. While Virginia does
not require combined reporting, it does restrict the use of the passive
investment company (or Delaware-holding company) loophole.
Virginia does not, however, implement a throwback rule.

Idea 9: Connect property taxes and ability-to-pay. If
Virginia insists on property tax reform, it should use a property tax
circuit breaker to shield residents from excessive taxation and connect
property taxes with ability-fo-pay. Compared to all states in the US,,
Virginia ranked in the middle for property taxes per capita in 2002.

Idea 10: Strengthen accountability. Virginia has a tax
expenditure report, but it is limited to sales. Virginia should work to
incorporate all tax expenditures into an annual report that includes
cost projections and is readily available to lawmakers and the public.

Idea 11: Review the performance of government. Virginia
has established the Council on Virginia’s Future, which is in the
process of conducting a comprehensive performance review.
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