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UNJUST TAXES

How State and Local Taxes Increase Inequality

BY FRED KAMMER, S.J., J.D.

A new report from the Institute on Taxation and Economic
Policy provides an important distributional analysis of the taxes
in all 50 states and the District of Columbia." Measuring the
effective state and local tax rates by income groups, the report
assesses tax fairness, providing key information to policymakers
and taxpayers. Among the findings? are:

® The vast majority of state and local tax systems are
inequitable and upside down. They take a much greater
share of income from low-and-middle-income families
than from the wealthy, caused largely by the absence of a
graduated income tax in many states and too great a reliance
on consumption taxes.

® The lower a family’s income, the higher their effective state
and local tax rate. On average, state and local rates for the
lowest-income fifth of households—the bottom 20 percent—
are more than 50 percent higher than the top one percent of
households: 11.4 percent as compared to 7.4 percent.

Tax structures in 45 states exacerbate income inequality. They
make incomes more unequal by collecting proportionally more

taxes from poor families than wealthy ones. Only five states—
none in the Gulf South—and the District of Columbia make
incomes slightly more equitable after taxes.

e In the most regressive “terrible 10" states, the lowest-income
20 percent of families can pay as much as four-to-six times more
of their income than do their their wealthy counterparts. This
includes Texas and Florida.®> Many of these states rely heavily
on sales and excise taxes, while the least regressive states are
characterized by a progressive income tax which raises, on
average, more than one-third of state revenue.

The chart below* provides the average effective state and
local tax rates for all 50 states and the District of Columbia for
different “quintiles” of U.S. families based on income. The lowest
20 percent of families—with annual incomes below $20,800—
pay 11.4% of their income in state and local taxes. The middle
20 percent—with incomes between $36,800 and $59,900—pay
9.9% in taxes. The wealthiest 20 percent are divided into three
groups—15%, 4%, and the top 1%--because of wide income
disparity within this quintile; they pay 8.9 percent, 8.0 percent,
and 7.4 percent of family income respectively.
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Chart 1: Average Effective State and Local Tax Rates in the U.S.
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UNJUST TAXES — continued from page 1

Chart 2: Total State and Local Taxes as a Share of Family Income for Non-Elderly Taxpayers in Gulf
South States—Ranked for Inequality

State Rank Lowest 20% Second 20% Middle 20% Fourth 20% Next15% Next4% Top 1%
Alabama 18 9.9% 9.8% 9.0% 7.9% 6.9% 5.7% 5.0%
Florida 3 12.7% 9.5% 8.1% 6.8% 5.6% 4.5% 2.3%
Louisiana 14 11.9% 10.7% 10.0% 9.3% 8.0% 7.2% 6.2%
Mississippi 24 10.2% 10.1% 10.8% 9.2% 8.1% 6.5% 6.7%
Texas 2 13.0% 10.9% 9.7% 8.6% 7.4% 5.4% 3.1%
U.S. Average 11.4% 10.1% 9.9% 9.5% 8.9% 8.0% 7.4%

Note: Table shows total state and local taxes enacted through September 10, 2018 as a share of 2015 non-elderly income. The three columns on the right

compirise the top 20 percent in family income.

When we look more closely at the Gulf South, however,
inequality is more dramatic. The chart above® displays tax
rates for the same income groups by state as well as the

state ranking for inequality among all states. By a complex
formula, the inequality index ranks the states by answering
the question whether incomes of the various groups are more
or less equal after state and local taxes than before taxes by
comparing each group’s before-and-after-tax income.® Texas
and Florida rank second and third nationally in tax inequality,
because, although they do exempt groceries from sales taxes,
the overall system is very regressive due to the absence of any
income, estate, or inheritance taxes and the failure to provide
tax credits to offset sales, excise, or property taxes.

In meeting state needs, Gulf South states ask a lot more

of families with the fewest resources than they do of their
wealthiest families. State tax structures reflect legislative
choices made over generations. They need not remain sources
of greater future inequality, because elected representatives
certainly can change how they tax. They can shift the taxation
burden to those with greater resources, meaning more
progressive taxation. They also can raise more revenue to
meet the needs of states and restore funding to critically
underfunded programs through progressive changes.

Catholic theology has well established the principle favoring
progressivity in taxation. As the U.S. bishops explained decades
ago, "the tax system should be structured according to the
principle of progressivity, so that those with relatively greater
financial resources pay a higher rate of taxation.” They then

added, “The inclusion of such a principle in tax policies is an
important means of reducing the severe inequalities of income
and wealth in the nation.”” Evaluating the morality of tax systems
means asking about the progressivity and regressivity of various
taxes—the more progressive, the more moral. The chart below?
provides a graphic understanding of the distinctions:

The personal income tax can be the most just system, IF it is
structured progressively. A “flat tax” or proportional tax is much
less progressive since, by definition, it taxes the income of the
wealthiest family at the same rate as the poorest. Property taxes
typically are “somewhat regressive,” because poor homeowners
and renters pay more of their income than other groups and

the wealthiest property owners pay the least. Finally, sales and
excise taxes (e.g. on cigarettes, gasoline, and alcohol) are the
most regressive because they take a larger share of income from
low and moderate income families than they do from wealthy
families. One moderating factor in sales taxes can be the
exclusion of necessary items such as groceries.’

Key tools to enhance income tax fairness and lift individuals
out of poverty are low-income tax credits such as the Earned
Income Tax Credit (EITC). These credits are most effective
when they are refundable and adjusted for inflation—that is,
they allow "“a taxpayer to have a negative income tax liability
which offsets the regressive nature of sales and property
taxes—and are adjusted for inflation so they do not erode over
time.”'® However, except for Louisiana, none of the Gulf South
states are among the 29 states and the District of Columbia
which have enacted the EITC.

—Endnotes on page 8

Chart 3: Tax Distinctions
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PROGRESSIVE TAX

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

REGRESSIVE TAX

A regressive tax requires the poor and
middle-income to pay a larger share of their
incomes in taxes than the rich.

PROPORTIONAL TAX

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