Michael Mazerov,
Center on Budget & Policy Priorities
Family Impact Seminar
Indianapolis, January 8, 2003

Put the level of Indiana’s taxes in
national perspective

: Put the distribution of Indiana’s
taxes in national perspective

- Highlight Indiana’s tax treatment of
low-income families

Draw implications for future changes
in tax policy
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Tax collections data used to prepare all rankings reported here are
collected by the U.S. Census Bureau and published in the “Government

COmbined state/local taxes as share
of total personal income (FY2000)

»Indiana: 10.2%
»U.S. average: 10.8%

Indiana ranks 39th out of 50 states

> Highest: New York — 13.9%
»Lowest: New Hampshire — 8.3%

Finances” series. FY2000 is the most recent year for which such data are

available.

Indiana’s Rank

Indiana 10.2%
Neighbors 10.7% Lowest of 5
Great Lakes 11.0% Lowest of 6

Industrial 10.6% Lowest of 6
High-tech 10.6% 2™ lowest of 7
itCompetitors” 10.6% 6 lowest of 21
All 10.8% 12t lowest of 50

“‘Neighbors” are IN, IL, KY, M!, OH.
“Great Lakes” are IN, IL, MI, MN, OH, Wi
“Industrial” are IN, IL, MI, NJ, OH, PA
‘High-tech” are IN, CA, MA, MN, NC, TX, WA
“Competitors” are all of the above plus AR, CT, FL, |IA, ME, MO

Indiana Family Impact Seminars — Janunary 2003

34



»Sales tax
»income tax
>Property tax

Indiana 2,2%
Neighbors 2.3%
Great Lakes 2.3%

Industrial 2.1%
High-tech 2.8%
“Competitors” 2,7%
All 2.7%

Indiana’s low combined state and
local tax level reflects varying
rankings for “Big Three” taxes

Indiana’s Rank

2nd [owest of 5
2" [owest of 6
3rd highest of 6
3t lowest of 7
6' [owest of 21
10tk Jlowest of 45

Note, of course, that this ranking was calculated before the recent increase

in the sales tax rate from 5% o 6%
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Indiana’s Rank

Indiana 2.7%
Neighbors 2.8% 2" Jowest of 5
Great Lakes 2.9% 2nd lowest of 6

Industrial 2.6% 3 highest of 6
High-tech 2.6% 2" lowest of 7
“Competitors” 2.4% middie of 21

All 2.6% 18t jowest of 41

The lower refiance on the income tax of “high tech” states than of Indiana shown in this slide is
significantly distorted by fact that Texas, a very large state, dees net have an income tax.
Among “high tech” states WITH an income tax, Indiana ranks lowest in reliance on that tax.

Indiana’s Rank

Indiana 3.5%
Neighbors 3.3% 2r highest of 5
Great Lakes 3.4% 3™ highest of 6

Industrial 3.5% 3 highest of 6
High-tech 2.9% highest of 7
“Competitors” 3.1% 6t highest of 21
All 3.1% 13th highest of 50
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Low-tax state overall

- Below-average reliance on sales tax

Above-average reliance on property tax

Average reliance on income tax

~ While Indiana’s taxes are relatively low
overall, this can’t be said of taxes on low-
income Hoosiers

- According to new

¢ study by

Inst. For Taxation & Econ. Pollcy {ITEP),
20% of (non-elderly) Indiana households

with lowest incomes devote 11.7% of

income to paying state/local taxes

Who Pays? is available at hitp:/iwww.itepnet.org/whopays.htm
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- 11.7% of income devoted to paying
state & local taxes is 13t"-heaviest
burden among 50 states for bottom
20% of income distribution

> heaviest: WA (17.6% of income)
> lightest: AL (3.8% of income)

This estimate does incorporate 2002
tax changes (e.g., expanded EITC)

Source: ITEP, Who Pays? “EITC’ refers to the Earned Income Tax Credit.

A tax — or an entire tax system -
is “regressive” when lower-income
taxpayers devote a greater share of
their income to paying the tax(es)
than do higher-income taxpayers

Indiana’s tax system — like that of
all but 8 states — is regressive.

Indiana Family Impact Seminars — January 2003

38



Indiana’s Taxes: =

Regressive
e "Hﬂ: = - = LI ng:n R - 2 m a Cr
| Indiana

State & [ oral Taxes an 2002
L TR T [ P TR A PN PR PR P R

Lo
LE=S

RO O I I

vom o
¥

¢

As ITEP’s data Indicate, the 20% of households with the lowest incomes

must devote 11.7 percent of their Incomes to IN state/local taxes, while the

top 1% of households devote just 6 3 percent of their incomes to taxes.
The 80 percent of housenolds in the middle of the iIncome distribution
devote 10.0% of their incomes to IN state/local taxes.

- Indiana’s Taxes: :
Among the i< :- Regressive

6.3% : 11.7% ratio of share of income .
devoted to s/| taxes by top 1% of !
households as compared to bottam 20%

[ s

Is the 15tht" [owest ratio among all 50
states

By this measure, Indiana has the 15t
most regressive state/local tax structure
in the country
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Answer:
Indiana’s personal income tax

Is barely progressive, and

Is not sufficiently progressive to
significantly counteract the
regressivity of sales, property, and
sin taxes.

P
J&% it

It was shown above that Indiana relies on the personal income tax
somewhat more than most states. So it is the structure of the personal

income tax rather than a low level of reliance on this tax that contributes to

the regressivity of Indiana’s overall tax structure.

INDIANA
State & Local Personal Income Tax in 2002

Shares of family income for non-elderly taxpayers
4%

-+ ;
Lmst Ak Second 2% Middla 20% Fennth 20%

The top 1% of Indiana families devoted an average of 3.7 percent of income to Indiana state

and local income taxes, barely more than the bottom 20% of families, who devoted an average

of 2.5 percent of income to personal income taxes.

The 60 percent of households in the middie of the income dlstnbutlon paid

an average of 2.9 percent of income in Indiana s/l income taxes
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- Progressivity of the
. Indiana Income Tax

Indiana’s Persanal Income Tax (PIT) is 2nd
least progressive of all 41 broad-hased
state PITs

This is true even after 2002 expansion of
earned income tax credit (EITC)

Only 5 of these 41 states (AL, IL, LA, ND,
PA) place lower PIT burdens on highest-
income households than does IN

K

- - - I

Source: ITEP, Who Pays?

PfogreSsivi_ty of the
Indiana_lncome Tax

IIE- iE:n. T - okl s 7. . '.'.-'-'.-".‘!1"!"' Loe ‘J,uvg')\.-.‘]l\ﬂ
A

35 states have pragressive bracket
structures like federal PIT

| Only 6 states have flat-rate PITs like
- Indiana’s (CO, IL, IN, MA, MI, PA)

' Some states with flat rates have higher

personal exemptions & standard deductions

than Indiana, so tax effectively is
somewhat more progressive

L .

- ]

A progressive bracket structure 1s one in which h'gher segmenis of income are taxed at higher

rates, for example, income between S0 and $10.C20 is taxed at 3%, income between $10,000

and $20,000 is taxed at 4%, etc..
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Parcont of Families Paying the Tap Marginal
Income Tax Hate in 2002
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The top marginal rate is the highest income tax rate imposed on any
segment of income. Even though Indiana has a flat rate income tax, not all
families pay at that rate; some families that file a return pay at a 0% rate

(because their incomes are too low to have a tax liability) and some receive
refundable EITCs.

- In recent years, Indiana has substantially
reduced income tax burden on poor

> lncreaéecl extra dependent exemption from
$500 to $1500

»Enacted earned-income deduction,
converted to refundahle credit, then
expanded credit effective 1/1/03 by
piggybacking on federal EITC
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6% of federal EITC, effective with 2003 tax
year

Refundable, so credit in excess of PIT
liabllity partially offsets sales and property
tax liability of low-income households with

earnings.

Level of EMTC

6B 8BKEESS

Under the old EITC, families with earnings above $12,000 received no credit. The piggybacking
of the Indiana EITC onto the federal EITC will enable families with earnings of up to $32,000 to

receive some amount of credit.
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Even had more generous 2003 (6%) EITC been
in effect in tax year 2001:
Only 9 states would have begun imposing state
income tax at lower income level than IN’s
$13,800 (2-parent family of 4)
IN would have imposed $200 PIT on family with
$18,104 poverty-level income (12t highest
among states)

- IN would have imposed $411 PIT on family with
125% of poverty level income, $22,630 (11t
highest among states).

Source: Center on Budget and Policy Priorities annual report on state

income tax treatment of low-income families. The most recent report deals

with 2001 income taxes.

Nine Sinte EITC'S na & Petcentage of lngons fof Tazpayers Edrning Under
$15,060 In 2000

A
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Refundable State Earned Income Tax Credits as Share of
Federal EITC, Tax Year 2003
Oxiahoma [ [ :
|ndiana i i :
Wisconsin [T - 1 l :

Kansas

hussalts : !

Maryland i - :
New Jorsey =
New Yark B!
District of Columnixia [
Vermment LT
Minnesota =

D%

Of 45 states with sales tax, IN’s absorbed
10th.Jowest share of personal income (2000)

. Low reliance due to

» Relatively low rate {(until recent increase)
#»No local sales taxes

¥ Narrow “base” (goods/services subject to
tax); 18'" most narrow base in 2001 (Source:
Prof. John Mikesell, 1t}

- Property and income taxes are deductible
on federal tax returns for those who itemize

Below-average reliance on sales tax and
above-average reliance on income &
property taxes maximizes federal tax
savings for Indiana itemizers, reduces net
cost of Indiana taxes for Indiana citizens
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5.0

. Sales taxes inherently regressive: upper-
income households save rather than
consume larger shares of income

Relatively low reliance on sales tax helped
counteract low progressivity of Indiana’s
income tax - preventing highly regressive
tax system from being even more so

Indiana has mitigated regressivity of sales
tax by exempting food - which represents a
large share of income for low- and
moderate-income families

By not taxing services - many of which are
disproportionately bought by upper-income
families - Indiana has foregone opportunity
to reduce regressivity of its sales tax

~ As of 1996, IN taxed only 22 of 164 services; anly 6 of 45 states
with sales taxes taxed fewer services

See: Federation of Tax Administrators, Sales Taxation of Services, 1996
Update.
Available at http://www.taxadmin.org/fta/pub/services/services.htmi
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. 7—7

Indlana s Sales Tax:
How Regresswe" o

BT i wu-mi\ e T ..
INDIANA
| Nrate & [ ocal Gororal Sales Taxes i 2002

Slaves of fanuly inoome dnr manecidroiv gy

The bottam 20% of Indiana families devate 3 8% cf income tc paying state sales taxes, the {op
1% devote just 0.7% of income. The chart daes incorperate the effect of the recent increase in
the sales tax rate.

[ . T o T T )
Indlana’s Property Taxes' |
| How Regresswe" |
INGIANA
State & Local Property Tases i 2002
Shares of ey income G o cloes v tangaens

The bottom 20% of Indiana families devote 2 4% of income to paying
property taxes; the top 1% devote just 1.4% of income to paying this tax.
The property tax is regressive, although not as regressive as the sales tax
Again, note that this chart incorporates policy changes that were enacted
last year to mitigate the regressivity of the property tax, such as the
increased homestead exempticn.
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Indiana property taxes are well below
average among all states in their
regressivity

» Ratio of property tax share of income for
bottom 20% of households to property tax
share of income for top 1% of households is
about 1.7: 1

> This ratio lower in Indiana than in all but 15
states

A

The fact that the property tax is not as regressive in Indiana as it is in other states is attributable

to the broader array of property tax relief policies in effect in the state.

- Indiana property taxes are much less
regressive than Indiana sales taxes

# Bottom 20% of households devote 1.7 times as
great a share of their incomes to property taxes
than do the top 1% of households

» Bottom 20% of households devote 6.8 times as
great a share of their incomes to sales taxes
than do the top 1% of households

i Y 5

S
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So, by choosing to fund property tax relief
with 1¢ sales tax increase rather than
income tax increase:

- Indiana made tax system more regressive

Indiana ensured that more of Hoosiers’
aggregate incomes would flow to federal

Treasury rather than be spent and re-spent
in Indiana

Recall that sales tax payments are not deductible from the federal income
tax, while state income tax and local property tax payments are deductible.
Using sales tax revenues to reduce property taxes substituted a non-

deductible tax for a deductible tax, meaning that Hoosiers will have higher

aggregate federal income tax liabilities. This represents a drain of income
out of Indiana.

Changos in Tax as Sharo of Incorme, 1889 - 2002

Bouyom Sacand Rl Fourth Giexe Bdaxy Top
205, 204%, 20%, 0¥ 157, 4% 1%
Baoan: Hegakicd rddin Fruath Ty 2%
2o% 4% 0% 0% e 5% Mozt TOE 1N
Solww & Fucine =i A% EL N PR -0 2% ~Bti b —1. 0%
Finpmery LA W e 18P vl B T,
tneome —A% + 2%, N i ELivg oy RLLR-L - B
Fodersl Ot )% T ) =017 =, 2% T, =N
“Gworall Changs SET .55 L T T T P A

Source: ITEP, Who Pays? Last year's increase in sales and cigarette
taxes more than offset all of the income and property tax relief provided to
low- and moderate-income families over the last decade. The bottom 20%

of families end 2002 devoting 1.3 percent more of their incomes to state
and local taxes than they did in 1989.
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Indiana already has one of the more
regressive state/local tax systems in U.S.

Recent tax policy has made it more so, on
halance

Increasing EITC has not offset higher sales
tax for many families with earnings, let
alone families without {e.

- Indiana could further mitigate regressive
impact of recent sales tax increase by
enacting refundable income tax credits

» tied to estimated sales tax liability of
low-income households

#non-income-tax filers should be eligible
»could phase out as income increases
»5 states have somewhat similar credits

If sales taxes must be increased further to
address budget shortfall, IN could mitigate
impact on low-income families by

- Forgoing further increases in sales tax rate

» Enacting refundable credits to offset impact
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" -Conclusions and
Policy Options (I1V)

Ly ﬁ:\ T F AT

If sales taxes must be increased further to
address budget shortfall, IN could mitigate
impact on low-income families by |

| Broadening sales tax base to encompass |
I

qgoads and services dispreportionately !
purchased hy upper-income households

»~ Financial planners, health club memberships
~ Purchases from [nternet affiliates of retail stores

Conclusions and |
- Policy Options (V) |

Further tax increases to address budget |
shortfall could focus on income tax, ,
particularly on upper incomes i

State income tax burdens on affiuent families
in IN among lowest in country |
IN only flat-rate state able to enact progressive
rates without constitutional amendment |
? 14/3 of any income tax increase on affluent

will be offset hy reduced federal income tax
liability through federal deductibility
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. Conclusions and

. Eliminating income tax burdens on families .
below poverty line should have high-priority |
claim on any future tax relief when state’s |
fiscal condition improves

| Indiana state government needs in-house
. abhility to analyze distributional impact of
I tax policy changes

It is unfortunate that the major restructuring of Indiana’s tax system last
year was undertaken with very little information made available to
policymakers or the public about the overall distributional impact of the
changes. See: Michael Mazerov, Developing the Capacity to Analyze the
Distributional Impact of State and Local Taxes, Center on Budget and
Policy Priorities, January 2002,

Available at http //www.cbpp.org/1-15-02sfp2.htm.
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