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ABOUT THE INSTITUTE ON TAXATION AND ECONOMIC POLICY (ITEP)

The Institute on Taxation and Economic Policy (ITEP) is a non-profit, non-partisan tax policy
organization. We conduct rigorous analyses of tax and economic proposals and provide data-driven
recommendations on how to shape equitable and sustainable tax systems. ITEP’s expertise and data

uniquely enhance federal, state, and local policy debates by revealing how taxes affect both public
revenues and people of various levels of income and wealth.

ABOUT THE DATA IN THIS CHART BOOK

Most data reflect combined state and local effective tax rates as reported in ITEP's report:
Who Pays?, A Distributional Analysis of the Tax Systems in All Fifty States, 6th Edition. Analysts
produced the report (whopays.org) using ITEP's microsimulation tax model.

Unless otherwise noted, any averages reported for groups of states are unweighted. Income group
definitions vary by state in accordance with the distribution of income in each state. The District of
Columbia is treated as a state in groupings of states.
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OVERVIEW

There is significant room for improvement in state and local tax codes. State tax codes are filled with top-heavy exemptions and
deductions and often fail to tax higher incomes at higher rates. States and localities have come to rely too heavily on regressive sales
taxes that fail to reflect the modern economy. And overall tax collections are often inadequate in the short-run and unsustainable in
the long-run. These types of shortcomings provide compelling reason to pursue state and local tax reforms to make these systems
more equitable, adequate, and sustainable.

Too often, however, would-be tax reformers propose policy changes that would worsen one of the most undesirable features of state
and local tax systems: their lopsided impact on taxpayers at varying income levels. Nationwide, the bottom 20 percent of earners
pay 11.4 percent of their income in state and local taxes each year. Middle-income families pay a slightly lower 9.9 percent average
rate. But the top 1 percent of earners pay just 7.4 percent of their income in such taxes. This is the definition of regressive, upside-
down tax policy.

State and local tax systems exacerbate growing income inequality precisely because they capture a greater share of income from
low- or moderate-income taxpayers. Moreover, regressive state tax codes overall result in higher tax rates on communities of color,
which are more represented in the low-, moderate- and middle-income quintiles, thereby worsening racial income and wealth
divides.

State tax systems that ask the most of families with the least are also not well-suited to generate adequate revenues to fund schools,
health care, infrastructure, and other public services that are crucial to building thriving commmunities. This problem is particularly
acute in the long run since regressive tax systems depend more heavily on low-income families, whose incomes have remained
largely stagnant, while taxing the superrich, whose wealth and incomes are growing rapidly, at lower rates.

As information in this chart book helps illustrate, it does not have to be this way. States vary considerably in the fairness of their tax
codes, and pursuing policies adopted by states with the least regressive tax systems is a proven strategy for reducing tax inequity.

States levying robust personal income taxes with graduated tax rates and targeted refundable credits, for example, tend to have
overall tax systems that are more reflective of taxpayers' ability to pay. By contrast, states with flat-rate personal income taxes or no
personal income tax at all have among the most regressive tax systems in the nation.

And contrary to claims that everybody pays a “fair share” under sales and excise taxes, states relying heavily on these taxes to fund
government tend to fare poorly in terms of the distribution of their tax systems. As this chart book shows, middle- and low-income
taxpayers typically pay more tax on what they buy (sales and excise taxes) than on what they earn (income taxes), though many
families may fail to notice this since sales tax payments are spread over countless purchases made throughout the year. Relying on
sales tax benefits high-income taxpayers at the expense of low- and moderate-income families who often face above-average tax
rates to pick up the slack.

Given the detrimental impact that regressive tax policies have on economic opportunity, income inequality, racial wealth disparities,
revenue adequacy, and long-run revenue sustainability, tax reform proponents should look to the least regressive states in crafting
their proposals.
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Overall State & Local Tax Distribution

Distribution of State & Local Taxes, State and local tax
National Average systems |evy the

Shares of family income paid by non-elderly taxpayers

0 4 highest effective tax
10.1% rates on the lowest-
income taxpayers

Virtually every state tax system is fundamentally
unfair, taking a much greater share of income

from low- and middle-income families than from
high-income families. On average, the poorest 20
percent of taxpayers spend 11.4 percent of their
income on state and local taxes, which is 50 percent
higher than the 7.4 percent average effective rate
for the top 1 percent.

> 10%
8%
6%
4%

While reasons for this disparity vary by state, an
overreliance on regressive consumption taxes and
the lack of a sufficiently robust personal income tax
are two of the most common features of state and
local tax codes.

2%

0%

Lowest 20% Second 20% Middle 20% Fourth 20% Next 15% Next 4% Top 1%

INCOME GROUF Note: As with the rest of the data underlying this chart book,
these figures come from the sixth edition of ITEP's Who Pays?
report, published October 2018.

Source: Institute on Taxation and Economic Policy
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Overall State & Local Tax Distribution

Share of Income vs. . Unlike every other
Share of State and Local Taxes Paid .
Income group, the top

B Sshare ofincome 26% 26% 5 percent Of ea rners
[l share of state and local taxes paid pay a Sma"er Share of
state and local taxes
than their share of
income.

The nation’s income is concentrated at the top.
For example, the top 1 percent alone have a
combined income that exceeds the bottom half
of individuals and families.
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Despite this imbalance, state and local tax
systems typically ask less of high-income families
than of families of more modest means. The top
5 percent of earners pay a smaller share of state
and local taxes than their share of income. The
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Lowest 20% Second 20% Middle 20% Fourth 20% Next 15% Next 4% Top 1% bottom 80 percent of families by contrast, pay
1 1
INCOME GROUP a larger share of state and local taxes than the
Source: Institute on Taxation and Economic Policy share of income they earn.
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Overall State & Local Tax Distribution

Percentage Change in Share of Income Regressive state

After State and Local Taxes Are Applied and local tax Systems
16%  widen income

inequality.

2.0%

1.0%

While state and local tax laws are not the primary
cause of income inequality, they play a role in

0.0% exacerbating existing gaps in income.

Because low- and middle-income individuals and
families face above-average state and local tax
rates, their share of total income falls after state and
local taxes. Low-income families, for example, see
their share of income fall by 2.8 percent (from 3.0

to 2.9 percent). High-income families, by contrast,
experience a 1.6 percent gain in their share of
income after these taxes are collected (from 19.2 to
19.5 percent of personal income).

-1.0%

% CHANGE IN SHARE OF INCOME

-2.0%

In other words, incomes are less equal after state

- 0
-3.0% 2.8% and local taxes than before.
Lowest 20% Second 20% Middle 20% Fourth 20% Next 15% Next 4% Top 1%
INCOME GROUP Note: Figures are expressed as percentages rather than
Source: Institute on Taxation and Economic Policy percentage point changes.
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Income Taxes

Effective Tax Rates and Personal Income Taxes

Not levying a
o staes nz personal income tax

WITHOUT

S eERSONAL benefits high-income

INCOME TAXES
(¢)
26% households.
It is a common misconception that states without
personal income taxes are “low tax.” In reality, to
compensate for lack of income tax revenues these
o state governments often rely more heavily on sales
41 STATES 10.4% and excise taxes that disproportionately impact
AND D.C. lower-income families. As a result, while the nine
plisE:sYclu:iL states without broad-based personal income taxes
INCOME TAXES 7.5% are ur)iversally “low tax” for households garning
N H Bottom 20% large incomes, these states tend to be higher tax for
Top 1% the poor.

o o o o o N o Note: The nine states without broad-based personal income
0% 2% 4% 6% 8% 10% 12% taxes are Alaska, Florida, Nevada, New Hampshire, South
Dakota, Tennessee, Texas, Washington, and Wyoming.

Source: Institute on Taxation and Economic Policy
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Income Taxes

Effective Tax Rates States WIFhOUt
in States Without Personal Income Taxes personal income taxes
14.0% :550“10;“40% are not necessarily
op 1%
“low tax” for everyone.

15%

12% 1.6%

10.5% OTHER 41 STATES Four of the nine states without broad-based
10.2%  (BoTTOM 40%) . : .
—o.9% —_— — -97%— —_—— — personal income taxes require their low- and
oI moderate-income taxpayers (those in the bottom
0% 8.8% 8.6% 0 fthe | distributi
OTHER 41 STATES 40 percent of the income distri .utlon) to pay more
(ToP 1%) ‘ . 75% than 10 percent of their income in state and local
7.5% taxes each year. Among states that levy personal
income taxes, the average effective tax rate for
this group is 9.9 percent. States that compensate
for lack of a personal income tax by levying higher
taxes on consumption tend to be “high tax” states
for low- and moderate-income families.

L TAX RATE

6% 5.5%

VE STATE AND LOCA

EFFECTI\

3.0%
3%

These nine states are also, without exception, the
lowest-tax states in the nation for high-income
families. Among the 41 states that levy personal
income taxes, the overall state and local tax rate
Nevada Florida South Alaska ~ Wyoming Tennessee Texas (including income, sales, excise, and property taxes)
Dakota , N o Hampshire applied to the top 1 percent of earners averages 7.5
INCOME GROUP BY STATE ) ;

percent. In states without personal income taxes,

this rate is 3.1 percent or less.

0%

Washington New

Source: Institute on Taxation and Economic Policy
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Income Taxes

Effective Tax Rates and
Reliance on Personal Income Taxes
I
I

AVERAGE
RATIO IN 10 | RATIO ACROSS
STATES MOST ALL STATES
RELIANT ON 1.4: 1
PERSONAL o
INCOME TAXES
RATIO IN 10
STATES LEAST
RELIANT ON 2.6:1
PERSONAL
INCOME TAXES
0.0 0.5 1.0 15 2.0 25 3.0

AVERAGE RATIO OF EFFECTIVE STATE AND LOCAL TAX RATE ON BOTTOM 20 PERCENT
RELATIVE TO TOP 20 PERCENT

Source: Institute on Taxation and Economic Policy
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Robust personal
income taxes make
state tax systems less
regressive.

Progressive personal income taxes provide an
important counterbalance to other state and

local taxes that often fall more heavily on low- and
moderate-income families. The 10 states relying
most on personal income taxes to fund government
come closest to parity in tax rates across the
income scale. States with little or no personal
income tax, by contrast, charge the poorest 20
percent of taxpayers an average effective tax rate
that is 2.6 times as high as the rate they charge
their top 20 percent of taxpayers.

Note: Reliance on personal income taxes is measured relative
to state and local own-source revenue in Fiscal Year 2016, as
reported by the U.S. Census Bureau. The ten most reliant states
are Maryland, Oregon, New York, Massachusetts, Connecticut,
California, Minnesota, Kentucky, the District of Columbia, and
Virginia. The ten least reliant states are Alaska, Florida, Nevada,
South Dakota, Texas, Washington, Wyoming, Tennessee, New
Hampshire, and North Dakota.
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Income Taxes

, Flat taxes often
Flat-Rate State Income Taxes Are Less Progressive . hiah
Than Graduated Rate Taxes require nigher

«%  payments by low-
Ml States with flat-rate income taxes a n d m id d Ie- i n Co m e
families.

States taxing personal income take one of two
general approaches: a flat rate applied to all taxable
income or a graduated system in which tax rates
rise on larger incomes.

4% [l States with graduated-rate income taxes

3.3%

3.0%

% 2.9%

2%
Graduated-rate income taxes tend to be more
progressive than flat-rate taxes. Because they allow
states to collect more revenues from high-income
0.7% taxpayers, graduated-rate taxes also typically allow
for lower tax bills for low- and middle-income
families. The middle 20 percent of individuals and
families in states with flat-rate taxes, for example,

1%

0%

AVERAGE EFFECTIVE STATE PERSONAL INCOME TAX RATE

-0.3% tend to pay 2.9 percent of what they earn in income
taxes. In states with graduated-rate taxes, by
1% contrast, that figure is just 2.3 percent.
Lowest 20% Second 20% Middle 20% Fourth 20% Next 15% Next 4% Top 1%

Note: Of 4] states with broad-based state personal income taxes,
INCOME GROUP nine levy flat-rate taxes and 32 (plus the District of Columbia) levy
Source: [nstitute on Taxation and Economic Policy taxes with a graduated rate structure. The states with flat-rate
taxes are Colorado, lllinois, Indiana, Kentucky, Massachusetts,
Michigan, North Carolina, Pennsylvania, and Utah.
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Sales & Excise Taxes

Low- and Moderate-Income Families Pay More
in States Relying Heavily on Sales Taxes Sales taxes require

/\ low- and moderate-

14.0%

OTHER 40

STATES AND D.C. income families to
o % >.=% pay far more of their
. INcome in tax.

Eight of 10 states most reliant on general sales tax
revenue to fund government require the bottom
40 percent of earners to devote 10 percent, or more,
of their income to state and local taxes each year.
Among the other 40 states, state and local taxes av-
erage 9.5 percent of income for this group. Choos-
ing to fund government largely through sales taxes
affects low- and moderate-income families most
since they tend to spend a larger share of their
earnings on items subject to sales tax.
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Source: Institute on Taxation and Economic Policy

Washington Hawaii Texas Alabama Arkansas Louisiana New South Tennessee Nevada

Mexico Dakota Note: Reliance on general sales taxes is measured relative to

state and local own-source revenue in Fiscal Year 2016, as report-
ed by the U.S. Census Bureau.
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Sales & Excise Taxes

Reliance on Sales & Excise Taxes and Effective Tax
Rates for Low- and Moderate-Income Families

16%

14%

12%

10%

8%

6%

AVERAGE EFFECTIVE STATE AND LOCAL TAX RATE
ON BOTTOM 40 PERCENT

4%
0%

Correlation: 0.66
Trend Line °

10% 20% 30% 40%

SHARE OF OWN-SOURCE REVENUE FROM SALES & EXCISE TAXES

1

HIGHER
TAXES
ON BOTTOM
40 PERCENT

50%

Sales taxes often
determine if a state is
“higher tax” for low-
and moderate-income
families.

While there is no single determinant of whether
a state is “higher tax” for the bottom 40 percent
of earners, the level of reliance on sales and excise
taxes has a major impact.

In states where sales and excise taxes account

for 30 percent or more of state and local revenue,
effective tax rates on lower-income people almost
always exceed 10 percent.

In states deriving 15 percent or less of their revenue
from these sources, effective tax rates on this group
are 8 percent or less.

Note: Reliance on state and local sales and excise taxes is mea-
sured relative to state and local own-source revenue in Fiscal
Year 2016, as reported by the U.S. Census Bureau.

Source: Institute on Taxation and Economic Policy
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Comparing Income & Sales Taxes

Most middle-income
Most Taxpayers Pay More in State and Local and low-income

Consumption Taxes Than In Income Taxes taxpayers pay more in
71% B Sales and Excise Taxes (State and Local) Sales and eXCise taxes
7% [l Income Taxes (State and Local) than in income taxes.

Personal income tax returns reveal how much
individuals and families pay in income taxes. But
most taxpayers cannot measure how much sales
and excise tax they pay on purchases madeina
given year. As it turns out, middle- and low-income
taxpayers typically pay more taxes to their state
and local governments based on what they buy

3% 27% 2.7% (sales and excise taxes) than on what they earn
(income taxes).

8%

6%

5%

4%

2% .
0 Proponents of state income tax cuts often overlook

this fact, and sometimes even propose policies

that would intensify it by swapping lower income
taxes for higher sales and excise taxes. Proposals
to decrease income taxes that largely impact the
wealthy while increasing the less visible sales and
excise taxes that impact families of more modest

means would exacerbate the upside-down nature
Source: Institute on Taxation and Economic Policy Of state tax COdeS.

1%

AVERAGE EFFECTIVE STATE AND LOCAL TAX RATE

0%

Lowest 20% Second 20%  Middle 20% Fourth 20% Next 15% Next 4% Top 1%
INCOME GROUP

Note: These figures are national averages. Income tax category
includes both personal and corporate income taxes.
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Impact of Tax Systems on Inequality

0%

-3%
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ITEP TAX INEQUALITY INDEX

-9%

-12%

-15% h

Source: Institute on Taxation and Economic Policy

MORE
REGRESSIVE

Tax Fairness & Income Inequality

The most lopsided

state and local tax
codes include a flat
income tax or no
income tax at all.

The ITEP Tax Inequality Index measures the effects
of each state's tax system on income inequality. It

examines whether the gap in families’ shares of
income is wider or narrower after state and local
taxes. States with regressive tax structures have

. No Personal Income Tax

. No Personal Income Tax
or General Sales Tax

. No General Sales Tax

negative inequality index scores, meaning that
incomes are less equal in those states after state and
Flat Rate Personal Income Tax local taxes than before. The farther the score falls
below zero, the more regressive the tax code.

Of the 10 most regressive state and local tax systems
in the nation, nine levy either a flat income tax or

[l other states no personal income tax at all. By contrast, the 10
least regressive states (including six states with

moderately progressive codes) all use graduated-

LESS — rate personal income taxes.

REGRESSIVE

Note: An explanation of how the ITEP Tax Inequality Index is
calculated is available in the methodology section of ITEP's Who

Pays? report.
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Tax Fairness & Income Inequality

Reliance on Sales & Excise Taxes
and Regressivity States raising more
of their revenue with

° Correlation: -0.64 I d ‘
— et sales and excise taxes
° °
°
5 ox . o« o tend to have more
z ° ® % oo LESS .
-0 .
- % % s recressive - r@gressive tax systems.
= ° ° ° oo,
2, 4% . * ° °
e ° ° .° o0 A high degree of reliance on sales and excise taxes
: 6% ® °® ° to raise revenue is a key fgatgrg of regressive tax
g b ° ®  MORE systems. States where a significant share of revenue
& g% ° REGRESSIVE IS derived from taxes on consumption tend to
= ® o receive lower scores in ITEP's Tax Inequality Index,
q V'
10% meaning that thgir taxes fall qli.sproportionately on
low- and middle-income families rather than on
1% families with large incomes.
-12%
°
Note: Reliance on state and local sales and excise taxes is
-14% measured relative to state and local own-source revenue in
0% 10% 20% 30% 40% 50% Fiscal Year 2016, as reported by the U.S. Census Bureau. An
explanation of how the ITEP Tax Inequality Index is calculated is
SHARE OF OWN-SOl REVENUE FROM SALES

available in the methodology section of ITEP’s Who Pays? report.

Source: Institute on Taxation and Economic Policy
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Effective Tax

Tax Fairness & Income Inequality

Rate Ratio

on Bottom 20 Percent Relative to Top 1 Percent
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often pay state and
local taxes at rates
many times higher
than high-income
taxpayers.

The gap in tax rates faced by low- and high-income
residents varies considerably by state. At one end of
the spectrum, states such as Washington, Florida,
and Nevada tax their low-income residents at rates
more than five times higher than rates charged

to their high-income residents. At the other end

of the spectrum, Delaware, Vermont, California,
Minnesota, New Jersey, and the District of Columbia
tax their lowest-income residents at a slightly lower
rate than the wealthy.

Without exception, the largest disparities exist in
states that fail to levy personal income taxes but
that do levy general sales taxes. States with the
smallest gaps, by contrast, levy graduated-rate
personal income taxes.

Source: Institute on Taxation and Economic Policy
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CONCLUSION

This chart book illustrates that states lacking robust personal income taxes and relying heavily on
consumption taxes have some of the most lopsided tax systems in the nation. These states require far
higher payments, relative to income, from low- and moderate-income families than from the wealthy.
They often levy above-average tax rates on families facing economic hardship and below-average
rates on their most affluent residents. In other words, these states are effectively worsening income
inequality through their tax policies.

Progressive taxes simply make better economic sense in the short and long term. Higher-income
taxpayers are better equipped financially to pay higher rates and, furthermore, income is growing
fastest among the wealthiest Americans. If states rely more on progressive taxes they are more likely
to experience the revenue growth necessary to adequately fund their schools, infrastructure, and
other public services that are essential to building thriving communities.

While there is room for improvement in every state'’s tax code, the example set by states that have

embraced robust, graduated-rate personal income taxes is a useful one for proponents of tax reform
to keep in mind.
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