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Pure Flat Tax vs. Single Rate Tax

] Pure Flat Tax:

® Everyone pays the same tax rate on taxable income
® Eliminates all deductions, exemptions, and tax credits

® |mposed on earned income only. Investment income is
excluded

J Modified Flat/Single Rate Tax:

® Everyone pays the same tax rate on taxable income
® Retains certain deductions, exemptions, and tax credits

® Tax base is more narrow than under pure flat tax



Nominal vs. Effective Tax Rates

d Nominal Tax Rate — rate applied to taxable income

1 Effective Tax Rate — after deductions/exemptions

® Broader measure of how much income is taxed

J Excluding certain income from being taxed can
create progressive (or regressive) effective tax
rates, even if using a single nominal rate

® Some deductions and exemptions reduce taxable
income of filers with low income by a greater percent
than for filers with higher income

 Rates in this presentation are nominal



Summary of State Rate Schedules

J Single Rate — 8 States
® 2 of 12 western states (CO and UT)

® No U.S. state, or foreign nation, currently administers a
pure flat tax

. Progressive Rates — 35 states
® 6 of 12 western states (AZ, CA, ID, MT, NM, OR)

(J No Individual Income Tax — 7 states
® 4 of 12 western states (NV, TX, WA, WY)



States Imposing a Single Rate Tax on Individual Income

Per sonal Exemptions (TY 2013):

SingleRRate Prior Rate Constitutional  Initial Current Federal Starting Per Local Income
State Established  System Requirement  Rate Rate Paint ¥ Deductions Single Married Dependent Tax Added
Same as federal
standard or itemized
Colorado 1987  Progressive Yes? 500%  4.63% Tl deductions $3900 $7800 $3900 ¢ No
Illinois 1969 None Yes ¥ 250%  5.00% AdG None $2,000 $4,000 $2,000 No
No standard
Single deduction. Specific Yes. Avg.
Indiana 1963 Rate  “ No 200% 340% ¥ AG statedeductions exist  $1,000  $2000  $2,500 Rate = 1.16%
No standard
deduction. Specific
federal itemized
M assachusetts 1916 None Yes 150% 525% ° AdG deductions apply. $4,400 $3,800 $1,000 No
Yes. Avg.
Michigan 1967 None Yes 260% 4.25% AG None $3,763 $7,526 $3,763 Rate = 0.44%
No standard
deduction. Specific Yes. Avg.
Pennsylvania 1971 None Yes 230% 3.07% N/A ¢ state deductions exist.  None None None Rate = 1.25%
$15,000 M arried $7,500 Child
North Carolina 2014  Progressive No 5.80% K AG Single None None Credit ¥ No
Same as federal
standard or itemized Credit equal to 6% of federal
Utah 2008 Progressive No 500%  5.00% Ad deductions exemption amounts No

Source: Federation of Tax Administrators, Wisconsin Department of Revenue's Survey of Flat Income Tax States, and Tax Foundation

Footnote:
1/ AGI = Federd Adjusted Gross Income; T = Federa Taxable Income

2/ Sngeratewsas first enacted by the Colorado Legslaturein 1987. However, asingerate did not become required by the state constitution until the passage of TABOR in 1992.
3/ Snderaerequired by state constitution in 1970.

4/ Indiands current stateincome tax was established in 1963. However, even under the prior state incometax established in 1932, the state dway s levied asinderate.

5/ M assachusetts levies asingetax rate of 5.25% on ordinary income, 12.0% on short-term capita gains, and 5.30% on long-term capita gains.

6/ Pennsylvania does not use afederd startingpoint for its state income tax.

7/ North Carolinds singetax rateis reduced to 5.75%, begnningin 2015.

8/ Colorado's persond exemption amounts are the same as the federal amounts.

9/ North Carolina provides a child tax credit rather than adependent exemption.



Summary of Single Rate Tax States

J

J

I I MU

In the last 30 years, only 3 states have transitioned
to a single rate tax system (CO, UT, and NC)

Single tax rate required by the state constitution in
5 states (except IN, UT, and NC)

All but 1 state (PA) use a federal starting point for
the state income tax

6 states allow some form of standard or itemized
deductions

Only 1 state (PA) allows no personal exemptions
3 states (IN, Ml and PA) impose local income tax



Colorado’s Transition to a Single Rate Tax

J Full phase-in of 5% single rate in 1987

® Replaced progressive rates

® Used Federal Taxable Income as the starting point,
maintaining federal deductions

® |ncreased the standard deduction and exemptions

J Aim of the transition was simplification for
taxpayers at time of 1986 federal tax reforms

(CO Legislative Council)

(d New rate reduced collections by $(630) million
from 1987 to 1990 (CO Legislative Council)

J 1992 Constitutional requirement of a single rate



Utah’s Single Rate Individual Income Tax

d The single rate implemented in 2008 built on

major tax changes in 2006 and 2007

® Expanded tax brackets and slightly reduced top
marginal rate (7% = 6.98%) in 2006.

® C(Created a one-year dual track system (either
graduated tax or single tax rate of 5.3%) in 2007

J Full phase-in of 5% single rate in 2008

® Deductions and exemptions under old system largely
replaced by a new standard credit

® Standard credit is phased out as income increases

e Refundable and nonrefundable credits under old
system retained



North Carolina Will Phase in a Single Rate in 2014

J

Recent legislation replaces progressive (6% to
7.75%) rates with a single rate of 5.8% in 2014
and 5.75% thereafter

Aim: “Tax Simplification and Reduction Act”

Personal exemptions are eliminated but
standard deduction is increased

ltemized deductions for mortgage interest and
property tax capped at $20,000

Eliminates business income deduction and most
tax credits



Analysis of North Carolina’s Single Rate Tax

J The state’s Fiscal Research Division estimates
the new rate will reduce collections by about

S(690) million in ‘15
® Sales taxes increased to partially offset the loss
J Income taxes will be reduced for most filers

J The state’s income tax system remains

progressive through standard deductions and
caps on deductions
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Note on Revenue Volatility

d Arizona’s individual income tax revenue may
not be uniquely volatile

J Most states’ individual income taxes are also
less stable than sales taxes, but more stable
than corporate income tax

1 One study finds a 1% change in AZ personal
income led to a 1.55% change in collections

(1967 to 2000). All states averaged 1.76%.
(Bruce, Fox, Tuttle 2007)
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