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EXECUTIVE SUMMARY

Historical and current injustices, both in public policy and in broader society, have
resulted in vast disparities in income and wealth across race and ethnicity. Employment
discrimination has denied good job opportunities to people of color. An uneven system
of public education funding advantages wealthier white people and produces unequal
educational outcomes. Racist policies such as redlining and discrimination in lending have
denied countless Black families the opportunity to become homeowners or business owners,
creating vast differences in intergenerational wealth. The lasting effects of these inequities
compound over time.

Fully addressing these disparities will require a concerted effort across policy areas at all
levels of government. This report focuses on one of many areas where state governments
can advance racial equity: personal income tax reform. Specifically, this report recommends
reforming the tax treatment of investment, business, and retirement income as well as
homeownership and various tax credits for families.

Tax revenues make possible investments in education, health, housing, and other areas
essential to broadly shared prosperity. But raising adequate personal income tax revenue
to meet these priorities is a racial justice issue that goes beyond dollars raised. Robust,
progressive taxes on income can directly counteract racial income inequality and indirectly
reduce racial wealth inequality as well. With that in mind, this report outlines 10 options that
can advance racial equity through better designed income tax laws.

The starting point of a racially equitable personal income tax code is a system of graduated
tax rates that asks more of high-income families. Centuries of policy advantage and privilege
have led to a significant overconcentration of white families among the nation’s top earners.
Taxing top incomes is among the most direct ways of lessening income inequality along both
racial and socioeconomic lines, while also raising substantial revenue with which to fund
public investments that combat inequality.

But ensuring racial equity in state income tax laws requires looking beyond tax rates and
paying close attention to the tax base: that is, the types of income being taxed, and the types
of tax preferences being offered.

Given the severity of the racial wealth gap, equitable taxation of investment income,
meaning income generated from wealth holdings, is at the heart of racial equity in state
income tax law. The same is true of taxes on business income generated by partnerships and
other pass-through businesses, as this form of income overwhelmingly flows to white families
who are more likely to have access to the start-up capital needed to launch a successful
business.

Tax subsidies for retirees and homeowners undermine the potential of state personal
income taxes to advance racial equity and should be subject to scrutiny. Discrimination in
the labor and housing markets, among other areas, has created severe racial disparities
in income and homeownership rates that are exacerbated when states provide income
or property tax subsidies to retirees because white people are more likely to have higher
retirement income and homeownership rates.

Other tax policies have the potential to advance racial equity through the tax code. Means
tested and refundable Child Tax Credits (CTC), for example, boost the after-tax incomes of
a large swath of families but can be particularly important to lower- and moderate-income
families. Dependent care tax credits can also offer a critical boost to families most likely to
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struggle to afford the high cost of childcare. EITCs can bolster the incomes of low-wage
workers, helping families move closer to meaningful economic security. All these credits
advance the economic security of a diverse group of families of many different races or
ethnicities, but they can be particularly powerful for Black, Hispanic, Indigenous, and other
people of color confronting economic hardship created by systemic racism.

Tax credits directed toward low- and moderate-income renters are an especially promising
option for narrowing racial disparities through state income tax law as an outsized share of
this group is comprised of Black, Hispanic, and Indigenous households. In fact, this report
offers evidence that a tax credit targeted to low-income renters will be even more efficient in
reaching historically marginalized communities than one made available to all low-income
individuals.

Other income tax reform options with an important racial justice component include
extending tax benefits to single parents in the handful of states that do not already do so,
and empowering local governments to reshape their tax bases in a more progressive fashion
through laws allowing local-level income taxation.

Racism and discrimination have created highly unequal distributions of income and
wealth across race and ethnicity. While personal income tax laws on their own will not solve
these problems, a well-designed income tax that adheres to the recommendations made in
this report offers one of the most promising routes to begin addressing racial income and
wealth inequality through the tax code.

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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INTRODUCTION

Under a progressive personal income tax, families and groups with higher incomes pay
higher effective tax rates than either middle- or low-income families. This basic design is
understood as fair by most people because it asks more of those most able to pay, without
adding to the financial hardship of families with lower incomes.! The core purpose of
progressive income taxes is to raise revenue for public investments. But these taxes are also
an effective way of lessening income inequality, including the vast racial income gap created
through current and historical racism and discrimination. Well-designed income taxes can
also mitigate racial wealth inequality, albeit indirectly.

The impact of income taxes on families at different income levels has been extensively
researched and discussed. By comparison, the effect of these taxes on families of different
races and ethnicities has received much less attention, though it has been a subject of legal
scholarship since at least the mid 1990s.? This report builds on that work by bringing together
both new and existing data to illustrate how personal income tax reform can narrow racial
economic disparities. While the focus here is on state-level income taxes, many of these
findings are applicable to the federal personal income tax as well.

Personal income taxes will not close racial wealth or income gaps on their own. But they
can be part of the solution. At the state and local levels these taxes are particularly important
because so many other revenue sources on which these governments rely—including
sales taxes, excise taxes, fines, and fees—disproportionately impact lower- and middle-
income families and worsen racial disparities.® Income taxes offer one of the best options for
advancing, rather than hindering, racial equity through state and local taxes.

Addressing racial economic disparities through the tax code will not only help people in
historically marginalized communities but will also allow society as a whole to benefit from
the inclusive growth that occurs when communities prioritize shared investments. This
report keeps this core goal in mind in discussing policy options for more racially equitable
income taxes.
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A NOTE ON THE TERMINOLOGY USED IN THIS REPORT

In discussing race and ethnicity, it is necessary to apply labels to groups but also important to acknowledge
that those labels can be limiting, imprecise, or even rejected by many of the people they are meant to
describe.

For instance, we use the term Hispanic in this report to describe people tracing their roots to Spanish-
speaking countries in Latin America or to Spain because it is currently the most widely accepted term
among the group it describes. In the Census surveys we rely on in our analysis, this group includes anyone
who personally identifies as being of “Hispanic, Latino, or Spanish origin.” Although we use the term
Hispanic in this report, we also acknowledge that it is Eurocentric, arguably excludes people with roots in
areas of Latin America that do not speak Spanish, and that many members of this group would prefer to be
called Latino or Latinx (a gender-neutral alternative to Latino).

Similarly, we use the term Black to refer to people who describe themselves as Black or African American. In
public opinion polling of Black individuals, these two terms are roughly equally preferred, with a significant
majority of Black people stating that the two terms are equally acceptable.

This report generally refers to people of Native American descent as Indigenous peoples. We use the term
“American Indian” in our table labels and methodology documents as it seems to have reasonably wide
acceptance among the population it describes. It is the term used in the Census surveys on which we relied
in building our model databases, and it is found frequently in statute.

Throughout this report, the term “white” is generally meant to refer only to non-Hispanic white people.

The phrase “people of color” is an inexact term used to describe people who have been marginalized
because of their race or ethnicity. In the context of this report, it is typically meant to refer to groups
facing discrimination that has resulted in below-average incomes or wealth such as Black, Hispanic,
and Indigenous people as well as Native Hawaiians, Pacific Islanders, and some segments of the Asian
community.
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SYSTEMIC RACISM HAS CREATED
VAST RACIAL INEQUITIES

A long history of racism and discrimination, continuing through the present day, has
created enormous racial disparities. The roots of racial inequities are both deep and broad,
from national public policies and the shortcomings of our economic system down to
countless individual acts of racism.

Economic disparities across race and ethnicity manifest in health, education, housing,
income, wealth, and many other measures of well-being. Any of these can be relevant for tax
purposes, though income and wealth are typically the two most important. Income is usually
measured as the resources generated or received in the span of a single year, whereas wealth
is the store of resources inherited or accumulated throughout one’s lifetime.

Racial income gaps are driven by discrimination in pay and hiring, disparities in
geographic access to employment opportunities, and educational achievement gaps
created through an inequitable system of education funding, among other factors.* The
median income for white households in 2019 was $72,000, compared to $53,000 for Hispanic
households, $44,000 for Indigenous households, and $44,000 for Black households.

Asian households’ median income was $95,000, though it is important to note that a
disproportionate share of Asian households live in high-cost areas such as California, Hawaii,
and New York, and that some segments of the Asian community have median incomes far
below this level.> Income taxes offer a straightforward way to lessen income inequality both
across race and in general.

Systemic racism is even more apparent in our nation’s racial wealth gap, which is far larger
than the gap in annual income. Today the median Black household has just 13 cents in wealth
for every dollar held by the median white household while the median Hispanic household
has 16 cents.?* These gaps cannot be explained by the individual achievements of these
households and are largely driven by a lack of intergenerational wealth mobility. The median
household headed by a Black college graduate, for example, has less wealth than the median
white household headed by a person without a high school diploma.” Far too often, “studying
and working hard isn't enough for Black Americans.”®
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Figure 1

Racial Disparities in Income and Wealth, 2019
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Source: Income data from ITEP analysis of 1-year ACS PUMS. Wealth data from Survey of Consumer Finances.

The effects of the racial wealth gap, created through centuries of racism and enduring
advantages for white wealth-building, carry through across generations in countless ways.
President Roosevelt's New Deal and other policies in the middle of the last century helped
build the American middle-class. But often, those policies excluded people of color. The
Gl Bill, VA loans, and FHA loans, for example, provided a pathway to college education
and homeownership for millions of veterans and civilians. But the programs were either
racist in policy or administration and generally excluded Black people. The effects of these
policies compounded over time, allowing white families the upward job mobility that higher
education enables and the generational wealth building that home ownership facilitates.

Wealth begets wealth. Lack of wealth can beget the same. So, without adequate start-up
capital or access to credit, people of color are less likely to start a business and more likely to
work for sommeone else, often for lower pay than their white colleagues.®

Student loan debt is a universal problem, but people of color are more likely to be weighed
down by it. Instead of buying a house, young college graduates of color are more likely to
have student loan debt because their parents lack the income or wealth to finance the high
cost of college education.’

Residential segregation persists, in part due to the legacy of government redlining and
white homebuyers’ aversion to living in areas with significant nonwhite populations.” Instead
of enjoying robust growth in their home equity over time, many people of color have seen
their home values stagnate or even decline.

Instead of building a nest egg for retirement, people of color are often confronted with
having to make a hardship withdrawal from their retirement accounts because of a financial
difficulty that cannot be resolved by drawing on family wealth.”?

And instead of receiving an inheritance, intergenerational transfers often flow in the other
direction, with working-age people of color often financially supporting the basic needs of
their parents and other family members.”®

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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The racial wealth gap did not occur in a vacuum: public policy contributed. The gap has
swollen to such a point that it cannot close without a robust policy intervention. One recent
analysis concluded that if current trends continue, it will take Hispanic families more than
2,000 years to reach white households’ current wealth levels while Black households are
estimated to never "catch up” to white households. It is against this backdrop that we
consider tax policy in general, and state personal income taxes in particular, as components
of an approach to narrowing racial disparities in both wealth and income.

STATE AND LOCAL TAX POLICY CAN LESSEN,
OR WORSEN, RACIAL INEQUITIES

State and local revenue policy intersects with our nation’s racial disparities in myriad ways.
Inadequate property tax bases can lead to underfunded schools that hinder educational
achievement for students of color. Local governments’ heavy reliance on fees and fines
can lead to over-policing and criminalization of communities of color. And an overreliance
on regressive consumption taxes tends to worsen income inequality along both racial
and socioeconomic lines by requiring families with the lowest incomes to pay a higher
percentage of their earnings in tax.”

State and local tax revenue can, however, be a powerful tool for addressing racial
disparities through the investments they make possible in education, health, housing, and
other areas essential to broadly shared prosperity.

Moreover, taxes on income or wealth can counteract racial and economic disparities.
Estate and inheritance taxes, for instance, can curb the concentration of extreme wealth
in the hands of a small number of families. Personal income taxes, which are the focus of
this report, have the potential to directly counteract racial income inequality and indirectly
reduce racial wealth inequality.

ITEP’s recent analysis of Minnesota's tax system, which includes a personal income tax,
helps demonstrate this fact.’® Black, Indigenous, and Hispanic households in Minnesota pay
an average overall tax rate slightly below the statewide average largely because of the state's
progressive personal income tax structure. White and Asian households, by contrast, pay
average rates at, or slightly above, the statewide average.” The result is a system that narrows
the average income gap between white and Asian residents, who tend to have higher
average incomes, compared to Black, Indigenous, and Hispanic residents—albeit only slightly.

Tennessee’s state and local tax system, which lacks a personal income tax and relies
heavily on sales and excise tax dollars, produces the opposite effect. Sales taxes take a larger
share of income from low- and middle-income families than from well-off families because
lower-income families spend much more of what they earn on basic expenses. This regressive
distribution across income levels shows up in the distribution of taxes across race and
ethnicity as well. In Tennessee, Black and Hispanic families on average are taxed at overall
rates above the statewide average, while white and Asian families are taxed at below-average
rates. Racial income inequality is worsened by the steeply regressive nature of Tennessee’s
tax code.

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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Figure 2

Difference in Tax Rate Relative to Statewide Averageby Race and Ethnicity, in Minnesota and Tennessee
State and Local Taxes as a Share of Income
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Source: Institute on Taxation and Economic Policy, March 2021

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only. American
Indian category (including Alaska Natives) only includes people living away from federally recognized reservations.
Sample size limitations prevent reporting of estimates for American Indian families in Tennessee.

These findings point toward personal income taxes being an essential element of a racially
equitable tax code. But what does a racially equitable personal income tax look like?

At a basic level, more progressive income taxes with higher rates on top earners are
typically more effective in advancing racial equity. Extreme disparities in income across
groups are reduced when groups with higher average incomes face higher average tax
rates. Such a system also lessens racial wealth inequality because income is a component of
building wealth for the long-term, and a progressive system bolsters lower-income families’
opportunities for building wealth relative to a regressive system requiring them to set aside
more of their earnings for paying tax.

But it is vital to look beyond tax rates when assessing the racial equity of personal income
tax codes. The tax base matters as well: that is, the kinds of income that are taxed and the
kinds of tax subsidies that are offered. All too often, the race equity potential of state income
tax codes is undercut by preferences for the wealthy. Two households with the same annual
income can be treated differently under state income tax law. The one with more wealth,
more income from wealth, and more ways to generate wealth — who is more likely to be white
- often ends up paying less tax. This reality informs many of the recommendations made in
this report.
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A CASE STUDY: COMPARING PERSONAL
INCOME TAXES IN CALIFORNIA AND VIRGINIA

The choices state lawmakers make in setting up their personal income tax codes determine
the distribution of the tax by both income level and race. While most state personal income
taxes chip away at the racial income divide, the extent to which they do so varies. The
analysis in this section helps illustrate this point by looking at the overall racial and economic
distribution of personal income taxes in two states with dramatically different income tax
structures: California and Virginia.

Subsequent sections of this report discuss in more detail many of the income tax policies
that differ between these two states and outline options for racially equitable income tax
reform. In general, the choices California lawmakers have made in setting up their personal
income tax code have done more to advance racial equity than the choices made by Virginia
lawmakers. In both states, however, vast racial disparities persist even after state income taxes
are applied—a fact that will require lawmakers to do far more, through the tax code and other
means, to advance racial equity.

The most pronounced difference between California and Virginia's income taxes is the tax
bracket structure, especially at the high end of the income scale. California levies marginal
tax rates ranging from 1 percent to 13.3 percent, with that top bracket only applying to taxable
incomes over $1 million (or $1.2 million for married couples). In Virginia, the bracket structure
is much narrower and the rates much flatter, ranging from 2 percent to just 5.75 percent.
Virginia's top bracket was written into law decades ago and is now extremely outdated. It
applies to taxable income in excess of just $17,000. Unlike in California, most Virginians are
subject to the state's top income tax rate on a portion of their income.

There are also major differences between these two tax codes for families with low- and
moderate incomes. California has a refundable Earned Income Tax Credit (EITC) and Young
Child Tax Credit, as well as a nonrefundable low-income renters’ credit. Virginia, by contrast,
does not have any refundable tax credits (meaning credits in excess of personal income tax
liability) aimed at helping families, though it does have a nonrefundable EITC and another
nonrefundable low-income credit.

For families in the middle of the income distribution, California offers more generous
personal and dependent credits, and standard deductions, than Virginia.”® It also offers
a Child and Dependent Care Tax Credit to help mitigate the high cost of childcare, while
Virginia offers a more modest deduction for those expenses. California’s tax code is also more
equitable for single parents, who are more likely to be people of color, with more favorable
tax brackets and deductions for head of household filers. Virginia, by contrast, requires single
parents to claim the same standard deduction as other single individuals and does not vary its
tax brackets based on filing status.

Taken together, Figure 3 shows that these changes result in a much more progressive
income tax distribution in California across the income spectrum. It also indicates that for
many low- and middle-income families, California’s personal income tax results in a lower tax
rate than Virginia's, even though California’s tax raises more revenue overall (calculated per
person or as a share of statewide income) as a result of higher tax rates on extremely affluent
households. This revenue can be used to address the needs of all communities and to provide
targeted services to historically marginalized groups.
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Figure 3

State Personal Income Taxes Vary Significantly in Distribution by Income Level
Comparing California and Virginia Taxes as a Share of Family Income
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Source: Institute on Taxation and Economic Policy, October 2021. Analysis is for Tax Year 2019.

These stark differences in the distribution of personal income taxes by income level also
show up in the distribution of taxes by race. Racism and discrimination have held down
Black and Hispanic average incomes in California to levels 35 to 40 percent below white
average incomes. As a result, California’s progressive income tax asks somewhat less of the
average Black family (4.0 percent of income) or Hispanic family (3.6 percent) than it does
of the average white family (5.0 percent). Because California’s income tax is more sensitive
than Virginia's to differences in ability to pay across income levels, it also better accounts for
differences in ability to pay across race and ethnic groups. This makes the tax valuable in
reducing racial and economic inequities.

But while California’s income tax is narrowing the state’s racial income gap, it is important
to emphasize that there is still significant room for improvement in California’s tax code.
The equity of California’s income tax, for example, is partly undercut by the fact that the
largest income tax subsidies offered in the state tend to benefit higher-income households
and profitable businesses.” Moreover, personal income taxes are just one component of
California’s overall revenue structure that also includes regressive levies such as sales taxes,
excise taxes, fees, and fines that worsen racial inequity.?° Overall, California continues to
confront immense racial and economic disparities even after personal income taxes are
collected and could be doing more to advance equity through its tax code.

INSTITUTE ON TAXATION AND ECONOMIC POLICY

ITEP.r m ||



Figure 4

Average State Personal Income Tax as a Share of Family Income
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Source: Institute on Taxation and Economic Policy, October 2021. Analysis is for Tax Year 2019

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only..

Virginia's personal income tax follows a pattern that is broadly similar to California’s, but
its flatter structure makes it much less effective at narrowing racial disparities. In Virginia,
Black families’ average income is 36 percent lower than white families’ average income
while Hispanic families’ average income is 31 percent lower. Despite these large differences
in economic circumstances, however, effective personal income tax rates relative to income
show little variation across race and ethnicity in Virginia, ranging from a low of 3.3 percent
for the average Black family to a high of 3.7 percent for the average Asian family. As a result,
Virginia's income tax does less than California’s to address racial and economic inequality.
Implementing the types of reforms identified in this report could make Virginia's tax system,
and those of every other state, far more effective at combatting racial income inequality.
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RECOMMENDATIONS FOR RACE-FORWARD
STATE PERSONAL INCOME TAX REFORM

The following discussion outlines 10 reforms that can narrow racial gaps in both income
and wealth. Most of these reforms make personal income taxes more progressive in some way,
but they largely emphasize tax base design rather than focusing solely on tax rates.

While income level is usually the most important factor in determining income tax liability,
a range of other factors such as wealth, homeownership, age, and family structure are also
relevant. These characteristics vary across race and ethnicity and, in many cases, are shaped
by past and ongoing racism.

The following sections emphasize the importance of levying a broad, progressive income
tax free of carveouts for the high-income and high-wealth families who don't need them.
Specifically, they explore the impacts of repealing tax subsidies or otherwise asking more
of high-income investors, business owners, employees, retirees, and homeowners. And they
examine how state income tax codes can be used to lift lower-income workers, renters, and
families with children.

Some of these reforms, such as paring back tax subsidies for investors, homeowners, and
retirees have been recommended by scholars studying the intersection of taxes and race for
decades.” We build on their work here by focusing on state-level income taxes rather than
the federal income tax, which has received more attention. We also bring in new and updated
data, including analyses performed through a novel merging of tax and survey data in our
proprietary microsimulation tax model.?? Finally, a table in Appendix A indicates which options
for income tax reform are relevant in each state.

Levy Higher Tax Rates on Top Earners

America is highly unequal and has higher levels of poverty for people of all races than
most other wealthy democracies. Centuries of racism and discrimination in the labor market,
education systems, and society broadly have denied opportunities to many people of color.
One result of this systemic racism is that a disproportionate share of high-income families

Figure 5

More than Four in Five of the Nation's Highest-Income Families are White
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Source: ITEP analysis of 2015-2019 ACS data.

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only.
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are white. Fifty-nine percent of tax units in the United States are white, but white families
account for roughly 80 percent of very high-income families, meaning those falling among
the top 1 percent of earners. Hispanic, Black, and Indigenous families are all much less likely
than average to be among the nation’s top 1 percent of families by income level. Just 5
percent of the nation's highest-income families are Hispanic, less than 3 percent are Black,
and only 0.2 percent are Indigenous families.

The racial wealth gap is a key contributor to the underrepresentation of families of color
among the nation’s highest-income families. For the small group of families at the very top
of the economic spectrum, income is more likely to be derived from returns on investments
in the stock market and privately owned businesses. More than half of all corporate equities,
mutual fund shares, and private business wealth is held by just 1 percent of the nation’s
wealthiest families.?®

Raising taxes on top earners is widely understood to be a powerful tool for building
economic equity. It is also a powerful tool for advancing racial equity both because an
outsized share of top earners’ income flows to white families and because doing so can raise
substantial revenue with which to fund public investments that directly combat inequality.
Several states have implemented this policy option in the last several years including Arizona,
California, Connecticut, Hawaii, Maryland, New Jersey, New York, and New Mexico.

The most recent reform of this type was approved by Arizona voters in November 2020
through a 3.5 percent tax surcharge on income over $250,000 for individuals or $500,000 for
married couples.?* If the reform is allowed to stay in effect as voters intended, the result will
be to narrow inequality in the state across both income and race.

Figure 6 shows how the surcharge improves the overall distribution of Arizona taxes across
incomes by boosting the very low effective tax rates paid by the top 1 percent of earners. This
figure includes the impact of personal income taxes as well as sales taxes, property taxes,
excise taxes, and other levies.?®

Figure 6
Arizona State and Local Tax Shares of Family Income
13.0%
11.3%
9.7% I Surcharge I Taxes before surcharge
8.5%
1.5% 6.9% 7.4%
13.0% 1.3%
11.3%
9.1%
8.5%
6.9% 6.1%

Lowest20%  Second 20%  Middle 20%  Fourth 20% Next 15% Next 4% Top 1%

Source: Update to ITEP's 6th Edition of Who Pays?, October 2021. This figure includes the impact of tax changes en-
acted through the end of 2020. Additional tax changes, not included here, were passed by the Arizona legislature in
2021 and are the subject of ongoing litigation.
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Figure 7
Share of Families Facing Tax Increase Under Arizona Surcharge
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Source: Institute on Taxation and Economic Policy, October 2021

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only. American
Indian category (including Alaska Natives) only includes people living away from federally recognized reservations.
This figure omits the impact of tax changes passed during Arizona’s 2021 legislative session.

Looking across race and ethnicity, more than four in five dollars raised through the
surcharge will come from non-Hispanic white households, as they are significantly
overrepresented among families at that very high-income level. Figure 7 shows that a very
small share of people of all races are affected by the Arizona surcharge, but also that white
and Asian families are about twice as likely to be affected as Black or Hispanic families, and
more than three times as likely to be affected as Indigenous families.

Shortly after voters approved the surcharge, the Arizona legislature sent Gov. Doug Ducey
a package of bills that effectively negate the levy, albeit in a roundabout fashion.?¢ The
governor promptly signed those bills, but voters are already working to block that legislation
and reaffirm the surcharge they approved last year.?” The legislation is also likely to be
challenged in court on the grounds that it violates the state constitution.?® As of this writing,
the fate of Arizona’s surcharge remains uncertain. But the potential of this policy to advance
racial equity is clear.

Looking around the country, states have significant room for improvement in their
taxation of top earners. Among states with personal income taxes, the median state has set
its top rate to kick in at taxable income levels of just $60,000 for married couples. Even more
problematic are the eighteen states that apply their top tax rates starting at taxable incomes
below $20,000—including nine states applying a single, flat tax rate to all taxable income.

A full summary of top income tax rates, and the income levels at which those rates apply, is
available in Appendix B.

When state and local tax systems are viewed on the whole—including not just income
taxes but also sales, excise, property taxes and other levies—the picture becomes even
bleaker. Most states tax top earners at a lower overall rate than low-income families.?®

Unfortunately, constitutional barriers in some states make addressing this more difficult.
Colorado, lllinois, Massachusetts, Michigan, and Pennsylvania have constitutionally mandated
flat taxes, meaning that they cannot enact targeted rate increases on top earners unless they
first amend their constitutions (Massachusetts voters will have the chance to do so at the
ballot box in November 2022). Additionally, Georgia and North Carolina’s constitutions specify
a maximum top income tax rate, which limits state lawmakers’ ability to raise rates on top
earners. These kinds of constitutional prohibitions work to solidify racial inequity by making it
more difficult to address racial disparities through equitable income taxation.
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While higher income tax rates on top earners will not bring an end to racial and economic
disparities, such a reform should be a cornerstone policy in any agenda to advance race
equity through the tax code. Asking more of those families with the greatest ability to pay
is an essential characteristic of equitable tax codes. As the following sections of this report
show, lawmakers should also be sure not to lose sight of the tax base. The ways in which
different kinds of income are taxed matters just as much, if not more, than the headline tax
rate.

Tax Investment Income Equitably

Broad-based income taxes apply not just to workers' wages and salaries, but also to profits
investors receive through capital gains or dividends. Unfortunately, the federal tax system
and every state system disadvantages workers by offering preferential tax treatment to high-
income investors—a group that is predominately white. Ideally, states should pursue the
opposite course by asking more of high-income investors. Doing so can directly counteract
racial economic disparities.

According to the Internal Revenue Service (IRS), less than 9 percent of households
reported net capital gains income on their federal tax returns in 2018—meaning profits from
the sale of assets such as stocks, bonds, real estate, and antiques.*® Most of these gains were
realized by high-income families. Households with federal adjusted gross incomes (AGI) in
excess of $200,000 reported 85 percent of taxable capital gains, even though they accounted
for less than 6 percent of all returns filed. The very wealthiest 0.1 percent of Americans—
those with AGI over $2 million—received more than half, or 53 percent, of all capital gains
income. Households with AGI of less than $100,000—a group that includes 4 out of 5 filers—
collectively received just 7 percent of all capital gains income.

Because capital gains overwhelmingly flow to high-income households, they also tend to
flow mostly to white households. But gaps in asset ownership levels across race and ethnicity
are even larger than the racial income gap, and capital gains income is therefore likely to be
even more skewed in favor of white households than the distribution of income overall.®

The reasons behind the racially inequitable distribution of asset ownership, and capital
gains income, are numerous and systemic. Racist housing policies that prevented people
of color from becoming homeowners are one contributing factor, as homeownership is
a proven path toward building wealth over time. More generally, with vast differences in
intergenerational wealth across race and ethnicity, people of color are much less likely than
white families to receive a significant inheritance that they can invest and use to generate
capital gains income. Making matters worse, there is also evidence that centuries of racism,
discrimination, and false promises have created a wariness among many people of color
to participate in the stock market.*? And perhaps more importantly, investment firms have
been slow to diversify their workforces and to market their products to people of color—
particularly when compared to the real estate or insurance industries.®* As Dorothy Brown of
Emory University explains, for too long the financial industry “hasn’t seen black Americans as
potential customers.”**

Taken together, the result of this long and ongoing history of racism and discrimination
is that investment income is incredibly concentrated in the hands of white families.
Approximately 8.1 percent of Black households and 7.3 percent of Hispanic households own
stocks or mutual fund shares outside of a retirement savings account. Among non-Hispanic
white households, by contrast, the comparable figure is 27.9 percent.®®> Even among asset
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Figure 8

Vast Majority of Assets Likely to Generate Taxable Capital Gains Income are Owned by White Households

89.1%
12.6%
Black I].g% I Share of population
Share of corporate equities, mutual fund shares, and private business wealth
. . 0,
Hispanic 16.7%
0.8%

owned by group
Source: ITEP compilation of data and projections from the Federal Reserve and U.S. Census Bureau. Population
shares are as of February 2021 while asset ownership shares are for the entire first quarter of 2021. The Hispanic cate-
gory includes people of any race while the Black and white categories include only non-Hispanic people.

owners, the gaps in the asset value are staggering. The median white household owning
stocks or mutual fund shares owns $45,100 in such assets compared to just $20,000 for
Hispanic households and $8,500 for Black households.3®

In total, close to 90 percent of the types of assets most likely to generate taxable capital
gains income —private business wealth and corporate equities and mutual fund shares held
outside of retirement accounts—are owned by white families. Just 1.3 percent are owned by
Black families and less than 1 percent are owned by Hispanic families.*”

States offering deductions or preferential tax rates to investors should repeal those
carveouts to advance racial equity and put investors and workers on a more even footing.
Nine states currently offer a broad tax subsidy on most or all forms of capital gains income,
and more than a dozen states offer narrower subsidies for capital gains derived from specific
activities (often gains on certain assets located solely within state boundaries, though these
kinds of subsidies have sparked legal questions relating to whether they unconstitutionally
interfere with interstate commerce).?® Some states have made progress on this front in recent
years, including New Mexico which trimmed its capital gains exclusion by 20 percent and
Colorado which largely repealed its exclusion for gains on assets within the state.*®

A truly race-forward approach to capital gains taxation requires looking beyond these
more obvious subsidies and pursuing deeper reforms to the way in which capital gains
income is measured and taxed.*°

Under a provision known as “deferral,” for instance, income tax on capital gains is paid only
when the asset is sold. Thus, a stockholder who owns a stock over many years does not pay
any tax as it increases in value each year. Salary and wage income, by contrast, is taxed every
year. Eliminating the deferral benefit and shifting to an annual system of taxing capital gains
(sometimes known as mark-to-market taxation) would go a long way toward lessening the
degree to which state income tax codes preference wealth over work. This kind of system
is already used in limited situations involving derivatives and securities held by dealers.#
Implementing it in a broader fashion has been proposed at both the federal level and in New
York State for very high-income or high-wealth people who already have tax accountants
who could handle the additional tax compliance effort involved.*?
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Figure 9
State Income Tax Subsidies for Capital Gains Income

. Broad tax subsidy plus deferral
and stepped-up basis

. Deferral and stepped-up basis

. No broad-based income tax

Source: Institute on Taxation and Economic Policy (ITEP) review of state tax forms and recently enacted legislation.

Notes: Nine states offer large tax subsidies, often a partial exclusion from income, that apply broadly to capital
gains income. Many more states offer partial exclusions for capital gains derived from specific activities that are not
depicted in this map. Every state with a personal income tax offers subsidies for capital gains in the form of deferral

and stepped-up basis.

Eliminating or curtailing “stepped-up basis” offers another worthwhile avenue for reform.
When used in combination with the “deferral” benefit just described, this tax subsidy allows
wealthy families, most of whom are white, to pass stocks and other property down through
the generations without having to pay tax on the income created by those investments.

Ordinarily, if a $100,000 investment grows in value to $1 million, the $300,000 gain would
be considered taxable income at the time the investment is sold. But if a parent holds onto
that investment until death and passes it on to their children, the $900,000 gain is completely
tax-free. That is, the child’s “basis” in the investment is “stepped-up” to $1 million and any
future gain or loss in the asset’s value will be calculated relative to that $1 million value.

This outdated tax subsidy has been an active contributor to the nation’s growing wealth
inequality and the Biden administration has recently proposed paring it back dramatically
for estates with more than $1 million in capital gains.®® If the federal government succeeds
in limiting stepped-up basis, it will be important for states to couple to this reform in order
to ensure a more equitable treatment of capital gains in their own tax codes. Even if federal
policy does not change, however, states should explore limiting or eliminating this provision
in their own tax codes.**

Short of eliminating stepped-up basis or moving in the direction of a mark-to-market tax
system, states might also choose to simply raise rates on capital gains income. Doing so could
help mitigate the subsidies provided through deferral and those provided at the federal level
through special, lower rates applied to capital gains and dividends. That is, taxing capital gains
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at a higher rate than other sources of income at the state level could lead to a more equitable
taxation of capital overall, since the federal government has unwisely chosen to tax capital
gains at a lower rate than other types of income.

There is some precedent for this at the state level, as Massachusetts already taxes short-
term capital gains at a higher 12 percent rate, compared to the 5 percent rate it applies to
ordinary income.

For state lawmakers concerned with racial wealth inequality, higher taxes on capital gains
income represent one of clearest, shovel-ready approaches to using the tax code to lessen
the extreme concentration of wealth.

Tax Pass-Through Business Income Equitably

Entrepreneurship has long been held up as a vehicle for upward economic mobility and a
way to accumulate wealth in America, but the opportunity to become a successful business
owner is not equally available to all communities. Business owners are more likely to be
white, male, wealthy, and older compared to the rest of the population.*>* Nearly 88 percent of
private business wealth is owned by white people even though they account for less than 60
percent of the U.S. population overall. Black people, at 12.6 percent of the population, own just
under 2 percent of business wealth and Hispanic people, at 18.7 percent of the population
also own less than 2 percent of private business wealth.%®

Figure 10

White Households Own Significantly More Private Business Wealth

; %
87.8%
o R %
1.9% I Share of population
I Share of private business wealth
Hispanic F 18.7%
1.7%

Source: ITEP compilation of data and projections from the Federal Reserve and U.S. Census Bureau. Population
shares are as of February 2021 while asset ownership shares are for the entire first quarter of 2021. The Hispanic cate-
gory includes people of any race while the Black and white categories include only non-Hispanic people.

The distribution of private business wealth is also highly unequal across the economic
spectrum, with 85 percent of such wealth held by the top 10 percent of families and more
than half held by the top 1 percent alone.”” The bulk of private business wealth is owned by a
relatively small group of affluent white families.

Discriminatory practices in the housing market and financial sector have, throughout
history, reduced the ability of communities of color to build and pass on business wealth.
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Figure 11

Racial Differences in Average Amount of Initial Capital for Startups, by Source
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Source: Robert W. Fairlie, Alicia Robb, and David T. Robinson.

The racial wealth gap and discrimination in lending practices affect capital availability for
minority entrepreneurs—one of the most important requirements for starting a business.
Black entrepreneurs are less able to acquire startup capital from virtually all sources—formal
(banks, venture capital, angel investors, etc.), informal (friends, family, close associates), and
owner debt and equity.*®

More than half (53.4 percent) of Black-owned businesses that apply for financing are
denied, which is more than double the rate of white-owned businesses.*® This can be due to
lender racism, lenders being unfamiliar or unreceptive to business ideas that might have a
market in Black communities, or credit challenges that Black borrowers face.*®

While the credit-scoring system may seem like a race-neutral way of assessing financial
risk, it can perpetuate the racial wealth gap. For instance, white homeownership rates are
30 percent higher than Black homeownership rates, and not until recently were rental
payments considered in most credit-scoring models.®

These barriers to capital make entry into the business world far more difficult for
entrepreneurs of color. In fact, almost 28 percent of Black-owned firms and nearly 15 percent
of Hispanic-owned firms (compared to 9.4 percent of white-owned firms) were categorized
as “discouraged borrowers,” meaning they avoided applying for credit outright, due to the
expectation that their applications would be denied.>?

The effects of past discrimination on business ownership can even be found at the top of
the economic spectrum for Black Americans. The top 5 percent of Black Americans (with a
net worth of at least $357,000) hold 9 percent of their non-financial assets in business equity,
compared to 37 percent for white Americans above a similar level of wealth.>® Because white
families have, overall, more business assets, the benefits of tax subsidies aimed at pass-
through business flow most heavily to them.>*
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Figure 12

State Income Tax Subsidies for Pass-Through Businesses

. Partial exclusion of income
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preferential rates

. Preferential tax rates

. No subsidy/no income tax

Source: Institute on Taxation and Economic Policy (ITEP) review of state tax forms and recently enacted legislation.

Under the Tax Cuts and Jobs Act of 2017 (TCJA), the federal government now gives
pass-through business owners a 20 percent deduction for “qualified business income.”®
Fortunately, most states with broad-based personal income taxes have chosen to eschew
the federal government’s policy of offering this kind of special treatment to pass-through
business owners and instead tax profits from those businesses in the same manner as
salaries or wages.

But seven states offer a tax subsidy to pass-through business owners in the form of a
partial exclusion from income, a special set of lower tax rates, or in the case of Ohio, both
policies. These regressive tax subsidies, which primarily benefit higher-income and higher-
wealth business owners who are more likely to be white, needlessly exacerbate the racial
wealth gap and should be repealed. Colorado recently took a step in this direction by
eliminating its deduction for single individuals with income over $500,000 and for married
couples with income over $1 million.s®

Eliminate or Restructure Retirement Tax Preferences

Most states with income taxes offer tax preferences — often several different kinds - to
elderly people that are unavailable to the broader public. These can take the form of flat
dollar deductions for people above a certain age or exemptions from tax for specific types of
income such as Social Security or pensions. These subsidies are skewed in favor of older and
more affluent white people and tend to worsen racial inequities in both income and wealth.
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Figure 13
Share of People, by Race and Ethnicity, Above Ages 55 or 65
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Source: ITEP analysis of U.S. Census Bureau population projections for October 2021. The Hispanic category includes
people of any race while the other categories include only non-Hispanic people.

There are at least three ways in which state tax subsidies for seniors are tilted in favor of
white families. First, white individuals are more likely to be retired or approaching retirement
age. Second, centuries of racism and discrimination have given white families retirement
savings and incomes far beyond those of people of color. And third, the structure of many
state tax subsidies afford larger tax cuts to higher-income seniors, who are more likely to be
white.

Figure 13 shows that more than one in five (22 percent) white individuals are age 65 or older
compared to 14 percent or less for every other major race or ethnicity group. For instance, just
14 percent of Indigenous people, 13 percent of Black people, and 8 percent of Hispanic people
are age 65 or older. There are several reasons for this, including the fact that white people have
longer life expectancy as a result of more comfortable economic circumstances and access
to higher quality health care. Black Americans, in particular, face an average life expectancy
roughly 3.6 years shorter than white Americans.”’

Immigration trends also contribute to these demographic patterns. Past racial quotas in
immigration kept Hispanic and Asian immigrants out of the United States. As those policies
have improved, younger Hispanic and Asian immigrants have arrived, making the younger
population more racially and ethnically diverse than the older population.®®

This demographic reality will not fundamentally change in the near future, as the next
cohort of soon-to-be-seniors (people ages 55-64) is also disproportionately white. This age
group includes 15 percent of white people, 12 percent of American Indian and Black people,
and 8 percent of Hispanic people.

An outsized share of retirement income is guaranteed to flow to white households based
on the simple fact that white households are more likely to be of retirement age. But this is far
from the full story.

Long-running racism and discrimination in the labor and housing markets, and in society
broadly, have led to drastic differences in income and wealth among older Americans of
different races and ethnicities.®® White families are more likely to have retirement accounts
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Figure 14
Retirement Wealth at Ages 51-56, for Typical Household, by Race
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Source: Center for Retirement Research at Boston College

through their work, for instance, and tend to have better-funded accounts because of the
higher pay they received throughout their careers.®® Moreover, a disproportionate share of
workers of color are employed in physically demanding jobs that are difficult to perform at
older ages, forcing them to retire earlier, sacrificing both earnings and retirement savings in
the process.®

Many Hispanic households, a larger share of whom are foreign-born or second-generation
families, also face barriers related to their status as more recent arrivals in this country.
Immigrants may arrive in the United States with less wealth and lower education levels, have
educational credentials that are not recognized in the U.S. labor market, or face language
barriers that funnel them into lower-paying occupations with fewer opportunities to save for
retirement.®?

A disproportionate share of retirement income tax breaks flow to white families because a
disproportionate share of retirement income flows to those families. When states provide tax
subsidies for retirees, the younger and more diverse working population ultimately must pay
a larger share of overall state income taxes.

The typical white household approaching retirement has more than twice the retirement
wealth of the typical Black or Hispanic household when taking the present value of expected
Social Security income into consideration.®® This disparity is even more pronounced when
Social Security income is excluded. When approaching retirement, white households have
five times more non-Social Security retirement wealth ($176,200) than Hispanic households
($35,000) and seven times more than Black households ($24,300).

Making matters worse, the types of tax subsidies that states often provide to seniors are
skewed toward higher-income families. Federal law already exempts Social Security income
from tax for low-income families, and it exempts a sizeable share of this income for moderate
income families as well. This is a reasonably well-targeted policy that aids older people on
fixed incomes who may struggle to cover rising expenses. But the federal policy also includes
an unnecessary exemption of 15 percent of Social Security income even for high-income
earners and the handful of states that base their tax treatment of Social Security on federal
rules also offer this partial exemption to top earners. A larger group of states goes further
than the federal government in this regard and offers a blanket exemption for all Social
Security income—a policy that disproportionately benefits seniors with higher incomes
relative to the more targeted tax subsidy in place at the federal level.
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On top of that, many states offer significant tax subsidies for pension or other retirement
income that disproportionately flow to older white people who, due partly to rampant
discrimination in the labor market, were able secure higher-paying jobs with more generous
benefit packages. Tax subsidies for pensions and individual retirement account income are
likely to be even more skewed in favor of white households than tax subsidies afforded to
Social Security.

And because state retirement tax preferences typically take the form of exemptions
or deductions, the state tax savings per dollar deducted is often higher for white families
who have higher incomes overall and therefore tend to be in higher tax brackets. A high-
income family in a state’s 7 percent tax bracket, for instance, saves 7 cents for every dollar
of retirement income they deduct while a family of more modest means in a 4 percent tax
bracket only saves 4 cents per dollar of deductible retirement income.

State lawmakers concerned about the financial well-being of lower-income seniors should
look past sweeping income tax deductions for entire categories of income (e.g., pensions,
investment income, or even Social Security), and instead toward measures that specifically
benefit those seniors in vulnerable financial situations. This is key in advancing racial equity.
The poverty rate among seniors is more than double for Black (19 percent) and Hispanic
(19.5 percent) households relative to white households (7 percent).®* Unfortunately, these
vulnerable seniors are typically not the demographic that benefits most from the highly
costly exemptions for retirement income currently on the books in many states.

Eliminate or Restructure Homeownership Subsidies

Vast differences in intergenerational wealth and a long history of racist housing policy have
allowed white households to achieve homeownership rates far beyond those in communities
of color. AlImost three-fourths (72 percent) of white households own their homes compared
to 60 percent of Asian households, 55 percent of American Indian households, 47 percent of
Hispanic households, 42 percent of Native Hawaiian and other Pacific Islander households,
and 41 percent of Black households.®®

Figure 15

Home Ownership Rate by Race and Ethnicity
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Source: Prosperity Now analysis of 2018 ACS data.
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A major, concerted policy effort is needed to remedy these inequities. Existing state
income tax preferences for homeowners are not well suited to this task. Given their
untargeted nature, state income tax provisions benefiting homeowners are far more likely to
reward existing homeowners than to enable more families to become homeowners for the
first time. In other words, they subsidize homeownership without incentivizing it.

Figure 16
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State Income Tax Subsidies for Homeowners
Itemized deductions for mortgage interest and real estate taxes

. Both deductions

. Mortgage interest only

. Neither deduction/
no income tax

Source: Institute on Taxation and Economic Policy (ITEP) review of state tax forms and recently enacted legislation.

Notes: This map includes only itemized deductions and itemized deduction credits as defined in ITEP's report, "State
Itemized Deductions: Surveying the Landscape, Exploring Reforms." While Indiana and New Jersey do not offer
itemized deductions, these two states provide standalone property tax deductions for some taxpayers. Additionaly,
many states offer tax credits (not shown here) designed to partly offset property tax payments.

The two most common state income tax subsidies for homeowners are the itemized
deductions for mortgage interest (offered in 30 states) and real estate property taxes (offered
in 28 states). These deductions are of no help to most families because state law requires
families to have total itemizable expenses exceeding a certain amount before they can begin
to derive any benefit from these two deductions (that is, they must have itemizable expenses
exceeding the standard deduction). In states conforming to the federal standard deduction,
for instance, mortgage interest, property taxes, charitable gifts, and certain other expenses
must exceed $12,550 for singles or $25,100 for married couples before even a single dollar
of tax savings can be gained from deducting mortgage interest and property taxes.®®* Most
families’ household budgets do not allow for this level of spending, especially among people
of color who tend to have lower incomes.

In general, state income tax deductions are a weak tool for shaping behavior because
the tax savings per dollar of deduction tends to be quite low. Moreover, the tax cuts created
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through deductions tend to increase with income, affording the largest benefits to upper-
income families in higher state tax brackets who are least in need of assistance.

When a taxpayer deducts one dollar of mortage interest, for example, that dollar is exempt
from tax and the resulting tax savings depend on the tax rate that dollar would have faced.
An upper-income taxpayer facing a 7 percent marginal state tax rate, for example, will avoid
having to pay 7 cents in tax on that dollar.?’” A taxpayer with a lower income facing a 4 percent
marginal tax rate, by contrast, will avoid just 4 cents in tax from the same dollar of deduction.
In either case, only a small fraction of each dollar deducted is recouped through tax cuts.

A family buying a $300,000 home and facing a 7 percent state income tax rate,
for example, would likely save no more than $63 per month during their first year of
homeownership from a state mortgage interest deduction—an amount that will rarely be
enough to tip the scales in favor of owning instead of renting. In reality, the savings could be
significantly lower than this amount even in the first year for a middle-income family and will
decline over time as the interest is paid off.%®

Both the mortgage interest and property tax deductions are skewed in favor of wealthier
communities that need it the least. Communities with higher incomes and property values
have more residents able to take advantage of these deductions. Given the realities of state-
sponsored residential segregation, affluent households able to claim these deductions tend
to be concentrated in certain areas and tend to be majority white. Communities where more
residents have moderate incomes, including many communities where people of color are
concentrated, see more of their residents claim standard deductions instead.

One rationale sometimes advanced in favor of state deductions for local property tax
payments is that the deductions make it easier for localities to raise revenue. By allowing
taxpayers to write off their local property taxes on their state tax forms, the state government
is effectively paying a portion of each itemizer’s local property tax bill. But one of the most
important goals of state fiscal aid to localities should be ensuring that even communities
with sparse resources are able to provide a high-quality education to local children. Real
property tax deductions do the opposite by steering dollars into the areas that need them
least.

State governments have a legitimate interest in promoting local fiscal capacity and in
enabling their residents—particularly those from historically marginalized communities—to
build wealth. But the regressive income tax deductions for mortgage interest and property
taxes that states frequently employ are ineffective at advancing these goals and should be
repealed.
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LOOKING BEYOND THE PERSONAL INCOME TAX

Personal income taxes are the most significant progressive tax revenue source used by state governments,
accounting for 38 percent of state tax revenue raised in 2018. Given their size and ability to be fine-tuned
based on ability to pay, these taxes offer one of the most promising routes toward addressing racial income
and wealth inequality through the tax code. But a comprehensive approach to racially equitable tax policy
requires looking beyond the income tax, and in particular toward taxes that ask more of families with large
amounts of wealth.

Gaps in income across race and ethnicity are large, but gaps in wealth — which reflect the accumulation

of resources over a longer period and even across generations — are even larger. Historical and ongoing
racism both steer a disproportionate number of people of color into lower-paid jobs with fewer options

for retirement saving and less access to other benefits. Discriminatory housing policies have denied
homeownership opportunities for countless Black families. And vast differences in intergenerational wealth
mean that far fewer people of color receive meaningful inheritances relative to white people.

As part of remedying these inequities, states should enact or strengthen their taxes on large estates and
inheritances. These taxes can play an important role in reducing the transfer of concentrated wealth from
one generation to the next. Unfortunately, recent changes in law have weakened the federal estate tax
significantly and led to the outright repeal of many state estate taxes. Addressing racial equity through the
tax code requires reversing these trends.

States should also consider enacting statewide property taxes specifically on high-value homes, sometimes
referred to as mansion taxes. White families own an outsized share of real property wealth in this country
and such a tax could begin to level that playing field somewhat. Putting those revenues toward equalizing
education funding in poorer commmunities with low property wealth, could further improve racial equity.

Finally, corporate income tax rate increases or base broadening would primarily affect wealthy people who
own corporate stock. According to the Federal Reserve, 89.5 percent of corporate equities and mutual
fund shares are owned by white households. That stands in sharp contrast to the 1.1 percent held by Black
households and the 0.5 percent owned by Hispanic households.®®

Every state and local revenue system includes a blend of different taxes that work together to raise the
revenue needed to fund public investments. The key to raising revenue in an equitable fashion is to avoid an
overreliance on regressive sales taxes, fines, and fees that tend to ask the most of low- and middle-income
families and that worsen racial disparities.” Instead, states should make sure that their blend includes a
heavy emphasis on progressive taxes on income and wealth, asking the most of those families most able to
pay and narrowing racial and economic inequities in the process.
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Lift Up Renters with Tax Credits

Discrimination in housing policies and the mortgage lending industry, together with
the broader racial wealth gap, have locked countless people of color out of the benefits of
homeownership. As a result, a disproportionate share of renters are people of color, many of
whom are confronting high and rapidly growing rent bills.

Current state, local, and federal tax laws steer more subsidies to homeowners than renters.
Reforming this imbalance can advance racial equity and bolster the economic security of
renters. States have powerful, anti-racist tax policy options for targeting assistance to renters
struggling under the weight of high housing costs.

Enacting robust “circuit breaker” credits or expanding existing credits to include
renters within their scope represents one worthwhile reform. Although they are typically
administered through the income tax system, circuit breaker credits are designed to prevent
a property tax “overload” in cases where property tax payments become unacceptably high
relative to a household’'s income.” (States do not need to have a personal income tax on the
books in order to administer these programs—they can be provided as standalone rebates
even in states without income taxes.)

While renters do not pay property taxes directly, they do pay the tax indirectly as landlords
pass some of the cost along to their tenants.”? Most states with circuit breakers acknowledge
this fact by allowing renters to assume that a certain share of their rent (often 20 percent) is
an indirect property tax payment and affording a tax credit based on that estimated property
tax payment amount. Figure 17 provides an example of how this policy works in Minnesota.

Figure 17

Example Tax Cut Under Minnesota's Property Tax Refund for Renters

Example income and housing costs

Annual income $40,000
Monthly rent $1,000
Annual rent $12,000
Property taxes paid (assumed to be 17% of rent) $2,040
Share of income spent on property taxes 51%

Circuit breaker calculation

Max property tax as a share of income 2.0%
Max property tax before “overload” $800
Property tax “overload” $1,240
Percent of “overload” refunded 65%

Refund (65% of $1,240) $806

Source: ITEP calculations based on 2020 tax parameters as reported by the Minnesota Department of Revenue.
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Minnesota's circuit breaker program assumes that 17 percent of rent payments go
to covering property tax liability—a figure roughly in line with estimates by the state's
department of revenue.”? Based on this assumption, a family paying $12,000 in rent per year
(or $1,000 per month) is assumed to pay $2,040 in property taxes. That amounts to 5.1 percent
of income for a family earning $40,000.

Under the Minnesota circuit breaker program, a tax of this magnitude warrants a partial
refund of property taxes paid. In 2020, renters with incomes up to $62,960 are eligible for the
refund. For a family earning $40,000, the program considers any property tax above 2 percent
of income to be an “overload” and refunds a portion (65 percent) of the overload amount.
(These two percent and 65 percent parameters vary by income level). For this taxpayer, the
result is a refund of $806, or nearly 40 percent of the initial $2,040 in property taxes paid.

The Minnesota program includes both homeowners and renters within its scope, although
homeowners can qualify at much higher income levels than renters. Using the ITEP model,
we find that the program is particularly beneficial to Hispanic and Black families, and that
the renter portion of the credit in especially important to those families. Figure 18 shows that
the renter portion of Minnesota’s circuit breaker program lifts overall family income by 0.4
percent for Black households, 0.3 percent for Hispanic households, and 0.1 percent for white
and Asian households.” Those figures are equivalent to a $234 average tax cut for Black
families, $178 for Hispanic families, $88 for Asian families, and $70 for white families. To be
clear, these are statewide averages including both eligible and non-eligible households. For
benefiting households, the average income boost is much larger than these amounts.

The higher income boost to Black and Hispanic households reflects the substantially lower
average incomes for these families, and the fact that they are more likely to be renters. In
other words, while Minnesota's renter circuit breaker advances the economic security of a
diverse group of low- and moderate-income families of many different races or ethnicities,
it tends to be particularly powerful for Black and Hispanic people who are confronting
economic hardship created by systemic racism.

Figure 18

Renter Portion of Minnesota's Circuit Breaker is Particularly Important to Black and Hispanic Families
Circuit Breaker Credit as a Share of Overall Family Income

0.5% 05% I Homeowner circuit breaker

Il Renter circuit breaker

3%
3% 0.3%
0.2%
0.1% 0.1%
Hispanic Black Asian White

Source: Institute on Taxation and Economic Policy, October 2021. Analysis is for Tax Year 2019.

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only.
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Former Senator and now Vice President Kamala Harris proposed a broad federal renter
tax credit with similarities to the circuit breaker programs that are already common in the
states.” Under her proposal, lower- and middle-income renters would receive tax credits
calculated based on the relationship between rent and income, much like how circuit
breakers look at the relationship between property tax and income.

Under this proposal, families earning less than $25,000 would see any rent paid above 30
percent of their income reimbursed through a federal tax credit. Moderate income families
earning between $25,000 and $50,000 would receive a partial reimbursement (75 percent) for
rent above 30 percent of their income. And the reimbursement rate would continue falling
from there before phasing out entirely for six-figure earners.

Figure 19 illustrates the similarities between circuit breaker credits for renters (tied to
property taxes paid) and renter tax credits (tied directly to rent) with an example family
spending 40 percent of their income on rent. Under the circuit breaker, the “overload”
amount is calculated as a portion of property taxes paid: in this example, the family receives a
rebate equal to 6 percent of income, or the amount by which their property tax bill surpasses
2 percent of income. Under the renter tax credit, the “overload” amount is calculated as
a portion of rent paid: in this example, the family receives a rebate equal to 10 percent of
income, or the amount by which their total rent exceeds 30 percent of income.

Figure 19
lllustrating the Operation of a Renter Circuit Breaker and a Broader Renter Tax Credit for a
Hypothetical Family Spending 40 Percent of Income on Rent

Pr(iperty tax "overload" Rent "overload"
(Tax > 2% of income) (Rent > 30% of income)
= 6% of income =10% of income

| |
e 72 %
thrgl)jni[i]alrent .

= 2% of income

Percent of Family Income

Spending on Rent
Rent Not = 40% of income ~——
Reimbursed Rent Not
B T
- redi
income = 300}; of incon
~— _ — —

Circuit breaker Renter credit

Source: Institute on Taxation and Economic Policy, October 2021

Note: Property tax is assumed to equal 20 percent of rent. Circuit breaker is assumed to consider tax bills greater
than 2 percent of income to be an overload. Renter tax credit is assumed to consider rent greater than 30 percent of
income to be an overload.
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In these two examples, the renter tax credit provides a larger rebate because it is
calculated in direct proportion to rent paid rather than in proportion to the smaller slice of
rent that constitutes property taxes. In practice, it is possible for circuit breaker credits to be

equal to, or larger than, renter tax credits depending on the levels chosen for key parameters.

Figure 20

Black, Hispanic, and Indigenous Families are More Likely to be Lower-Income Renters
Share of each group's households that are renters with income below the national median

44%
34% 34%
5% 30%
I I I I i ]
Black  Native Hawaiian/ Hispanic Multiple  American Indian/ ~ Asian White

Pacific Islander races Alaska Native

Source: ITEP analysis of 2015-2019 ACS data.

Tax credits for renters could be implemented at the federal and state levels and offer a
promising way to help lower-income renters, a disproportionate share of whom are people
of color. Our analysis of American Community Survey (ACS) data in Figure 20 reveals that
more than four in ten (44 percent) of Black households are renters with incomes below the
national median income. The same is true for 34 percent of Hispanic, Native Hawaiian, and
other Pacific Islander families, 32 percent of families headed by multiracial individuals, 30
percent of Indigenous families, 19 percent of Asian families, and 17 percent of white families.
A tax credit tailored toward lower-income renters is therefore an effective way of reaching a
significant share of Black, Indigenous, and Hispanic families.

Currently, 22 states have income-based credits for renters designed to offset a portion of
property taxes paid, though many of those are limited to elderly renters only.” Strengthening
these credits and expanding them to include renters of all ages offers a promising avenue for
addressing racial disparities and are an important complement to tax credits based primarily
on income such as Earned Income Tax Credits (EITC).

It is relatively easy for states to target assistance toward low-income households because
annual income is reported on both federal and state tax returns. But given the severity of the
racial wealth gap, addressing racial economic disparities will require tailoring benefits based
not only on income, but on wealth as well.
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Figure 21

Households Below the Median Income, by Race/Ethnicity
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Source: ITEP analysis of 2015-2019 ACS data.

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only.

Unfortunately, tailoring tax benefits to low-wealth households brings administrative
complexity because the amount of overall wealth held by individual households is not
measured as part of any existing state or federal tax law. Conditioning a tax benefit on
renter status offers one promising approach for tailoring the benefit toward lower-wealth
households without having to undertake the difficult task of precisely measuring every
household's overall wealth holdings.

In 2019, the median renter had a net worth of just $6,300 while the median homeowner’s
net worth was more than 40 times larger, at $255,000.77 A tax benefit tailored toward
renters with lower incomes is likely to reach a large share of low-wealth households in an
administratively straightforward fashion.

Such a policy would be particularly important in bolstering the economic security of Black,
Hispanic, and Indigenous households with lower levels of income and wealth. The data in
Figure 21 help to illustrate this point.

Looking solely at income in Figure 21, for example, shows that Black households are 1.5
times as likely as white households to have incomes below the national median. That is, 67
percent of Black households have below-median incomes compared to 46 percent of white
households.

But when we broaden the comparison to simultaneously consider both income and
homeownership, the disparity widens significantly. Specifically, Black households are 2.6
times as likely as white households to be renters with income below the median level. In
other words, more than four in ten (44 percent) of Black households not only have income
below the median level, but also rent rather than own their homes. The same is true of just 17
percent of white households.

This comparison suggests that a tax credit targeted to low-income renters will be efficient
in reaching historically marginalized commmunities and is an important policy for states to
enact in addition to tax benefits made available to all low-income individuals. It is important,
however, that states also devote meaningful resources to ensuring that all families, including
those who may not need to file income tax returns, are aware of these credits and able to
claim them in a free and straightforward manner.
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By looking beyond annual income and bringing in an additional indicator of financial
wellbeing such as renter status, tax credits for renters offer a particularly effective means of
reaching those families in the most economically disadvantaged positions.

Improve Child Well-Being with Tax Credits

The hardship, uncertainty, and stress that comes with financial insecurity can take a toll on
growing children. Fortunately, tax credits offer a valuable means of bolstering the economic
security of families with children and better positioning those children for success.” For
example, tax credits have been shown to improve nutrition and academic outcomes for
children in families with lower incomes.” These types of policies can be particularly beneficial
for Black, Hispanic, Indigenous, and other children of color whose families are confronting
racism and discrimination and are therefore disproportionately likely to have lower incomes.&°
These policies also benefit society broadly by boosting future workers’ earnings and
productivity as well as overall health and well-being.®

States have at least two options for using tax credits to invest in families and children:
Child Tax Credits (CTC) and Child and Dependent Care Tax Credits (CDCTC).

Child Tax Credits

Child Tax Credits offer a direct reduction in tax liability for every qualifying child in the
household. The federal CTC, for example, is usually available for children ages 16 and under
and can be claimed, at least in part, by families with incomes up to $440,000 for married
couples or $240,000 for single parents. The federal CTC is typically $2,000 per child but
has been temporarily expanded, for 2021, to $3,600 for children under age 6 and $3,000 for
children ages 6 and over. Children who are 17 years old are also temporarily eligible for the
credit.

Roughly half a dozen states offer some type of CTC, though the credits vary significantly
in their design.82 New York's credit, for example, is set at the greater of $100 per child or 33
percent of the federal CTC as it existed in 2017.83

For states considering enacting a CTC today, a better approach would be to enact a
credit similar to the federal CTC as it exists in 2021. The American Rescue Plan (ARP) of
2021 temporarily made the credit far more equitable than previous versions. In addition to
boosting the credit's headline value, the ARP significantly improved the CTC by making the
credit fully refundable and available to nearly all children regardless of their parents’ income.
Previous limitations in federal law denied the full benefits of the credit to nearly half of all
Black and Hispanic children—a reality that will resurface starting in 2022 unless federal
policymakers extend the reforms.®4 Full refundability is essential under a state CTC to ensure
that the credit can reach children in lower-income families who may have little state personal
income tax liability against which to apply such a credit, but who tend to pay a large share of
their income in sales, excise, and property taxes.®
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Figure 22

A Refundable Child Tax Credit in Louisiana Could Enhance the Economic Security of Black

and Hispanic Families
Boost in group's overall income provided by hypothetical state CTC set at 10 percent of the federal credit afforded under 2021 law
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Source: Institute on Taxation and Economic Policy, October 2021. Analysis performed at 2019 income levels given data
availability.

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only.

Figure 22 illustrates the potential impact of a state CTC tied to the 2021 federal design.
Using Louisiana as an example and assuming a credit equal to 10 percent of the federal
amount, we estimate that such a credit would boost the overall income flowing to Black
families throughout the state by 0.4 percent and the overall income to Hispanic families by
0.3 percent. White and Asian families would see somewhat smaller boosts relative to income,
averaging 0.2 percent.

Expressed in average dollar terms, Black families would see a $212 tax cut, Hispanic
families $193, white families $151, and Asian families $146. These larger dollar amounts are
driven largely by the fact that Black and Hispanic families are more likely to have incomes
in the low and middle portions of the income distribution, thereby qualifying them for the
full credit. To be clear, these are average figures for these groups as a whole and the tax cuts
for families with children would be significantly larger: up to $360 per child under age 6 and
$300 for children ages 6 and over.

Louisiana has among the worst child poverty rates in the country. In 2019, 43 percent of
Black children and 33 percent of Hispanic children in Louisiana lived in poverty, compared
to 15 percent of white children.®® Nationally, the comparable figures are 31 percent for
Black children, 30 percent for Indigenous children, 23 percent for Hispanic children, and 10
percent for white children.®” A refundable Child Tax Credit would be particularly impactful for
historically marginalized communities facing the highest poverty rates.

While such a credit would come at a high cost to state revenues—reducing Louisiana’s
personal income tax collections by more than 10 percent in this example—the revenue-
raising reforms described earlier in this report could be used to fund the credit without
necessitating cuts in public funding for other priorities.

In designing state-level CTCs, lawmakers should build on the success of the federal CTC by
extending their credits to immigrant children who lack a Social Security Number—a group
that is likely made up mostly of Hispanic and Asian children.®8 Prior to Tax Cuts and Jobs Act
of 2017 (TCJA), all children regardless of their citizenship status received the federal version of
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the credit as long as their parents met the income eligibility requirements. Colorado recently
extended its own, state-level CTC to include children without Social Security Numbers.8®
Restoring this policy nationwide would benefit around 1 million children and their families.®®

Child and Dependent Care Tax Credits

Child and Dependent Care Tax Credits are designed specifically to defray some of the high
cost of childcare. The federal CDCTC, for example, offsets a portion of the first $3,000 spent on
childcare each year (or $6,000 if the taxpayer has more than one qualifying child). That offset
ranges from a potential benefit of 35 percent of childcare spending for lower-income families
down to 20 percent for middle- and upper-income families. A temporary provision of federal
law has increased these parameters to $4,000 in childcare expenses per child and a match of
up to 50 percent of childcare spending for families earning less than $125,000.

States seeking to improve childcare affordability through their tax codes should prioritize
those families in the greatest need. Among families paying for childcare, those below the
poverty line devote roughly four times the share of their income to paying for childcare as
other families.”

But childcare affordability is also a challenge for families above the poverty line. Among
working mothers with children under age 5, the cost of childcare for two children would
swallow up more than half of the household income of the median Black or Indigenous
family and more than 40 percent of the median Hispanic family’'s income.®?> The cost relative
to income is somewhat smaller for white and Asian households but still far above the federal
guidelines that define affordability as 7 percent or less of annual income.®

Nearly half the states offer some form of state income tax break for families with
dependent care expenses.®* A well-designed dependent care credit should be fully
refundable so its benefits can reach the lowest-income families who struggle most with
childcare affordability. To keep its cost down, such a credit should also gradually phase-out for
higher-income families able to afford childcare on their own.

Dependent care credits will not solve the childcare affordability crisis on their own.
Ultimately, providing childcare assistance through the tax code—even when fully
refundable—requires families to have cash on hand to pay for childcare services outright
before being reimbursed, an obstacle to many working families with limited financial

Figure 23

Price of Childcare for Two Children, as a Percent of Median Household Income for Working Mothers
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Source: Center for American Progress
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resources. But a well-designed credit can help as part of a broader strategy to improve
affordability, and it can be particularly meaningful for the people of color who often find
childcare least affordable.

Support Workers with the Earned Income Tax Credit (EITC)

The Earned Income Tax Credit (EITC) can bolster the incomes of low-wage workers,
helping families move closer to meaningful economic security. The federal EITC has kept
millions of Americans out of poverty since its enactment in the mid-1970s. Over the past
several decades, the effectiveness of the EITC has improved through various expansions to
the federal credit, and by the actions of most states, which have chosen to enact or expand
their own credits. Nearly two-thirds of states (30 states plus the District of Columbia) now
offer Earned Income Tax Credits.

Figure 24

Hispanic and Black Families are Most Likely to Benefit from New Jersey's EITC
Share of families receiving a state EITC

32%
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Source: Institute on Taxation and Economic Policy, October 2021. Analysis performed at 2019 income levels given data
availability, but reflects policy changes enacted through September 2021.

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only.

Discrimination in the labor market, inequitable educational systems, over-policing, and
countless other manifestations of systemic racism have resulted in an economy where a
disproportionate share of low-wage jobs are filled by people of color. Achieving genuine
racial equity will require a transformation of our society and economy such that members of
historically marginalized communities are no longer disproportionately paid low wages.

As long as racial disparities in pre-tax income persist, however, state EITCs can move us
closer to a racially equitable outcome as they offer an effective way to bolster the economic
security of lower-income people of color.

To demonstrate this, Figures 24 and 25 present data on the racial equity impact of New
Jersey’s EITC. The beneficiaries of this program include a diverse mix of people of many
different races and ethnicities. Approximately 37 percent of New Jersey EITC claimants are
Hispanic, 35 percent are non-Hispanic white, 20 percent are Black, 6 percent are Asian, and
1 percent are multiracial. Expressed as a share of each race or ethnic group’s total families,

INSTITUTE ON TAXATION AND ECONOMIC POLICY

ITEP.r 5 ||



Figure 25

Hispanic and Black Families See Largest Average Income Gains from New Jersey's EITC
Boost in group's overall income provided by state EITC
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Source: Institute on Taxation and Economic Policy, October 2021. Analysis performed at 2019 income levels given data
availability, but reflects policy changes enacted through September 2021.

Note: Hispanic category includes people of all races. Other categories include non-Hispanic people only.

however, Hispanic and Black families are the most likely to benefit. Figure 24 shows that
almost one in three (32 percent) Hispanic New Jerseyans benefits from the state's EITC
compared to 27 percent of Black families, 18 percent of families headed by multiracial
individuals, 12 percent of Asian families and 11 percent of white families.

The EITC is an effective means of lifting the incomes of lower-income families. On average,
eligible families of all races earning less than $27,000 in New Jersey see their incomes lifted
by $799 per year as a result of the state’s EITC. Because a disproportionate share of Black and
Hispanic families have lower incomes, this also translates into a larger overall boost to the
incomes of these groups, on average.

Figure 25 shows that the New Jersey EITC is somewhat narrowing racial income inequality
in the state. The state’s EITC boosts the overall amount of income flowing to Hispanic families
throughout the state by roughly 0.4 percent. The overall boost to Black families’ income
is a little under 0.3 percent. Overall income flowing to families headed by white, Asian, or
multiracial individuals is boosted by roughly 0.1 percent. These figures reflect the statewide
average gain in income for each of these groups as a whole. Specific low-income taxpayers
who are eligible for the credit can see much more meaningful gains in income, sometimes
above 10 percent of their earnings.

In total, we estimate that roughly two-thirds of New Jersey's EITC dollars flow to Hispanic
(44 percent) or Black (21 percent) families—groups that together account for about one
in three families in the state. Even after EITC dollars are distributed, however, the racial
distribution of income in New Jersey remains highly unequal.

States have several options for advancing racial equity through a state EITC. The starting
point, of course, is creating such a credit in the first place. States without such credits can add
one to their existing income tax law at little administrative cost since the credit's rules can
be piggybacked largely on federal law. Even states without personal income taxes can create
EITCs administered as standalone rebates, as Washington State will begin doing in 2022.%°
(The same can also be said of the other low-income credits described in the previous sections
of this report. There is no need for states to have a personal income tax on the books in order
to administer these types of programs as rebates.)
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States should also improve on the design of the federal EITC by extending their own
credits to immigrant workers who file taxes using Individual Taxpayer |dentification Numbers
(ITINs)—a group that is likely made up mostly of Hispanic and Asian families.®®* Most provisions
of federal tax law apply equally to families filing with either Social Security Numbers or ITINs,
with the EITC being a rare exception denied to ITIN filers (the Child Tax Credit is another
exception). States have made significant progress on this front in a very short period, with
California and Colorado now allowing ITIN filers to access the EITC through legislation
enacted in 2020, and Maine, Maryland, New Mexico, Oregon, and Washington State enacting
comparable legislation in 2021.%7

Some states have also made meaningful progress in recent years to expand the credit's
reach to lower-income workers without dependents in the home—a group that has
traditionally received little or no benefit from the EITC. This can involve boosting the size
of the credit, loosening age limitations, and expanding income thresholds for this group.
At the federal level, all of these reforms affecting workers without dependents have been
implemented on a temporary basis for Tax Year 2021 but will soon expire absent additional
federal legislation.®®
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REVISITING THE TAX TREATMENT OF MARRIED COUPLES

The federal income tax, and most state income taxes, allow married couples to combine their income and
file one joint tax return. Under a progressive rate structure, this option tends to be most beneficial to single-
earner households, such as those in which one spouse works a paying job while the other works to care for
the couple’s children and home. This is potentially problematic from a race equity perspective because a
disproportionate share of single-earner couples are white.

Typically, married couples who file jointly gain access to larger deductions and wider tax brackets than a
single person filing individually. At the federal level, for example, the 2021 standard deduction is $25,100 for
married couples compared to $12,550 for single filers and the bottom tax bracket covers $19,900 of income
for married couples compared to $9,950 for singles. For a couple where each spouse earns a similar amount
of money, marriage typically offers little in the way of tax benefits, and in some instances may trigger a
marriage penalty. But for single-earner households, marriage allows the high-earning spouse to gain access
to more generous deductions and brackets and will usually result in a tax cut.

The joint filing option in the U.S. was born out of a white, single-earner couple’s desire to reduce their
federal income tax bill as much as possible. Henry Seaborn—the wealthy vice president of a shipbuilding
company—and his wife Charlotte created it out of thin air in 1927 when they reported their income jointly
even though federal law did not specifically allow for such an option at the time.®*® The IRS rejected their
return, but the Supreme Court eventually ruled in their favor, paving the way for the joint filing option still
used today.'°® Because single-earner households are disproportionately white, this option tends to favor
white households over households of color.™!

The most direct way to eliminate that racially disparate impact would be to shift toward a system of
individual filing at the state and federal levels, where each spouse reports their income and claims

tax benefits separately. Canada and most nations in the Organization for Economic Cooperation and
Development (OECD) already require separate filing.®? Under this type of system, the personal decision
regarding whether to marry would no longer determine the amount of tax a couple pays. And state income
tax codes’ skew in favor of single-earner marriages, which are more likely to be comprised of white spouses,
would be eliminated.

Moving toward a system of separate filing, however, would bring its own complications. For instance, tax
credits based on family income like the Earned Income Tax Credit (EITC) or Child Tax Credit (CTC) could
become more difficult to target effectively because the lower-earning spouse in a married couple could
become eligible for these benefits even if they are married to an extremely high-income individual.

Moreover, high-income couples making use of sophisticated tax planning techniques may choose to shift
some of their income-producing assets to the lower-earning spouse in order to capitalize on the lower tax
bracket they would enjoy under separate filing. Such tax planning could at least partly restore the marriage
bonus for couples with unequal incomes, thereby undercutting the purpose of a shift to separate filing.

Ultimately, the appropriate tax treatment of married couples is a complex issue without easy answers, as
evidenced by the fact that an extensive body of legal research has been dedicated to this question.'®® Both
joint and separate filing have strengths and weaknesses, and we therefore refrain from making a making
a specific policy recommendation in this report. But it is important that lawmakers be aware that the
joint return is a policy choice, not an inevitability, and that it produces racially disparate impacts that are
deserving of scrutiny and debate.
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Support Single Parents with Head of Household Filing Status

One of the greatest advantages of personal income taxes is that they can be calibrated
based on ability to pay. For example, exemptions and credits can ensure that low-income
people are not taxed deeper into poverty while graduated rates can require that top earners
pay a higher tax rate than middle-income families. But income level is not the only relevant
factor in determining ability to pay. Family size — especially the number of dependents in the
home - also affects ability to pay.

A single individual without children earning a $50,000 salary, for instance, clearly has
a higher ability to pay than a single parent with two children living on the same level of
earnings. Achieving racial equity in the tax code demands that state lawmakers take this
reality into account when determining how much income tax should be paid by families of
different sizes.

Tax credits for families with children, which were discussed in an earlier section, offer
one promising means of adjusting income taxes to better account for family size. Another
valuable mechanism is the head of household filing status, which can be used by single
parents and other unmarried people caring for dependents to access larger deductions and
more generous tax brackets. Typically, the deductions and tax brackets available to head
of household filers fall halfway between the amounts available to single filers and married
couples filing jointly. But not all states offer head of household filing benefits. Kansas,
Louisiana, and Wisconsin, for instance, require heads of household to pay under the same
rate schedule as single individuals without children and Georgia offers the same standard
deduction to heads of households as to other singles. Similarly, Mississippi, Montana, Ohio,
Rhode Island, South Carolina, Virginia, and West Virginia require both heads of household
and married couples to pay under the same rate schedule as single individuals.

After adjusting for family size, head of household filers have significantly lower average
incomes than either married couples or single individuals without children. In 2017, for
example, the average family filing as a married couple reported $130,000 of adjusted gross
income and three members of the household, for an average income per household member
of $43,000. The average head of household, by contrast, reported just $40,000 of income but
2.6 members of the household, for an average per-person income of $15,000. On average,
families filing as head of household on their federal tax returns are in a more precarious
economic position than people using any other filing status. For this reason, states should
follow the federal government’s lead in offering more generous tax treatment to single
parents and other heads of household.
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Figure 26

Average Income Per Person in Household, by Filing Status

§43,000 $41.000

§15,000

Married filing jointly Single Head of household

Source: ITEP analysis of Tax Year 2017 data found in IRS Table 1.3. Calculation is AGI divided by number of exemptions
claimed.

Head of household filing status is particularly important to communities of color as a
disproportionate share of Black, Hispanic, Indigenous, and multiracial people raising children
are unmarried.”* Offering enhanced tax benefits to heads of household therefore offers one
avenue for advancing economic and racial equity.

Allow Local Governments to Levy Robust Income Taxes

Personal income taxes are among the most equitable sources of revenue available at any
level of government. Unfortunately, most states prohibit their localities from levying income
taxes while others place restrictions on income tax rates, tax bases, credits, or the kinds of
localities that can implement these taxes. These restrictions often cause local governments
to turn to sales taxes, fines, fees, and other regressive levies to supplement property tax
revenues in funding local services and institutions

Fees and fines are particularly problematic from a race equity perspective. Government
officials who collect fees and fines, often police officers and court officials, have enormous
discretion in choosing who is subjected to monetary penalties. The U.S. Commission on
Civil Rights found that the “unchecked discretion or stringent requirements to impose fines
or fees can lead and have led to discrimination and inequitable access to justice.”® That
is, a lack of oversight and pressure to collect revenue are encouraging over-policing and
criminalization of commmunities of color.

State officials committed to advancing race equity should work to equip local
governments with more equitable revenue options, such as local personal income taxes.
Such a reform could contribute to a more racially just state and local finance system overall.

One drawback of this approach is that poorer communities, often home to a
disproportionate share of people of color, will not be able to raise the same amount of
revenue through a personal income tax as high-income jurisdictions—a problem that also
exists under the property tax and to some extent sales taxes as well. Local income taxes are
therefore not a replacement for robust state fiscal aid to lower-income localities. But they are
a good option for replacing dollars raised through more regressive sources like sales taxes
and fines and fees.
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Seventeen states currently see at least one locality within its borders levy some kind of
local income tax.'°® These taxes vary significantly in scope and design. Some of the more
progressive approaches include taxes on interest and dividend income in Kansas, graduated
rate taxes in New York City and Portland, Oregon, and taxes that include local-level EITCs in
New York City and Montgomery County, Maryland.

Progress toward more robust and progressive local income taxes has been mixed in recent
years.

After Montgomery, Alabama tried to implement a 1 percent local income tax in 2020, for
example, the state legislature quickly intervened to nullify the measure and require all future
local income tax increases to gain state approval prior to enactment. It bears noting that
Montgomery is a majority-Black city whereas the state legislature is 75 percent white.’”

On the other hand, voters in Portland and Multnomah County, Oregon, recently approved
new income taxes on married couples with incomes over $200,000 and single filers with
income above $125,000.108

Local income taxes are unlikely to supplant the property tax as the primary vehicle to fund
local services in the immediate future. Moreover, the reality of residential segregation means
that there are inherent limitations to the potential of local taxes to advance racial equity. A
robust local income tax in San Francisco, for example, will not directly benefit the residents of
Oakland.

But localities inevitably need to raise revenue, and local income taxes have the potential
to diversify local revenue streams and move toward more racially equitable systems of local-
level public finance.

CONCLUSION

Racism and discrimination have created extremely unequal distributions of income and
wealth across race and ethnicity. While personal income tax laws on their own will not solve
these problems, they offer one of the most promising routes toward beginning to address
racial income and wealth inequality through the tax code.

Looking carefully at a range of factors impacting tax liability — income level, wealth,
homeownership, age, and family structure, for example — helps to make clear how tax codes
can be used to advance, or hinder, racial equity.

Lawmakers who want to make their personal income taxes a more powerful force for
advancing racial equity should look to repeal tax subsidies or otherwise ask more of high-
income investors, business owners, employees, retirees, and homeowners. At the same time,
personal income tax codes should be used to lift up lower-income workers, renters, and
families with children through refundable credits. Reforms of this type have a valuable role to
play in narrowing unconscionable racial disparities in income, wealth, and economic well-
being.
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Appendix A | State Personal Income Tax Options to Advance Racial Equity
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State Personal Income Taxes: Top Marginal Tax Rates and Income Thresholds Above Which Top Rate Applies
Income Thresholds for Married Couples Filing Jointly in Tax Year 2021

Appendix B

Income Threshold

Income Threshold Top Rate

Alabama
Alaska
Arizona

Arkansas*
California
Colorado
Connecticut
Delaware
District of Columbia
Florida

Georgia
Hawaii
Idaho™*
Illinois
Indiana

lowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri

$6,000
N/A
$500,000
$8,300
$1,198,024
$0
$1,000,000
$60,000
$1,000,000
N/A
$10,000
$400,000
$15,680
$0
$0
$75,420
$60,000
$0
$100,000
$106,350
$300,000
$0
$0
$276,200
$10,000
$8,584

5.00%
0.00%
8.00%
5.90%
13.30%
4.55%
6.99%
6.60%
8.95%
0.00%
5.75%
11.00%
6.50%
4.95%
3.23%
8.53%
5.70%
5.00%
6.00%
715%
5.75%
5.00%
4.25%
9.85%
5.00%
5.40%

Montana**
Nebraska
Nevada
New Hampshire***
New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming
FEDERAL GOVERNMENT

$18,700
$64,430
N/A
N/A
$1,000,000
$315,000
$25,000,000
$0
$440,600
$110,651
$12,200
$250,000
$0
$150,550
$15,400
N/A
N/A
N/A
$0
$248,350
$17,000
N/A
$60,000
$335,910
N/A
$628,301

SOURCE: Institute on Taxation and Economic Policy (ITEP) review of state tax forms and recently enacted legislation.

NOTES

APPENDIX A

6.90%
6.84%
0.00%
0.00%
10.75%
5.90%
10.90%
5.25%
2.90%
3.99%
5.00%
9.90%
3.07%
5.99%
7.00%
0.00%
0.00%
0.00%
4.95%
8.75%
5.75%
0.00%
6.50%
7.65%
0.00%
37.00%

“x" indicates that an option is available in this state, although some of these reforms would require a constitutional amendment in some states. “No
income tax" indicates that a state would need to enact a broad-based income tax prior to implementing this option (New Hampshire currently has

a narrow income tax on certain forms of investment income that is in the process of phasing out). Option 10 is not presented in this table, though
every state could do more to allow and encourage progressive income taxation by local governments.

* The definition of a “major retirement tax subsidy" is imprecise, but it is defined here roughly to include exemptions for retirement-related income
(usually pensions) of $10,000 or more that apply at least somewhat broadly, beyond a narrow set of occupations.

** Indiana and New Jersey do not offer itemized deductions, but they do offer standalone deductions for property taxes.
*** New Hampshire levies a flat-rate, narrow income tax that only applies to certain forms of investment income.

SOURCE: Institute on Taxation and Economic Policy (ITEP) review of state tax forms and recently enacted legislation.

APPENDIX B
Income thresholds are not strictly comparable across states because they are measured according to each state's unique definition of taxable
income, but can be roughly compared to get a general sense of differences between states. Income thresholds are reported for married couples as
most higher-earning taxpayers file jointly, but these thresholds are often lower for single taxpayers. Local income taxes are not included
in this table.

* Arkansas has separate tax tables for filers with different levels of income. For middle-income earners with taxable income below $82,000, the 5.9
percent top tax rate applies to taxable income in excess of $38,500.

** Income thresholds and tax rates are generally for Tax Year 2021, except in these states where 2020 values are reported because 2021 amounts
have not yet been announced.

*** New Hampshire levies a flat-rate, narrow income tax that only applies to certain forms of investment income.





