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Illinois’s Flat Tax Exacerbates
Income Inequality and Racial Wealth Gaps

LISA CHRISTENSEN GEE

Flat or graduated personal income taxes have varying effects on the annual individual
tax liabilities of taxpayers at different income levels. Less examined is how tax structures
affect income inequality and racial wealth gaps. This brief illustrates how lllinois’s
historic flat income tax structure compares to the proposed Fair Tax through a multi-
year retrospective analysis. It shows that lllinois’s flat income tax in lieu of a graduated
rate tax used by most states amounts to a tax subsidy for the wealthiest lllinoisans that
compounds income inequality and racial wealth gaps.

Fair vs. Flat: Choice Between Income Tax Structure Implicates More than
Individual Tax Liability, Affects Income Inequality, Racial Wealth Gaps

This November, lllinoisans will decide whether to amend the state constitution to allow
a graduated income tax. A “yes” vote on the lllinois Fair Tax constitutional amendment
will make effective legislation that will replace the current flat tax rate of 4.95 percent
with graduated rates that cut taxes for those with taxable income less than $250,000 and
institute higher marginal rates on taxable incomes greater than $250,000 (Figure 1).

FIGURE T
FAIR TAX RATE STRUCTURE
Income-Single or MFS Income-MFJ .
Marginal Rates
From To From L[]
- $10,000 - $10,000 4.75%
10,001 100,000 10,0001 100,000 4.90%
100,001 250,000 100,001 250,000 4.95%
250,001 350,000 250,001 500,000 1.75%
350,001 750,000 500,001 1,000,000 7.85%
Over 750,000* Over 1,000,000* 7.99%

*Above this threshold, all taxable income is taxed at the top marginal rate of 7.99%
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Under the Fair Tax, 97 percent of taxpayers with income tax liability would receive a
tax cut and only the wealthiest 3 percent would pay more. The Fair Tax would improve
the fairness of lllinois’s combined state and local taxes. Currently lllinoisans in the bottom
20 percent of income—Iless than $21,800 in income—pay 14.7 percent of their incomes
in combined state and local taxes, while the top 1 percent—$537,400 and higher in
income—pay only 7.4 percent (Figure 2).! In contrast, the Fair Tax would increase effective
tax rates by 2.4 percent for the top 1 percent while cutting taxes for taxpayers whose
incomes fall in the bottom 95 percent (Figure 3), improving lllinois’s tax system from the
8th most regressive in the nation to the 20th.

FIGURE 2

Total State and Local Tax in lllinois Under the Flat Tax

Taxes as a Share of Family Income
14.4%
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SOURCE: Institute on Taxation and Economic Policy, ITEP microsimulation model ITEP.org

FICURE 3
Change in Tax as a Share of Income Under lllinois Fair Tax
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SOURCE: Institute on Taxation and Economic Policy, ITEP microsimulation model ITEP.orq

INSTITUTE ON TAXATION AND ECONOMIC POLICY

ITEP.r > ||



ITEP.org

The choice between maintaining the flat tax status quo or adopting the Fair Tax
extends beyond questions of individual income tax liability and improved tax equity. It
also affects income inequality and racial wealth gaps.

Tax laws that collect higher shares of taxpayer income from those with lower incomes
exacerbate income inequality. In lllinois today, after state and local taxes, a family making
less than $21,800 has 85.3 percent of their income remaining post-taxes while a family
with more than $537,400 has 92.6 percent of theirs. Tax laws that perpetuate these
inequities year after year make it even harder for families already struggling to get by
with low, stagnating wages.

Another consequence of lllinois’s flat income tax is that the wealthiest don’t contribute
as much as they would under a graduated income tax like the Fair Tax—both in terms of
absolute tax dollars paid and the share of total taxes paid. In 2019, lllinoisans with more
than $250,000 in taxable income paid 38 percent of all personal income taxes under the
flat 4.95 percent rate, but under the Fair Tax they would pay 47 percent of total income
taxes—an increase of 9 percentage points. In contrast, those with less than $250,000 in
taxable income currently pay 62 percent of all personal income taxes but would pay 53
percent under the Fair Tax—a decrease of 9 percentage points. By taxing higher incomes
at higher rates and lower incomes at lower rates, more total tax dollars are paid by those
with greater ability to pay, shifting more of the responsibility for the tax from those with
low- and moderate-wages to the wealthiest.

What do wealth and wealth gaps have to do with it? Because the wealthiest lllinoisans
have lower tax responsibilities under the current flat tax than they would if lllinois joined
most other states in levying a graduated rate tax, the wealthy can invest these “saved” tax
dollars to build even more wealth. Meanwhile, the same laws make it harder for low- and
moderate-income families to get by. The result is widening wealth gaps that compound
over time and are starkest along racial and ethnic lines.

To illustrate these collective and compounding effects on income inequality and
wealth, ITEP conducted a multi-year analysis comparing tax liabilities under lllinois’ flat
tax compared to the Fair Tax for taxpayers with less than and greater than $250,000 in
taxable income. Due to difficulties forecasting income and economic conditions 20 years
in the future, this is a retrospective analysis, using data on historic flat tax rates and actual
personal income tax collections from 1999-2019. For each year, ITEP determined tax
liabilities for taxpayers under the actual flat tax in effect that year compared to what tax
liabilities would have been had each group paid the same share of taxes as they would
under the Fair Tax (tax collections held constant). As a scenario analysis contextualized
in the past, our intention is to illustrate the long-term consequences of the choice
on income inequality and wealth gaps and should not be confused as an exercise in
“predicting the past.”

Our key findings follow.
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KEY FINDINGS

1. Compared to the Fair Tax, lllinois’s flat tax structure shifts responsibility for paying
$27 billion more in personal income taxes from the top 3 percent of earners to
families with less than $250,000 of taxable income over the 20-year period studied,
lowering these families’ standard of living while enabling the wealthiest lllinoisans
to build an additional $50.2 billion in wealth. (See Table 1.

e Under the same distribution of the Fair Tax, the wealthiest 3 percent of
lllinoisans would have paid on average an additional 8 percent of total
income taxes or $27 billion from 1999-2019.

e Owing $27 billion less in taxes under the flat tax structure is equivalent to a
wealth gain of almost $50.2 billion for the richest Illinoisans over this 20-year
period, assuming the money was invested in the stock market.?

¢ lllinois has had a flat income tax since its adoption in 1969, so cumulative
tax subsidies to and resulting wealth accumulation of the highest-income
lllinoisans compared to the Fair Tax are far greater over the entire duration of
the tax’s history.

2. Black and Hispanic lllinois taxpayers with taxable incomes less than $250,000 pay
$4 billion more in taxes over the 20-year period studied under a flat tax than they
would under the Fair Tax. These tax differences reduced the standard of living
for these families and exacerbated income and wealth gaps while enabling the
wealthiest Illinoisans to accumulate an additional $7.5 billion in wealth due to
these tax subsidies. (See Table 2.)

e Income disparities by race and ethnicity in the United States are striking and
pervasive—as old as the history of our country founded with an economic
system dependent on enslavement and the subsequent years of inequality,
discrimination, and differential access to power and opportunity. In 2016,
median household incomes for Black and Hispanic households were,
respectively, 42 and 37 percent lower than white non-Hispanic households.
The wealth divides are even starker, with median household wealth for
Black and Hispanic households equaling $17,000 and $21,000 respectively
compared to $171,000 for white non-Hispanic households.#

e Over the 20-year period studied, lllinois's unusual choice to levy a flat income
tax system exacerbated racial and ethnic income gaps by requiring Black and
Hispanic taxpayers with taxable income less than $250,000 to pay $4 billion
more in personal income taxes than they would have under the Fair Tax.

e The $4 billion in additional taxes that Black and Hispanic taxpayers with
income less than $250,000 effectively paid under the state's flat tax would
otherwise have been paid by the wealthiest lllinoisans, 84 percent of whom
are white, non-Hispanic. Assuming an ordinary rate of return, that $4 billion
transfer from the state’s Black and Hispanic taxpayers with low and moderate
incomes to its top 3 percent of earners allowed the state's most affluent
residents to build their wealth by as much as an additional $7.5 billion.
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METHODOLOGICAL NOTES

Retrospective and Hypothetical Analysis

This analysis compares actual personal income tax collections under historic lllinois
flat tax rates from 1999-2019 to what they would have been under the same distributional
divisions of tax liability under the Fair Tax. It is a retrospective (rather than prospective)
analysis given the inherent difficulties in credibly forecasting economic conditions and
incomes 20 years in the future. This choice in data set should not be confused with an
attempt to “predict the past,” i.e., we do not seek to answer or imply answers to questions
like, “Would lawmakers have adopted a graduated rate structure in the late 1990s?”,
“What thresholds and rates would have been required to yield the same amount of
revenue the flat tax in a specific year generated?”, etc.

This analysis is hypothetical in the sense that it seeks to answer questions about the
cumulative and comparative effects of the flat v. Fair Tax projected backward onto a time
frame when the Fair Tax was not a constitutional amendment or contingent legislation.
We considered two approaches for normalizing the calculations across income tax
systems:

1.  Assume the same level of historical tax collections but impose a division of tax
liability that mirrors the share of tax paid under the Fair Tax compared to the
share of taxes paid under the flat tax in effect in each of the years 1999-2019. This
approach requires flexibility to the exact rates and brackets that would have been
in place to achieve the same level of tax collections from year to year.

2. Hold the Fair Tax rate structure constant (see Figure 1) for each of the years from
1999-2019 and compare relative tax liabilities to an imputed flat tax rate that would
have brought in the same amount of tax collections.

The comparative distributional point this analysis aims to illustrate is more clearly seen
in holding tax collections to actuals, so we rely on the first approach in this analysis.

Static v. Dynamic Modeling

ITEP's modeling of the Fair Tax proposal follows a “static” approach: it estimates
revenues for the proposal under the assumption that the economic behavior of
households and businesses are not affected by the tax. This static approach to modeling
the revenue effects of changes in tax policy contrasts with “dynamic” approaches
which, in addition to the more immediate static impacts, include subsequent effects of
behavioral changes among households and businesses responding to the change in tax

policy.
Although, in principle, dynamic approaches could be more realistic, in practice, they

are significantly limited, particularly for purposes of modeling state tax policy changes.
Those limitations include the following:

1. Dynamic modeling necessarily relies on particular assumptions about the
economy that, at best, reflect only particular aspects of real economic behavior.
For example, widely used macroeconomic growth models and carefully calibrated
computable general equilibrium (CGE) models might be informative as to the
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variety of final equilibrium outcomes for the economy as a result of tax changes,
but they are generally mute on the precise path the economy follows in adjusting
from pre-policy to post-policy equilibrium, and, importantly, how long the
adjustment period would last (often it is decades). At worst, simplistic models that
are little more than rules of thumb give the appearance of “modeling” but, in fact,
they decisively bias the revenue estimates to conform with the prior beliefs and
intentions of the analyst, not the myriad complexities of economic reality.

2. Dynamic models are not designed to simulate the effects of changes in tax policy
on the distribution of incomes among the households and businesses that are
directly affected by the policy. The dynamic models used to adjust static revenue
impacts for behavioral feedback are macroeconomic in nature, whether they
have a national or regional focus. That is, they are designed to predict changes
in aggregate economic indicators (e.g., output, employment, total revenue) and
are silent on how, for example, a particular tax change might affect lower-income
households differently from more affluent households.

3. Dynamic models necessarily rely on incomplete data, especially models for
states and localities. Dynamic models must quantify linkages between dozens of
economic sectors. Even at the national level, these linkages are often opaque and
require arbitrary approximations. Data on these linkages are often nonexistent at
the state level.

4. Estimates of the macroeconomic effects of policy changes are highly uncertain.
Economists differ substantially on the size of macroeconomic feedbacks from
reducing marginal income tax rates or other changes in taxes or spending. There
is no consensus on the impact of tax changes on labor supply, savings, investment,
or consumption.®

These are among the reasons that ITEP believes that the static revenue estimates are
more informative to policymakers than conventional dynamic estimates, certainly as a
first approximation.

Nominal v. Real Dollars

All tax and wealth dollar figures throughout this brief and in the tables are in 2020
dollars. Actual tax collections under the state’s flat personal income taxes reported and
estimated revenues under the Fair Tax in current dollars were converted to real dollars
using a Personal Consumption Expenditures (PCE) deflator.

Revenue Collections Data

“Personal Income Tax Receipts Under Historic Flat Tax Rates” are sourced from the
State of lllinois Department of Revenue Tax Stats. This analysis excludes receipts from
non-residents.
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Calculation of Share of Taxes Paid by Taxable Income Less/Greater Than
$250,000

ITEP relied on its Microsimulation Tax Model to calculate the share of taxes paid by
lllinois taxpayers by fixed income brackets of less than and greater than $250,000 in
taxable income for each year of the historic flat tax (e.g., 3 percent from 1999-2010, 5
percent 2011-2014, 3.75 percent 2015-2017, and 4.95 percent 2018-2019) and in contrast
what it would have been under the Fair Tax. Taxpayers who fall into these respective
income categories are not constant from year to year.

Calculation of Share of Taxes Paid by Black and Hispanic Taxpayers with
Taxable Income Less Than $250,000

ITEP calculated the share of taxes paid by race and ethnicity for taxpayers with taxable
income less than and greater than $250,000 for both the Fair Tax and flat tax in tax year
2019 using its Microsimulation Tax Model and ACS 2013-2017 data.

Race outcomes were produced by matching ACS individual and household data,
followed by producing frequencies of demographic sub-tax units within all tax units. We
use a method developed by the Tax Policy Center to crosswalk between ACS individual and
household data and tax data. Under this methodology, where relevant, we link individual
spousal records and assign dependents to adults based on several criteria related to age,
income, and education status. ITEP's resulting estimates of tax units’ racial and ethnic
composition are validated by checking against published Census data on households
and persons, as well as demographic data published by states.

The analysis imputes the shares of taxes paid by each race and ethnicity group from
1999-2018 by adjusting the 2019 shares of tax paid by changes in the share of aggregate
income help by each race and ethnic group over the same period using Census Table
H-2. Share of Aggregate Income Received by Each Fifth and Top 5 Percent from 1967 to
2018. Note that growth in the share of taxes paid by Black and Hispanic taxpayers with less
than $250,000 in taxable income while the share of taxes paid by all taxpayers with less
than $250,000 decreased from 2012-2018 is primarily driven by increases in the Hispanic
population and share of aggregate income held by these households during that time.

Calculation of the Wealth Equivalent

This section of the analysis assesses the value of the higher tax payments made by
families with less than $250,000 in annual taxable income under the flat tax compared to
the Fair Tax and what the value of that money was if invested in the stock market (S&P 500
Index) and allowed to accrue in value. For each year, this gives us the total wealth (in 2020
dollars) that wealthier households in effect accrued as a result of the higher taxes taxpayers
with less than $250,000 in taxable income paid under the flat tax compared to the Fair Tax.

Market return data was developed leveraging data from Aswath Damodaran at the
NYU Stern School of Business, “Historical Returns on Stocks, Bonds and Bills - United
States,” available online at http://pages.stern.nyu.edu/~adamodar/New_Home_Page/
datafile/histretSP.html.
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About the ITEP Tax Model

The ITEP Microsimulation Tax Model is a tool for calculating revenue yield and
incidence, by income group, of federal, state and local taxes. The ITEP model is capable of
calculating the impact of current tax law and tax change proposals on taxpayers and can
also project potential revenue yields of tax law changes. The model is unique in its ability
to produce analysis at the federal and state levels and to analyze income, consumption
and property-based taxes.

In computing its estimates, the ITEP model relies on one of the largest databases of
tax returns and supplementary data in existence, encompassing close to three-quarters
of a million records. To forecast revenues and incidence, the model relies on government
or other widely respected economic projections.

The ITEP model's federal tax calculations are very similar to those produced by the
congressional Joint Committee on Taxation, the U.S. Treasury Department and the
Congressional Budget Office (although each of these four models differs in varying
degrees as to how the results are presented). The ITEP model, however, adds state-by-
state estimating capabilities not found in those government models.

Data Sources

A “microsimulation model,” the ITEP model works on a very large stratified sample
of tax returns and other data, aged to the year being analyzed. The ITEP model uses the
following micro-data sets and aggregate data:

Micro-Data Sets

IRS 1988 Individual Public Use Tax File, Level Ill Sample; IRS Individual Public Use
Tax Files; Current Population Survey; Consumer Expenditure Survey; U.S. Census;
American Community Survey.

Partial List of Aggregated Data Sources

Miscellaneous IRS data; Congressional Budget Office and Joint Committee on
Taxation forecasts; other economic data (Commerce Department, WEFA, etc.);
state tax department data; data on overall levels of consumption for specific goods
(Commerce Department, Census of Services, etc.); state-specific consumption

and consumption tax data (Census data, Government Finances, etc.); state-
specific property tax data (Govt. Finances, etc.); American Housing Survey; Census
of Population Housing; Energy Information Administration; Federal Highway
Administration; BDS Analytics.
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TABLE 1
Tax Subsidies to Highest-Income lllinoisans Under Illinois Flat Tax & Wealth Equivalent

(2020 dollars)
% Tax Paid l_)y % Tax Paid I_oy % Tax Paid t_)y % Tax Paid t_)y Reszll;l;:zg ;I':x Wealth Equivalent
Actual = Taxpayers with | Taxpayers with | Taxpayers with = Taxpayers with Taxpayers with of Tax S_ubsidies
Tax Rate = over $250,000* = over $250,000 | under $250,000 | under $250,000 over $250,000 for ng_hes.t-
under Flat Tax | under Fair Tax = under Flat Tax | under Fair Tax = under Flat Tax income [linoisans
1999 3.00% 23% 31% 7% 69% $1,113,444,181 | $1,889,162,236
2000 3.00% 27% 35% 73% 65% 1,229,599,138 1,807,324,831
2001 3.00% 24% 31% 76% 69% 1,028,872,925 1,751,524,291
2002 3.00% 23% 30% 7% 70% $942,648,214 1,896,548,082
2003 3.00% 25% 32% 75% 68% $933,049,509 2,491,122,955
2004 3.00% 28% 36% 72% 64% 1,005,908,116 2,193,159,594
2005 3.00% 31% 39% 69% 61% 1,080,410,889 2,246,034,069
2006 3.00% 33% 41% 67% 59% $1,141,691,184 |  $2,404,585,003
2007 3.00% 34% 43% 66% 57% $1,192,070,333 | $2,298,591,467
2008 3.00% 31% 39% 69% 61% $1,030,344,442 |  $1,995,249,205
2009 3.00% 27% 33% 73% 67% $789,039,251 $2,498,468,538
2010 3.00% 28% 35% 72% 65% $866,996,678 $2,209,453,879
2011 5.00% 27% 35% 73% 65% $1,501,028,044 | $3,471,899,360
2012 5.00% 30% 39% 70% 61% $1,677,964,085 | $3,996,247,583
2013 5.00% 34% 43% 66% 57% $1,674,943,180 |  $3,560,633,540
2014 5.00% 34% 43% 66% 57% $1,756,441,947 | $2,908,914,461
2015 3.75% 35% 44% 65% 56% $1,308,891,743 |  $1,944,500,257
2016 3.75% 35% 43% 65% 57% $1,249,086,309 | $1,851,724,746
2017 3.75% 36% 45% 64% 55% $1,595,578,949 = $2,181,293,476
2018 4.95% 37% 46% 63% 54% $1,845,103,641 | $2,163,515,137
2019 4.95% 38% 47% 62% 53% $1,932,209,717 |  $2,459,518,359
TOTAL | $26,895,322,475 | $50,219,471,068

*250,000 connotes taxable income
SOURCE: Institute on Taxation and Economic Policy tax model, September 2020




TABLE 2
Tax Subsidies to Highest-Income lllinoisans from Black & Hispanic Taxpayers with Less Than

$250,000 Under Flat Tax & Wealth Equivalent (2020 dollars)

% Tax Paid by Black = % Tax Paid by Black
& Hispanic & Hispanic

Resulting Tax Subsidy

> Wealth Equivalent of Tax
to Taxpayers with over

Actual Tax Rate Taxpayers with Taxpayers with $250,000 Subsidies for Highest-
under $250,000* | under $250,00 ' Income lllinoisans

under Flat Tax under Fair Tax under Flat Tax under Fair Tax
1999 3.00% 8% 7% $127,821,558 $216,872,714
2000 3.00% 8% 1% $133,457,575 $196,162,457
2001 3.00% 8% 7% $127,502,273 $217,056,279
2002 3.00% 8% 7% $121,902,866 $245,260,791
2003 3.00% 9% 7% $126,154,470 $336,816,315
2004 3.00% 9% 1% $134,165,942 $292,519,085
2005 3.00% 9% 7% $142,446,635 $296,128,073
2006 3.00% 9% 8% $151,213,579 $318,480,084
2007 3.00% 9% 8% $157,900,420 $304,469,081
2008 3.00% 9% 8% $153,363,715 $296,986,928
2009 3.00% 9% 8% $136,308,046 $431,615,237
2010 3.00% 9% 8% $145,198,877 $370,024,742
2011 5.00% 9% 8% $242,522,770 $560,958,641
2012 5.00% 10% 8% $267,718,427 $637,599,534
2013 5.00% 10% 8% $261,409,333 $555,710,098
2014 5.00% 10% 8% $276,209,051 $457,440,968
2015 3.75% 10% 8% $212,105,674 $315,105,920
2016 3.75% 10% 8% $209,297,559 $310,275,973
2017 3.75% 10% 8% $258,754,068 $353,739,036
2018 4.95% 10% 9% $299,898,797 $351,652,651
2019 4.95% 10% 9% $318,523,679 $405,450,210

TOTAL $4,003,875,313 $7,470,324,814

*250,000 connotes taxable income

SOURCE: Institute on Taxation and Economic Policy tax model, September 2020
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